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Who are we? 

SFAA

• Swiss Financial Analysts Association

• 2700 members

• Owner of AZEK/CFPI

• Awards the diplomas CIIA (analysts) 
and CIWM (portfolio managers)

• 4600 swiss and international diploms
awarded

• 90% alumni in Switzerland

SSF

• Swiss Sustainable Finance

• 83 Corporate members (23 banks 
and insurance companies, 23 asset 
managers, 18 services providers, 7 
universities,..)

• Represents 89’457 employees in 
Switzerland o.w. 1’463 with direct 
SRI responsibilities (707 bn
sustainable investments)
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Outline of the conference

 The long-term approach in investment

 Priority on "everyday issues" 

 2/3 experts from the corporate world (analysts and portfolio 
managers), 1/3 from  academia

 Active dialogue 
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Outline/timing of the conference

Pressure of short-termism on finance (S.Meier)
- 2 markets models (1960s and 2000s)
- Example: Commodities and regulation

Pressure of short-termism on listed companies (P.Valta)
- Examples of pressure on different actors inside the company
- Example: Share buy-backs 
- Long term value creation and the role of the board of directors

Pressure of short-termism on analysts and how to escape it ?
- Quick review of short termism on analysts (P.Krueger)
- DCF and Sustainability (P.Krueger)
- Example: Stranded assets (R.Nicolodi)

How to integrate sustainability ? How SRI could help analysis ?
- The perspective of Institutional Asset Owners (S.Döbeli)
- Example: 2 analysts (classical/ESG) (A.Von Arx/M.Swoboda) 
- Synthesis of classical and ESG analysis (R.Nicolodi)

9:00-10:20

10:40-11:50

13:30-14:35

14:50-16:30

Ends at 16:30

Lunch time: 1h40
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Speakers

Pictet

Andreas von Arx has been working as an equity analyst for more than 10 years at UBS Investment Bank and Baader-Helvea. Andreas is 
responsible for the coverage of a range of industry sectors including Food & Beverage, Luxury, Flavor & Fragrance at Baader-Helvea. Andreas 
holds a Degree in Economics at the University of Sankt-Gallen (lic.oec.HSG).

Sabine Döbeli has worked in the field of sustainable finance for 20 years in different roles. After building up Swiss Sustainable Finance (SSF), 
an organization aiming to make Switzerland a leading centre in sustainable finance, she took over the role as CEO of SSF in 2014. Previously, 
she was Head of Corporate Sustainability Management at Vontobel and worked at Zürcher Kantonalbank where she built up the sustainability 
research unit. Sabine holds a Masters in Environmental Sciences from the Swiss Federal Institute of Technology (ETH) Zurich and completed 
a post-graduate degree in business administration and marketing at the University of Basel. She a member of the research advisory council of 
the Swiss Federal Office for the Environment (FOEN).

Philipp Krüger is an Assistant Professor of Responsible Finance at the University of Geneva and holds a Junior Chair at the Swiss Finance 
Institute. He teaches courses in Corporate and Sustainable Finance at the University of Geneva and is also in charge of organizing the Geneva 
Summit on Sustainable Finance, a biennial research conference dedicated to responsible and sustainable finance. His research interests are 
in corporate, sustainable, and behavioral finance. In 2015, Philipp has been awarded the Moskowitz Prize from the University of Berkeley for 
his outstanding research in the field of sustainable, responsible, and impact investment. He holds a PhD in Economics from the Toulouse 
School of Economics. 

Stephan Meier is a partner in the Zurich based institutional asset management boutique Artico Partners. He has 28 years of investment 
experience and started his career as equity research analyst in 1987 at the then Swiss Bank Corporation, later UBS. His functions included: 
Head of Portfolio Management for Swiss Equities, Head of Product Management for Institutional Funds. Stefan worked as CEO of the 
respective asset management business for Bank am Bellevue, the BZ and Clariden Leu. Stephan holds a Masters in Economics from the 
University of Basle. He is a Board Member of the Swiss Financial Analyst Association and AZEK. 

René Nicolodi is Head of Equities within the Asset Management department of Zürcher Kantonalbank. He holds a MA in English, Business 
Administration and European Economic Law of the University of Zurich and graduated with a PhD on sustainable pension fund engagement 
from the University of Zurich. René is a Chartered Alternative Investment Analyst (CAIA).

Marion Swoboda is Senior Analyst in the Sustainability Research Team of Zürcher Kantonalbank Asset Management. Marion is responsible for 
the industries durable goods, retailing, food and real estate. Another focus area is the development of the ESG analytical framework. 

Philip Valta is an Assistant Professor of Finance at the Geneva Finance Research Institute of the University of Geneva. He obtained his PhD in 
Finance from the Ecole Polytechnique Fédérale de Lausanne (EPFL). His research interests are mainly in empirical corporate finance, with a 
focus on how product markets and institutions relate to corporate decisions. His work has recently been published in leading finance journals. 
Philip’s teaching interests include corporate finance, real options, and valuation. Prior to joining the University of Geneva, he was on the 
faculty at HEC
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Pressure of Short-termism on 
Finance
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We are wired for the short-termism: hyperbolic discounting (1)

"Short-termism, or myopic 
behaviour, is the natural
human tendency to make
decisions in search of 
immediate gratification at the 
expense of future returns: 
decisions which we 
subsequently regret." –
Source: The Kay Review of 
UK Equity Markets and Long-
Term Decision Making, July 
2012

This short-term tendency was favoured by natural 
selection when resources were scare and people 
could not find food. The short-termists were the 
most likely to survive than those willing to wait for 
the long term. – Source: Nitin Nohria, Harvard 
Business School

100 USD
TODAY

200 USD
IN 1 YEAR

IRR = 100%
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Documents / references
Hyperbolic Discounting vs. Exponential Discounting

Exponential Discounting: V = e-tr (« classic » financial discounting)

Humans and animals react with hyperbolic discounting and Bayesian logic.

In another field, Kahneman models of behavioral finance highlight our bias to underestimate
high probabilities and overestimate low probabilities

Our personal calculator is not perfect…

Our perception of time can affect our choices through “present bias”, a kind of temporal 
myopia we can experience. We “tunnel” on the present and value it more highly than the past 
of the future - Source: C.Assness – Time delation and its effects on investing decisions
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We are wired for the short-termism: physiological reactions (2)

 "The Trader should be thinking about his position and the market but 
his body (and much of his attention) is focused on preparing for fight 
or flight" (The hour between dog and wolf – John Coates)

 Three types of situation generate a massive stress response:

– Novelty

– Uncertainty

– Absence of control

 The prospect of a (short-term) reward stimulates the brain's emotion 
centres and releases dopamine which triggers a kind of addictive love 
of exploration and risk-taking.

 In some species of monkey, the winner of a fight sees his 
testosterone level rise by a factor of 10, while in the loser it drops by 
10%. These levels persist for several weeks

 A Trader's testosterone level is higher when he is winning. This level 
increases his propensity to take risks

These circuits are hard-wired into the brain and prevent reasoning and 
conscious thought in favor of short-term impulsive reactions

Fear circuit

Reward circuit

Source: Pictet
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Documents / references

Behavioral Finance 
« Behavioral finance is simply open-minded finance… Sometimes in order to find a 
solution to an empirical puzzle it is necessary to entertain the possibility that some agents 
in the economy behave less than fully rational some of the time – Source: Thaler quoted by 
Hens Rieger in Financial Economics

« Investor sentiment, as measured by purchases relative to sales, is significantly higher on 
days with comparatively good weather » - Source: Schnittmann Pirschel, 2014

« Contrary to theorical predictions, return and risk subjective expectactions are negatively
correlated, while both are correlated with past returns. This momentum behaviour may
explain excess serial correlation in returns » - Source: Do happy people make optimistic
investors ? Kaplanski Levy, 2012

Subjects were willing to pay USD 1 to avoid a 1% chance and  USD 18 to avoid a 99% 
change of losing USD 20. After an electric shock, both amounts fell to USD 7 and USD 
10. – Source: Daniel, Moskowitz - Momentum Crash -> It shows more irrational behaviour 
in a stressful period : overestimating small probabilities of losses and underestimating large 
probabilities of losses, in line with Kahnemann discoveries. 
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Retail investors get a 
terrible rap for their 
behaviour… Individuals 
are terrible in timing their 
investments largely due to 
emotions of fear and envy. 

Source: Meb Faber.com  

Documents / references:
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We are wired for the short-termism: human organizations (3)

PrincipalPrincipal

AgentAgent

Inadequate 
equilibrium
Inadequate 
equilibrium

Protects his 
long-term 
interests 

Asymmetry of 
information;
Rent capture

Frequent controls (distrust, ignorance)

Suboptimal 
returns

Unwilling to take risks after controls

Applications: 

• Contracts: Loss 
aversion if private
investors

• Regulation: Impatience 
of public opinion

Incentive principles: 

• The agents align themselves on the given time
horizon (CEO vs. shareholders).

• They maximise their remuneration in accordance
with the criteria they have been given
(management).
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Agency-Principal relationship
• The owner entrusts the agent with

defending his long-term interests.The agent
has more information than the owner
(asymmetry of information). He is tempted
to charge more for his services than they are
actually worth ("rent capture"). The interests
of the two contracting parties are
misaligned.

• The owner wants to evaluate the information 
and sets up numerous checkpoints to avoid 
appropriation. By introducing numerous 
checkpoints for fear of incurring a loss (loss 
aversion), the owner sets a target that is too 
short-term and thus stifles the agent's 
willingness to take risks. 

Reasons for misalignment:
- Distrust, ignorance
- Greed, impatience

• "The directors of such [joint-stock]
companies, however, being the
managers rather of other people’s
money than of their own, it cannot
well be expected, that they should
watch over it with the same anxious
vigilance with which the partners in
a private copartnery frequently watch
over their own." – Source: Adam
Smith

• « The key departure is that investors
do not invest directly in securities
but through agents such as fund
managers. Agents have better
information and this asymetry is
shown as the source of inefficiency –
mispricing, bubbles and crashes. »
Source: Paul Wooley



14

Should we fight our tendency to short termism ? 

• This question has no « moral content »

• But..

• 1. If all investors react at short term, it may
change the market reactions

– Short term creates bubbles and 
volatility: markets are more risky

– Short term creates bad asset allocation: 
lower portfolio yields as an excess risk 
premium is asked

• 2. Short term horizon is not equal to asset 
duration. Traditional « patience rewards » 
hence disappear

• 3. Finance is having an influence on 
companies beyond its traditional role
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Short term investors amplify market movements

Link between market returns and investment fund subscriptions. 

Investors tend to enter a market during periods of stock market euphoria (e.g. 
1999-2000) and leave it en masse in times of crash (2001, 2008). 

These amplify the market movements in the short term even if their time horizon 
is not necessarily based on a short-time horizon. 

Source: ici.org
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It is exceedingly difficult to time the market….

• If you invested back in 1950 in a global portfolio, you made 23‘733%

• But if you were out of the market for the best 10 months in 60 years, you
made only 8‘738%
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Short-termism leads to myopic accounting

Link between the investment horizon 
and the risk premium that investors 
demand.

When holding an investment for the 
long term, occasional stock market 
setbacks can be viewed in context.

If the investment horizon is one year, 
the investor has to accept short-term 
market volatility. To accept to invest 
short-term, he will demand a much 
higher risk premium.

Source: Benartzi & Thaler

« A modest amount of noise in prices can create size and value effects » (Arnott, 
HSU, 2011)
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Sub-optimal allocation (1)

Short-termism results in a sub-optimal 
allocation of capital.

– Study of real returns between 1802 
and 2012 

– For a 5-year horizon, the allocation of 
stocks rises to 25% in the minimum-
risk portfolio. 

– For 20 years, it is over 50%, and for 
30 years over 68%. 

Source: Siegel – Stocks for the Long Run

Documents / references:
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Documents / references

Sub-optimal allocation (2)

Increased sensitivity to inflation: Neither
stocks nor bonds nor bills are good protection 
against short term inflation - Source: Siegel –
Stocks for the Long Run

Institutions with short investment horizons 
myopically price firms, overweighting short-
term earnings potential and underweighting 
long-term earnings potential -Source: Bushee, 
1998

"There is a negative short-term relationship 
between expected stock returns and expected 
inflation. But equity investments should offer 
significant inflation protection over longer 
horizons." 

Source: Asset-Liability Management in Private
Wealth Management, EDHEC-Risk September 
2009
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Good things come to those who wait….

• If you held US stocks for rolling 10 years, the real returns varied from +17% to -6%

• But if you held stocks for rolling 20 years, the real returns varied from 0% p.a. to
12%, i.e. if you are „long term enough“ you actually never lost money with 100% of
your money in stocks

Source:

Irrational Optimism
Elroy Dimson, Paul 
Marsh, and Mike 
Staunton

December 2003, 
LBS Institute of 
Finance and 
Accounting Working 
Paper No. IFA397 
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Performance (%) Market Duration

Keynes
Cambridge Endowment

16% vs. stocks 10.4%, bonds 7.1% UK 25 years

Buffett
Berkshire

+12.5% outperformance
Sharpe ratio 0.76 vs. 0.39 S&P

US 35 years

Massachusetts Inv.Trust

Oldest US mutual fund 

+10% vs. +7.4% MSCI World
Sharpe ratio 0.46 vs. 0.25 index

World 26 years

Ontario Teachers (OTTP) +10.2% vs. 8% index Canada 23 years

Voya Corporate Leaders +9.4% vs. 8.1% SPX US 10 years

Norway's sovereign 
wealth fund

Outperformance of 25 bps p.a. World 21 years

Concentrated, long holding period 

Preference for private companies 
Aggressive tax planning
Benchmark: 5Y rolling S&P index

Yearly turnover 10% 

Risk budgeting, 
Investment markets not efficient
Returns and costs do matter
Water utilities & retail/office building: 23% of portfolio

30 major US companies equally weighted. 
No new stock since 1935

• "Ben Graham taught me 45 years ago that in investing, it is not necessary to do
extraordinary things to get extraordinary results." (Buffett)

Long term is sometimes very profitable
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The price of impatience

Hedge Funds index vs. LPP40 (both in CHF)
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The paradox of finance today

The average holding period for a stock on the New York Stock Exchange has been
3.2 years since 1900.
There was a fast turnover rate after the 1929 crash, subsequently slowing down
in the crisis period and the significant increase in taxation that followed.
Source: Société Générale
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Long-term is gaining in popularity

«Too many investors have become 
traders and treat companies like 
commodities. 
But companies are not commodities. 

They play a critical role in allocating
resources, investments, innovation, 

jobs, productivity and prosperity.»
Michel Sabia, Caisse des Dépots et 
placements du Quebec, March 2015

"I never attempt to make money on 
the stock market. I buy on the 
assumption that they could close the 
market the next day and not reopen it 
for five years.”
Warren Buffet

"There seems to be a predominance of short-
term thinking at the expense of long-term 
investing. 

As investors are increasingly focused on the 
short term, it’s no surprise that companies are 

in turn managing themselves for the short-
term." 
Daniel Gallagher, SEC quoted by Bloomberg, 
25 June 2015

"We know that technology based on the use of highly 
polluting fossil fuels – especially coal, but also oil and, 
to a lesser degree, gas – needs to be progressively 
replaced without delay."
Laudatio Si', 24 May 2015
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Documents / references

Long-termism and demography/neurosciences
«Investors are increasingly short-term in their orientation, even while demographic trend 
point to longer life expectancy»

Source: MFS, White paper series, May 2014

Public support to long-termism
« Shareholder oriented capitalism is still the best path to broad economic prospetiry as 
long as companies focus on the long term » - Source: Goedhart Koller Wessels, March 
2015

« We all know that outstanding companies and real value can only be built over the long 
term » - Source: McKinsey & Company, April 2015

« Short-termism is a tendency, particularly in governement and politics, to avoid focusing
on difficult problems until they balloon into crisis. » - Source: Paulson, June 2014

« Sustainability will be a dominant theme for 300 years » - Source: The future of 
everything, Dixon, 2015
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Documents / references
Short-term and trading can however produce results 
Do funds make more when they trade more ? Active funds perform better after trading 
more. Especially strong for small, high-fee funds.

Consistent with high-fee funds having greater skill to identify time-varying profit 
opportunities … and with small funds being able to exploit those opportunities.

Source: Hedge Funds Best Ideas, Pastor, Stambaugh, February 2015

It takes a heavy dose of intellectual honesty to know the difference between being stubborn
to when you’re wrong and continuing to follow a legitimate, disciplined process that isn’t
currently working - Source: www.awealthofcommonsense.com

« Wer meint, dass alles nur eine Frage der Geduld ist, der kann sich schmerzhaft irren: es 
gibt keine Garantie auf eine schnelle Rückkehr zu den Wunderrenditen, die die
Anlageindustrie gern nennt. » Source: Joachim Voth – Die leere Wundertüte, November
2015
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2 Market Models (1960-2000)
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Until recently there were 2 major obstacles to short termism

1. Transactions costs were too high to allow agressive 
short term strategies

2. The long-term regulated savings are managed by 
professional long-term oriented managers (pension 
funds) and their providers (portfolio managers)

But these barriers have begun to fade…

1. Technology allows lower transaction costs 

2. Portfolio managers are increasingly under pressure 

Example #1: Alpha and active management disappear in 
mutual funds

Example #2: The market share of financial products is 
evolving towards more short-term products
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Some figures on pension funds

Cheaper (Andonov 2011)
• Cost of US pension funds: 35 

bps
• Cost of Canadian pension 

funds: 25 bps

Size matters (Bauer 2007)
• Fund pooling provides enough 

negotiating power.
• The largest have fees of 15 

bps, while a small fund pays 
around 40 bps.

Active funds outperform passive
funds by 39 bps (CEM

Strong performance persistence for
market timing and security selection

Outperformance (bps) Market Date

CEM +58 (gross)  +16 (net) USA 2015

Bauer 1 +45 (net) USA 2010

Andonov +89 (gross) USA 2011

Bauer 2 +150 (vs. mutual funds) USA 2007

Zingg 
Ammann 

(+): international bonds
(-): CH bonds & 

Securities

CH 96-06

During 1990-2012 defined benefit plans, 
where professionals make investment decisions
outperformed contribution plans where
participants are responsible for their own 
investment strategy by 0.7% per year. The 
differential is generally larger after 2002. –
Source: Center for retirement research
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"A long-term horizon is a responsibility and an 
advantage." -Source: Calpers

"Big investors have an obligation to end the plague of 
short-termism." – Source: Barton Wiseman

"Our conclusions are that pension funds are less
exposed to hidden agency costs than mutual funds. 
Efficient fund pooling provides pension board with
enough negotiating power." - Source: Bauer 2007

"Security selection largely driven by momentum." -
Source: Andonov

"A 2011 survey of 37 major US pension funds found
that only 8 (22%) used performance-related
compensation on measures over 4 years or more."
Source - Ambachtsheer

Documents / references
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New technologies allow more agressive short term strategies

250 FSTE stocks 
- Source: Brogaard Hendershott, 2010

Total transaction costs =  
½ bid-ask spreads 
+ transaction fees

Costs are lowered by smaller bid-ask spreads (more competition with
high trading frequencies traders)

Total transaction costs =  
½ bid-ask spreads 
+ transaction fees

Costs are lowered by smaller bid-ask spreads (more competition with
high trading frequencies traders)
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Contribution made by technology

Liquidity as measured by bid-ask spreads and other metrics has improved. Transaction 
costs have fallen. – Source: The Diminishing Liquidity Premium, Ben-Rephael, Kadan, 
April 2015

Hagendorff showed that bid-ask spreads of European Companies have fallen by 0.712 
cents between 2012 and 2013. Trading activity by European asset managers has 
generated cost savings of 12 billion Euros. - Source: Asset Management in Europe, 8th 
edition, April 2015

Improvement in market liquidity – except in times of crash. "When the market is down and 
absolute investors are scrambling to protect capital, correlations spike. In the last 87 years 
correlation at 60 days in up months averaged 26.5%, down months 31%. Since 2008 
those statistics have risen to 38% and 48% respectively. - Source: Empirical Research, 
2015

All else equal the gross equity premium is perhaps 1% lower today than it was early in the 
1900’s – Source: A century of stock market liquidity and trading costs, Jones, 2002

Documents / references
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Mutual funds: Success story despite poor performance

Source: Investment Management 
Association, UK fund market 2013-2014

Annual US industry growth rate 1960-2013: 
+17% in nominal terms, 

+11% in real terms 
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Documents / references

PPRF: public pension 
reserves fund

Source: Siegel
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Alpha disappearance due to a lack of skilled people ? 

• One possible explanation
could be the fast
developement of the fund
industry

• The growth in investment
talent could not keep up 
with the growth in 
business

• More important is
probably fund governance
(incentive schemes, 
control functions, 
degrees of freedom) 
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Mutual funds of non-indexed funds and active share

0%

5%

10%

15%

20%

25%

30%

35%

40%

Active share %

1980

1990

2000

2011

Active share 1980-2011
- Source: Stambaugh
"Investment Noise and Trends"
2014
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But those who take risks reap the reward

Study by Petajisto Cremers

Many funds closely track their benchmark indexes and take global bets. 
These tend to underperform after fees (Closet Indexers).

Other funds are based on sector bets and make sector rotations 
according to companies' macro/micro announcements. These post the 
lowest performance of the sample (Sector Bets).

Funds with the highest active share tend to outperform the market 
(Stock Pickers). 

Relative performance
Stock pickers Bottom Up 1.26%
Closet indexers Index -0.91%
Sector bets Top Down -1.28%
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Active funds 

"If some fund managers are consistently overconfident in their trading abilities, they trade 
too much, incurring transaction costs without commensurately increasing performance." -
Source: Pastor, 2015

Morningstar research indicated that a mutual fund with low fees is more likely to have 
superior results in the future. One explanation is that funds with high fee levels lack scale to 
lower their expense ratios. 

But…

When investment fund managers "double down" on positions that have run against them, 
they outperform. It generates significant annualised risk-return outperformance. But 
investment managers avoid adding to losing positions, which is consistent with a career risk 
mechanism, likely as an attempt to avoid investors making negative inferences of the 
managers’ skill." – Source: Rhinesmith, 2014

“Small and high-fee funds perform better after trading more. High-fee funds have greater 
skill to identify time-varying profit opportunities, small funds are more able to exploit these 
opportunities.” – Source: Pastor, 2015

"Every one per cent increase in active management adds 0.7% bps to the gross value added." 
- Source: Bath, 2015

Documents / references



39

Indexed funds shows the flight to no active risk

"The alphas for benchmark-adjusted net 
returns of the passive mandates are 39 
bps p.a., against 53 bps p.a. for DB 
active funds (for pension funds, pension 
fund performance and costs).
- Source: Small is beautiful, 2010

"The use of security indices as 
benchmarks for both passive and active 
investment implies a tacit assumption 
that indices constitute efficient 
portfolios.» - Source: Wooley

"Lemming race: Remember when Japan 
accounted for 55% of the global equity 
index in 1990 and 10 years later, when
bank stocks represented 45% of the S&P 
index." – Source: Wooley
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More turnover and more short-termism in market crisis

Source: Mercer database, 2010

991 strategies sample between
2006 and 2009 with quarterly
data

2/3 strategies have turnover 
higher than expected. This is a 
direct consequence of market 
crisis. After 2010 funds 
experience lower turnovers.  

Sign of short termism which is 
a tail risk of investment
strategy. Correlation of 
behaviour in downside
markets. 

Source: «Investment horizon, do 
managers do what they say, 2010)
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Incentives are « too short term »

• Despite the evidence that short-
termism is bad for performance, 
incentive structures are heavily 
skewed towards short term 
rewards

• 43% are mainly paid based on 
yearly performance

• Only 21% are paid based on their 
long term performance
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Institutional investors move with the herd

• Everybody uses the same consultants

• All consultants recommend the same thing, 
i.e. 

– ALM Study first

– Asset Allocation with Benchmarks

– Risk budgets

– Low costs, i.e. use indexing for core and 
just a few satellites

– No AI because of costs

Nobody is responsible anymore, everything 
is decided in committees

The committees refer to the consultants

A vicious circle

"There is a similar effect where
the principals specify tracking
error constraints. The agent is
obliged to close down risk by
buying stocks that are rising and
selling those that are falling,
thereby amplifying the initial
price moves. In an inefficient
market, fund flows put prices in
a constant state of flux which
leads in turn to an ever-
expanding demand for asset
management services."
- Source: Paul Wooley
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Short-term incentives 
"External pension fund managers, unit trust and unit-linked managers are under constant 
and intense pressure to maximise current performance. The current quarter is what matters, 
perhaps the next quarter, certainly not next year’s equivalent quarter." – Source : Myers 
Review, 2001

Only 21% of 1100 portfolio managers and analysts tied more than half of their 
performance-based compensation to longer-term performance measures. – Source: CFA 
institute

A group of top asset managers attending a recent Morgan Stanley conference were asked 
about their investment time horizon: 55% said a quarter or less; 20% said more than one 
year - Source: Forbes, Ending quarterly capitalism, February 2012. 

Tracking the benchmark 
"Worldly wisdom teaches that it is better for reputation to fail conventionally than to 
succeed unconventionally." – Source: Keynes, 1936) 

"Markets are governed by doubt rather than conviction, by fear more than forecast, by 
memories of the last time and not by foreknowledge of next time… This is a beauty contest 
game." – Source: Keynes

Documents / references
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Documents / references
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The market wants long term and stability

Mercer survey of institutional clients (2013): 
Which measure would you be in favour of?

Greater commitment by portfolio managers to 
company management? 
Yes, 34%

Annual calculation of fund performance by 
investors (rather than quarterly)? 
Yes, 25%

Flexibility for portfolio managers to increase 
their investment time horizon?
Yes, 24%

Mandates given to portfolio managers as part 
of long-term contracts?
Yes, 17%
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Short termism is also explained by the change in product mix

Market shares from 2003 to 2012.

• Active Specialties are theme
funds or sector-based funds.

• Active Core represents funds
that are actively managed as
well as concentrated funds
such as closet indexers.

• The Passive/ETF funds
include all index funds
(investment funds and ETF).

Source: EFAMA

• Pension costs have been increasing 
continuously since 1999 due to a 
higher share of alternative assets -> 
2008: US average = +49 bps, Canada 
= +34 bps 

• For example, Private Equity = 280 
bps p.a. vs. Fixed Income = 14-19 
bps
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Source: World Economic Forum – The future of 
long term investing, 2011
(US 65 trillion in financial assets, 27 controlled by 
potential long term investors, i.e 41%)

Documents / references

Source: The Kay review of the UK equity 
markets and long term decision making , 2012
(market share in daily volumes of potential long 
term investors <25%)
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"Reacting to the short-term pain of underperformance and locking in a loss may feel good 
but can be very costly." – Source: GMO, Is skill dead, February 2015

« The recent phenomenon of high frequency trading strongly affects turnover but does not 
impact stock duration. » - Source: Cremers Pareek
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Documents / references

Institutional Investors- Average 
Equity Holding Period (years)
Source: eVestment Alliance 
quoted by Empirical Investors, 
January 2015
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Who benefits from this? Hedge funds 

"Hedge funds possess investment skills. The 
average fund earns 1.8% annual 4-factor 
alpha on the long domestic equity part of the 
portfolio." - Source: Maslennikov, 2014

"In recent years, they have accounted for 1/3 
of the daily trading volume and are often the 
marginal investors driving the direction of 
prices." – Source: Wooley

"The hedge fund gains on the upside but 
receives no penalty for underperformance 
and even keeps the base fee." - Source: 
Wooley

To make the most of the lop-sided payoff, 
the manager plays the momentum game 
because that gives him the best chance of 
winning quickly." – Source: Wooley
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"Altogether hedge funds probably need to capture 3x the returns they report simply to 
meet these overheads."

"Traditional asset management has to be making losses equal to hedge funds’ gross 
winnings in order to satisfy the identities of the zero-sum game." - Source: Wooley

"Tail risk insurance: as long as the risk does not materialise, returns can look riskless, a 
case of apparent alpha." – Source: Wooley

"Hedge Funds display all the features that contribute to a high level of rent extraction." 
– Source: London School of Finance

"The dominance of short-termism in the market is correlated with stock price volatility," 
– Source: Frank Zhang - The effect of HFT on stock volatility and price discovery, 2010 
Yale

Documents / references
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The influence of Quants and trading funds 

• Increasing market share

• HFT now accounts for 30 to 40% of
European trading in equities and futures."
(BoE report, 2010)

• Problems: fictious orders, triggering of the
orders before the publication of
companies results



52

Documents / references

But the Chinese authorities want the HFT to pay for each order canceled (Bloomberg, 30.12.2015)
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Model from 1960 to 2000 

Companies adapt their 
financial communication 
thanks to analysts

Relatively prudent 
accounting (hidden 
reserves)

Strategy with little regard 
for the financial markets

COMPANIESFINANCIAL MARKETS

Inefficient in integrating 
information

Existence of an absolute / 
relative momentum

Fama–French three-factor 
model

Existence of a 
fundamental restoring 
force (return to the long-
term average, investors' 
value)

PARTICIPANTS PRODUCTS

Stock-picking evaluated on 
relative performance 
-> mutual funds

Large numbers of small 
individual traders 
-> direct lines
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The end of the classical model

Companies are interested 
in their stock exchange 
rates, pushed by the 
investment banks...

... for their operational 
needs in M&A (Value is 
Power)

... to use shares as 
management 
compensation.

COMPANIESFINANCIAL MARKETS

Decline in private retail 
investors

Continued development of 
pension funds

Emergence of numerous 
new players

Rates started falling 
steeply in 1980, when all 
market players were 
seeking returns. 

PARTICIPANTS PRODUCTS

Rapid decline in 
traditional benchmarked 
mutual funds

Investors do not find 
products in the classical 
model that match their 
loss aversion

Indexed funds and 
alternative assets 
acquiring market share 
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An increasingly institutional world

Retail clients 

Portfolios of retail clients indexed or not very 
diversified (less than 15 securities in the US) 
– Source: Polvonichenko, 2005

Existence of behavioural bias ("Buy the 
story")

Institutional clients 

Pension funds (OECD, 2013): 
World: USD 25 436bn; US: USD 13 941bn

Generally a very long investment horizon

Driving force towards sustainability (Calpers, 
Ethos, etc.)

Assets managed (Source: 
IMA)

UK 2013 

Retail and private clients 21.5%

Institutional clients 78.5%

Pension funds 36.3%

Public and corporate 11.0%

Insurance 20.4%

Others 10.7%
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Faster Responsiveness

Faster responsiveness in adjusting to stock market crashes: the largest payoff from 
undervalued stocks used to come 2 to 3 years into the holding period and now it shows up 
in 6 months. The treadmill moves faster and the pressures of frequent performance 
monitoring are making them harder to marshal. – Source: Empirical Research, 2015

The decline in individual ownership can be interpreted as a reduction in noise trading. Less 
mispricing dictates a smaller footprint for active management. – Source: Stambaugh, 2014

Retail money has moved away from trading individual stocks. Active ETFs have suffered as 
the returns of ETF constituents have become more synchronous. The market has turned into 
a place where one professional duels with another. – Source: Empirical Research, July 2015

Agency problem

"Investors have imperfect knowledge of the ability of the fund managers they invest in. As 
shortfalls grow, investors conclude the reason is incompetence and react by transferring 
funds to the outperforming managers, thereby amplifying the price changes" – Source: 
Wooley

“But living through a long period of poor performance takes subjectively and in wear and 
tear on your internal organs many time the actual time it really lasts – Source: C.Assness

Documents / references
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"Harvard / Yale model": 

- Huge exposure to hedge 
funds, private equity (34% 
Harvard) and timber

Performance:

• Yale University: 13.4% over 
25 years (until 2011), 

• Harvard 12.0% vs. Markets
8.9% 

Source: Financial press

Competitive advantage: 

• Investment expertise

• Pricing power

• Direct investments

Old players with a new role: Endowments

"New paradigm" (according to Barra):

from 40%-60% 
to 

40%-40%-20% ?
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On average, large endowments (>USD1 billion 
assets) have performed remarkably well in 
comparison with markets. But this category
represents only less than 10% of all 
endowments. – Source:Vanguard, 2012 

"Even long-horizon investors should be wary of 
an overallocation to illiquid assets and avoid
compromising any shorter-term liquidity
requirements." - Sources: Siegel 2008, Ang 
2011, Ang, Papanikola, 2014

"The fact that you do not know how much its
ready money quotation fluctuates does not, as 
is commonly supposed, make the investment a 
safe one."  -Source: Keynes, 1938 in the 
British origin of US endowment model, 
cfapubs.org, March/April 2015

But value of their funds collapsed by 25% or 
more in 2008 - Source: Wooley

Endowments (520 funds) 10Y returns

> USD 1bn 8.3%

MSCI World ex-US in USD 7.9%

USD 500-1000m 7.6%

S&P 500 7.3%

USD 100-500m 7.0%

USD 50-100m 6.7%

< USD 50m 6.4%

Documents / references

Source: 2013 NABUCO-Commonfund Study of 
Endowments



59

Private Equity
"Short-termism is undermining the ability of companies to 
invest and grow." – Source:www.hbr.org January 2014

Private Equity is leaving listed markets and now uses them 
only for IPOs (less than 30% of exits).

Private Equity is growing rapidly: 25% of M&As on the US 
market are associated with Private Equity.

High returns over 15 years

"Investing in private equity rather than comparable public 
securities yields annual aggregate returns that are 1.5% to 2% 
higher, even after substantial fees and carried interest." –
Source: www.hbr.org January 2014

"Stock prices in the UK 
and the US have 
historically 
overdiscounted future 
returns by 5-10%. 

Such popularity comes
at a cost: quarterly
guidances 

Avoiding that pressure is 
one reason why private 
equity firms buy publicly 
traded companies and 
take them private." –
Source: Haldane, Davies

New players
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The new financial markets model

MARKET 
REGIME

Sharp increase in 
products associated with 
volatility

Numerous biases, less 
liquidity

Sharp increase in 
products associated with 
volatility

Numerous biases, less 
liquidity

Sharp increase in 
volumes
Fall in costs and spreads

Sharp increase in 
volumes
Fall in costs and spreads

More investors 
(globalisation)
Faster response times. 
Short-term opportunities

Variation in the risk 
premium

More investors 
(globalisation)
Faster response times. 
Short-term opportunities

Variation in the risk 
premium

Poor risk judgement by 
the buyers

Momentum strengthened 
by illiteracy

Loss aversion creates 
asymmetry

Poor risk judgement by 
the buyers

Momentum strengthened 
by illiteracy

Loss aversion creates 
asymmetry

The behaviour of equity market 
participants is the product of the market 
structure in which they operate, the 
uncertainties they face and the regulatory
environement in which they operate. 
Source - The Kay review of UK equity
market, 2012
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Self-fulfilling equilibrium
"It will be no longer acceptable to say that competition delivers the right price or that 
markets exert their own self-discipline. There is a self-fulfilling element here because, the 
more investors use momentum strategies, the more likely it will work."

Limits to arbitrage (Shleifer 1997): Uninformed investors cause fund managers to face 
outflows following poor fund-level performance, making managers averse to taking large 
amounts of risk.

Groupthink
Groupthink is characterised by: (1) a tendency to examine too few alternatives, (2) a lack of 
critical assessment of each other’s ideas, (3) a high degree of selectivity in information 
gathering, (4) a lack of contingency plans, (5) poor decisions are often rationalised, (6) the 
group has an illusion of invulnerability and shared morality, (7) true feelings and beliefs are 
suppressed, (8) an illusion of unanimity is maintained, (9) information sentinels may be
appointed to protect the group from negative information. - Source: GMO The idolatry of 
interest rates, Chasing will-o’-the-wisp, May 2015

Documents / references



62

Momentum is a powerful short-term driving force

Momentum has been operating on all 
assets for 200 years.

"Short-term traders herd on the same 
information because they care only 
about short-term prices." (Froot 
Scharfstein, 1992)

"The persistence of these trends can
provide excess returns for some 
short-term investors." (A long term 
focus for corporate Britain, 2010)

"Value managers may begin 
switching from value to growth to 
avoid being fired. Once momentum 
becomes embedded in markets, 
agents logically respond by adopting 
strategies that are likely to reinforce 
the trends." (Wooley). 

This evidence is inconsistent with the view that 
expectations of stock market returns reflect the 
beliefs or requirements of a representative 
investor in a rational expectations model.
Source: Greenwood Shleifer, Expectations of 
return and expected returns, 2014

This evidence is inconsistent with the view that 
expectations of stock market returns reflect the 
beliefs or requirements of a representative 
investor in a rational expectations model.
Source: Greenwood Shleifer, Expectations of 
return and expected returns, 2014
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« Momentum returns and subsequent returns reversal 
are generally much stronger for stocks held primarily
by short-term investors » - Source: Cremers Pareek, 
2014

« Momentum is stongest in the subsample of stocks 
that are harder to short. Limits to arbitrage may
explain why these anomalies persist » - Source: 
Cremers Pareek 2014

Possible loss of price momentum in the USA in favor 
of factor momentum. – Source: Stambaugh, Scale and 
skill in active management, 2014 or Investment noise 
and trend, 2014 

“The maximum monthly momentum return in our 
sample is 26.1%. The 25 worst are -79% and -60%. 
Much like “carry trade* strategies in currencies, 
momentum strategies are sometimes perceived like 
selling out-of-the money put options – Source: 
Brunnermeier, Nagel and Pedersen, 2008

Documents / references

WML: Worst Market Loss for Momentum
MKT-2Y: lagged 2-years market returns,
MKT: contemporaneous 1M market return

The three years in blue are
examples of a momentum crash.
They take place at market «turning
points» - Source: Moskowitz

Momentum crashes
10 worst monthly momentum returns
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Consequences of the new market model 

The use of ETFs and other pooled vehicles 
by aggressive investors create transitory day-
to-day correlations in down markets. 

Higher correlation in down months as 
hedge funds and other investors sensitive to 
loss short them in order to protect capital.

This correlation on bear markets creates 
drastic corrections in association with 
volatility spikes.

0

10

20

30

40

50

1 Day 3 Days in a
row

5 Days in a
row

Up Days Down Days

Source: Empirical Research (2008-2015)

« The current algorithmically driven market is 
one which is increasingly incompatible with
our fundamental, research oriented investment
process » 

(M.Taylor explaining the closure of his 1.5 bn
USD Hedge Fund – Bloomberg 06.12.2016)
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Various HTF in the market:

(1) Crossing transactions (buying with a limit)
(2) Algorithmic execution: order broken down into a large number of small orders so as to 

facilitate execution,
(3) Statistical arbitrage: automation of the investment decision process (pairs trading), 
(4) Electronic liquidity provision: automatic buying at a certain current price spread (no 

identification of the assets they wish to trade + automatic selling orders), 
(5) Predatory trading (entry of several thousand orders so as to execute only some of them 

(place and cancel) to obtain information on other participants' trading intentions.

"Without the anchor of real world cash flows the temptation to chart-chase is very real." -
Don’t fear the robots, fear the humans - Source: Empirical research, June 2015

“We could be caught up in an erroneous market trend which could then persist for far longer 
than we could take the pain. This has made what we enjoyed most – the thrill of analyzing 
economic data releases and company account- no longer enjoyable.” – Source: Martin Taylor, 
Nevsky Capital January 2016. 

Documents / references
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Inefficiency in realising the investment risk

Writing deep OTM options: 

- An unrealistic alpha is created in the small gains obtained. 
The risk does not appear immediately. 

- CDO, CLO, CDS are positive in a stable world, largely
negative in adverse conditions. 

- Tail risk insurance: as long as the risk does not 
materialise, returns can look riskless, a case for apparent 
alpha. – Source: Wooley

Source: 
hirtlecallaghan.com

Which risk?

 Equities: How to assess the 
risk premium?

 Hedge Funds: The Sharpe 
Ratio is of no use.

 Private Equity: What is the 
risk of illiquidity?

 Real Estate Fund: What is 
the risk of smoothing the 
results?

 Commodities: How to assess 
the convenience risk ?

 Options: How to assess an 
option strategy in a global 
portfolio?

Illiteracy or no correct answer?

S&P 500 Put-Spread collar 1Y = 
Long S&P, Short Call OTM + Long Put OTM 
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Overconsumption of volatility

Major role of volatility in the new 
business model and major role of hedge 
funds in this market.

Vast development of derivative products 
(futures, options, structured products, 
etc.)

« Volatility trading is now feeding on 
itself, creating booms and busts in 
implied volatility. Systematic strategies 
fall under a host of names including CTA, 
volatility overlays, dynamic hedging and 
risk parity » - Source: Bloomberg 
September 2015

Precedes market movements (importance 
of volatility clusters). 

The volatility is self-sustaining: the 
market is not neutral.

Documents / references

Source: Risk measurements for Hedge Funds 
portfolios, Demaray Luccioni
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Structural factors of macro-momentum bubbles: 

Explicit trend following strategies (350 bn USD)

Implicit trend following strategies (1’000 bn USD)

Macro Hedge funds aligned with Momentum bets

Volatility risk management (historical covariances approach
which prefers momentum assets over value assets

Decrease of active assets and increase in passive assets: active 
managerds have a value bias while capitalization based passive 
indices tend to have momentum bias (increasing weights of 
stocks that outperform)

Higher cost of capital for value assets

Source: JP Morgan Global Quant Strategy, 21.01.2016
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Andrew Haldane: Tail risk strategies (2009): 1995 to 
2007: ROA is 2.2% in finance, compared with 0.5-1% 
in the rest of the economy. Three means of doing this: 

1. Increased leverage (capital ratios fall from 15/25% 
to 5%) 

2. Increased accounting at fair value (trading books: 
40% of balance sheets en 2007 UK) 

3. Writing deep OTM options for trading books and new 
products. 

"When risks are not priced appropriately, investment
behaviour creates the potential for the catastrophic –
and unnecessary – future loss of society’s well-being." -
Source: B. Litterman, quoted in Sustainable Capitalism

Risk analysis based on past prices and used to assess 
the riskiness of portfolios will be seen as flawed. 
Source: Wooley

We have substituted market risk for volatility risk to the 
benefit of absolute performance.

�

Documents / references
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Illiteracy
Almost 69% of investors say retirement is the top financial goal. 66% report having a good 
knowledge of the income they will need to live comfortably in retirement.

They say they will need 63% of pre-retirement income, a number far short of the 75-80% 
traditionally assumed for retirement plans. - Source: Global Survey of Individual Investors, 
2015

47% of investors worldwide believe they understand alternative investments "very well".

68% of advisors worldwide felt investors did not understand these strategies. 

24% of advisors themselves said they found alternatives too complicated to explain.

Source: Global Survey of individual Investors, 2015

« Risk is not short-term volatility of return or tracking error relative to an index benchmark. 
The use of measures and models which rely on such metrics should be discouraged. » –
Source: The Kay review of UK equity markets

Documents / references
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Example: Commodities and 
Regulation
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Financial market share in commodities

• Three main players on the futures market: 

• Sector professionals: Wholesale trading 
(Commercial Non-CIT): 65% of the market

- Furnish liquidity
- Far from inactive.

• Indexed funds: ETF, swaps, HF (CIT or Commercial 
Index Trader): 27% of the market

- Relatively immobile 
- Medium-term movement (bubbles, etc.)

• Hedge Funds: Non indexed, Traders (Non-
Commercial Non-CIT): 6% of the market, 3x more 
volatile than indexed funds

- Pure trend followers
- Create sudden market movements 

TRANSACTION TYPES 
o Spot prices:  

Often not available 

o Futures:
Liquid (+) 
Clearing houses (+)

o Forwards: 
No mark-to-market, OTC
No volatility (+)
Counterparty risk (-) 
Little transparency (-) 

o OTC swaps: 
May be very liquid (especially for the 
«prompt month», i.e short time to 
maturity)

o OTC options: 

e.g. Asian: Take or Pay, etc.
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Financialisation of commodities

Started with futures based on GSCI
indexes in 1991

Marginal until 2004, when the index
client became the main player with a
weight of between 20 and 30% of
outstanding positions.

The financialisation of the commodities
markets introduced external costs that
may resemble a form of pollution with
respect to the main users of futures
markets, the physical operators.

HFs create momentum 
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Externality #1: Impact on the commodities cycle 

Increase 
in 

Demand

Momentum <-> Demand  leads to  more Bubbles -> KrachsMomentum <-> Demand  leads to  more Bubbles -> Krachs

• ETF  subscriptions
• Creates momentum
• Formation of a bubble

by trend following 
(Keynes 1936)

• No look-back increase 
in industrial demand

• Calculation of pro-
cyclical margins

• High loss aversion
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Externality #2: Increase of correlations

• Correlation between different
asset classes increase («risk-on, 
risk-off»)

• Correlation with equities
increase, mostly in bear markets 
(70% correlation, Kowamoto, 
2011). 

2007

2012

2-year correlations with GSCI index and MSCI 
World
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Extended phases of inflows (ETF) followed by brief phases of strong correction and high
outflows ("overshooting"). Reason: Prices and investment flows – Source: Masters 2008

Spot prices responding to changes in the price of the future, and not the other way
around – Source: Hernandez Tesero 2011 quoted by Paris

"Substantial price distortions and herding effects could occur in the short term due to
the participation of financial investors" – Source: Agri-investing for the long term, June
2011

Formation of bubbles by trend followers already predicted by Keynes (1936): Predict
the value that the other traders will assign. Reinforced by the procyclical nature of the
margin calculations by clearing houses and prime brokers.

Substantial increase in the correlations between commodities belonging to indexes
(Source Bicchetti Maystre 2012). Loss of return to the mean factor.

Soros (2009), Masters (2008) reproach indexed funds as a baseless form of
investment, with a damaging, destabilising effect on the economy.

Regulation fosters the cyclicality of margin calls – Source: Brunnweiler Pedersen 2009

Documents / references
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PRI recommendations + Global compact (date: 2011)

The G20 has put commodity price volatility at 
the top of its agenda: « never take physical
delivery of agricultural commodities». 

However, the action should be viewed in 
context: 

1. Evidence is not shown of negative
consequences at long term on demand or 
supply. Excessive volatility remains only for 
short period of times.  

2. Producers may also benefit from possible 
bubble periods by selling contracts.

3. Forbiding physical delivery creates a rent
capture for wholesalers. Is it what we want ?
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Long open positions
In CBOT wheat
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Conclusions
• Why the financial markets are more short-term oriented

– We are wired for the short term. The retail investor is particularly subject to multiple 
investment bias. 

– There were 2 obstacles to the short termism: 

– Cost of transactions

– Pension Funds

– These «constraints» to the long term are fading: 

– Transactions have never been cheaper

– There is a temptation to look after more return by buying ST oriented products

• Why is it a problem ?

– Risk is underestimated in favour of more short term return

– Having more agressive and short-term oriented investors aboard changes the market 
regime

– More bubbles and kraches where financialization arrives 

– More correlation and less advantages to diversify the portfolios (risk-on/risk-off)

– The danger is real to see this short-termism spreading through the rest of the 
economy. 
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Pressure of short-termism on 
listed companies
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Stakeholders and agency problem

• The main stakeholders:

• Main agency problem:

– Incentives of management and long-term shareholders not always aligned
– Management may have preference to favor short-term over long-term

– This preference is reinforced by the pressure of financial markets
– Agency relation between shareholders and management becomes more 

delicate

Shareholders

Board of 
directors Management
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Impact of short-term pressure

• Accounting earnings management

• Real earnings management

• Manipulation of disclosure

• Investment – M&A

• Payout decisions – share buybacks

• Financing decisions

• Firm value

CEO Time horizon and Entreprise Value
Source: Antia Pantzalis Park (2010)



83

More on impact of short-term pressure

• Investment (Kraft, Vashishtha, and Venkatachalam (2015))

– Transition of US firms from annual reporting to quarterly reporting

– Increased reporting frequency associated with large decline in capital 
investment

– Results consistent with idea that frequent financial reporting induces myopic 
management behavior

• Earnings management (Bergstresse and Philippon (2005))

– Use of discretionary accruals to manipulate reported earnings

– During years of high accruals, CEOs exercise unusually large numbers of 
options and sell large quantities of shares

– Introduction of interim managemetn statements  in EU lead to greater real 
activities manipulations
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Causes of short-term pressure

• Regulation: the obligation to provide quarterly/semi-annual earnings

• Board of directors:

– McKinsey survey of more than 1000 board members:

– 79% felt pressured to demonstrate financial performance over a period of 2 
years or less

– 44% said they use a time horizon of less than 3 years in setting strategy

– 73% said they should use a time horizon of more than 3 years

– 86% declared that using a longer time horizon would positively affect 
corporate governance

– Incentives induces by compensation contracts

• Duration of management mandates (CEO and CFO)

• Board and management align their behavior with the perception of what 
investors want?

• Fear of having to explain the earnings that are below expectations?
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The new role of companies 
Firms issue equity when overall market prices are high. - Source: Baker Wurgler 2000

Firms may issue stocks in response to retail mutual fund flows. – Source: Frazzini Lamont 
2008

Firms tend to issue equity following periods when the markets performed well. – Source: 
Shultz 2002, Baker Xuan 2009

"We often find that executives themselves or their boards are usually the source of short-
termism. A 2013 survey of more than 1,000 executives and board members found, for 
example, that most cited their own executive teams and boards as the greatest sources of 
pressure for short-term performance rather than investors, analysts and others outside the 
company." – Source: The Real Business of Business, McKinsey

"Even though the Financial Conduct Authority said last November that companies no 
longer need to publish interim management statements or quarterly financial reports, 
many UK-listed companies continue to do so. Some companies like Diageo are making 
changes. This October, for the first time, Diageo will not issue an interim management 
statement looking at the past three months. Blood (ex-Goldman) said the companies still
need to communicate regularly with investors on the long-term drivers of their business 
and report against them. – Source: Bloomberg

Documents / references
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The central role of the board of directors

• Board members should make decisions that maximize (long) 
term shareholder value

• How to structure CEO pay

• Management compensation based on short-term performance

– The ratio of CEO to average employee compensation has 
significantly increased

• EPS is one of most important criteria for compensation

– An increase in EPS does not always correspond to an 
increase in shareholder value!

• Time-constraints faced by board members (Sarbanes Oaxley)

• Understanding of the incentives induced by compensation 
contracts

• Financial sophistication of board members
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• “Excessive levels of compensation can be explained by the dynamics of boards of 
directors. It is not attributed to incompentence but to the group dynamics of boards.” –
Source: Hans Widmer – Board Dynamics in Challenges to Executive Compensation

• “Boards should manage the CEO and not vice versa” – Source: Hans Widmer – Board 
Dynamics in Challenges to Executive Compensation

• “It may be well acceptable for a company to give the executive 2% of the increase in 
wealth that the CEO has created for its shareholders. It cannot be viewed as excessive 
when executive pay is correlated with the long term wealth” – Source: Rudolf Volkart –
Board Dynamics in Challenges to Executive Compensation

• “Disclosure of individual executive pay might turn out to be value increasing for the 
companies and shareholders. The reason is that increased shareholder scrutiny allowed 
for better results in the contracting process” – Source: University of British Columbia

• “Companies should embrace “enlightened value maximization”. Properly understood, 
enlightened value creation  makes use of much of what is generally called “stakeholder 
theory”, but insists on long-term value as the firm’s governing objective.”  – Source: 
Michael Jensen – Board Dynamics in Challenges to Executive Compensation

Documents / references
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The role of regulation

• Disclosure of earnings from annual to semi-annual or quarterly frequency.

• Is more frequent disclosure always better?

– Increase in transparency and reduction of information asymmetry
-> Reduction of firms’ cost of capital; better capital market access

– But: if information asymmetry and management concerned with short-term 
stock prices -> managerial myopia

• Disclosure of hard vs. soft information

• Relation between earnings volatility and stock price volatility?

• Other regulatory effects and information quality

– Quarterly earnings, no sensitive information
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More on incentives

• Compensation contracts

– An anynomous CEO admitted this pay structure would actually allow him to 
take more in a few years than his whole career by eliminating R&D spending 
and instead buying back shares. The company would not exist after 10 years 
(D. Barton)

– Manipulation of discretionary accruals if CEO compensation tied to the value 
of stock and option holdings (Bergstresser and Philippon (2006))

– CEO pay and risk-taking

– Short vesting period; options pay off even when performance is mediocre

• Empire building through M&A to maximize CEO pay

– Evidence that M&A transactions often destroy firm value for the acquiror 
(Moeller, Schlingemann, and Stulz (2004))
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• “Generally Accepted Accounting Principles (GAAP) is a very inadequate system. GAAP 
distorts the economic picture, for example the practice of immediately expensing R&D 
and other intangibles. GAAP is frequently too porous, delayed, and politically 
influenced” – Source: Baruch Lev – Earnings management

• “Investors nowadays have too much information. Investors have no time to explore 
hundreds of pages of a particular report. Quarterly reporting gains excessive attention.” –
Source: Mirko Sangiorgio in a panel discussion – Earnings management

• “Management’s mentality has changed very little after Novartis switched to quarterly 
reporting. Internally the business had been managed on a quarterly or even monthly 
basis even before the change. On the shareholders side, higher reporting frequency led 
to an higher proportion of US investors.” - Source: Raymund Breu in a panel discussion 
– Earnings management (2005)

• “The belief that the best approach to information asymmetry is the provision of 
additional data may have led to a proliferation of data ill adapted to the needs of the 
users, and to a belief that activities whose attractions are derived from the exploitation of 
information asymmetry are acceptable if accompanied by full, even if largely 
incomprehensible, disclosure.”- Source : The Kay review of UK Equity market and long-
term decision making

Documents / references
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Example: Share Buybacks



92

Share Buybacks (SBB) vs. Dividends

• The payment of a dividend is a strategic
decision, the share buybacks a tactical
one.  

• Dividends are more « sticky » (according to 
Keynes), companies hesistate before 
increasing or cutting them. 

• Companies that have increased their
dividends for 10 years have outpeformed
the market by 7.5% per year (CSFB)

• SBB are more important in the US than in 
Europe (> 50% FCF vs. 20%)

• Considerable importance: 60% of EPS 
increases between Q1 2011 and Q3 2013 
(Zerohedge)

Source: Damodaran
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Legal frame

Switzerland: 

SBB are limited to 10% of the capital

The calculation of earnings per share is made pro rata temporis which prevents
« last-minute » adjustements.   

They are fiscally attractive in a few cantons as they are tax-free on capital gains 
(i.e in Geneva)

USA: 

SBB banned before favourable announcement by companies 

Safe harbour (SEC rule 10b-18): companies cannot be sued for SBB 

Tax regime: 

- Dividends have been taxed at the ordinary rate before 2003 and now at a 
special rate

- SBB are considered as capital gains when shares are bought at a higher price 
than the purchase price. 
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Classical arguments for share buybacks

• Increase EPS and BVPS, avoid
disappointing analysts, lower earnings 
volatility)

• Send a signal: the management is 
aware it should avoid spoiling cash in 
non profitable investment (value 
creation strategy)

• Leverage contained: US balance sheet 
are made of 12% cash ! No evidence
(?) of under-investment. 

• Impact on liquidity reasonable: 0.8% 
of daily volume for mid caps, 2.2% for 
big caps

2010 2011 2012 2013 2014 2015
Net Income 623 691 664 767 789
Capex 484 572 628 640 699
Depreciation 395 426 456 475 495
Net Capex 88 146 172 165 204
Chg.in NWC 52 95 121 12 106
FCFE 483 450 371 590 479
FCFF 636 684 657 661 745
Share Buybacks 204 300 270 348 412 482
Dividends 197 220 261 285 316 341
Shareholder returns 401 520 531 633 728 823
% FCFF to shareholders 63% 76% 81% 96% 98%

Source: Barclays & Goldman Sachs
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Share buyback mechanisms (1) 
A debt-free company owns 2 assets: residual cash 
(12’000) and operating assets (88’000). The capital is 
made of 100 shares. 

The profitability and the cost of equity for each assets are 
indicated on the right side. 

Entreprise Value =   135’200
Cash                 =      12’000 (BV*(RoCE/COE)-> 12’000* 1.5%/1.5%) +
Operating assets =   123’200 (BV*(RoCE/WACC) -> 88’000* 14%/10%)

Before the Share Buy Back
Equilibrium Price #1 is 1’352 (135’200 divided by 100)

The company decides to buy back its shares at 1’352 
with its cash. 
Equilibrium Price #2 is 1’352 (123’200 divided by 91.2 
shares). But EPS has surged by 8% !

Assets Liabilities
Cash 12'000.00

Operating 88'000.00 100'000.00 Sh.funds
Total 100'000.00 100'000.00 Total

Profitability RoCE ap.T ROE
Cash 1.50%
Operating 14.00% 12.50% Sh.funds
Total 12.50% 12.50% Total

Cost of Capital Ku Ke
Cash 1.50% 0.00%
Operating 10.00% 9.25%
Total 9.25% 9.25% Total

Profitability RoCE ap.T ROE
Cash 0.00% 0.00%
Operating 14.00% 14.00% Sh.funds
Total 14.00% 14.00% Total

Cost of Capital Ku Ke
Cash 1.50%
Operating 10.00% 10.00% Sh.funds
Total 10.00% 10.00% Total

Share Buyback Before After
Nb.shares 100 91.12 -8.9%
SBB price 1352.00 0.0%

EPS 125.00 135.20 8.2%
P/E 10.82 10.00 -7.5%
Share price 1352.00 1352.00 0.0%

Before Share Buybacks

After Share Buybacks
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Share Buybacks mechanisms (2)  

• There is a mechanical effect for this EPS increase. It affects EPS, BVPS, ROE, ROCE

• This EPS increase must be compensated by a lower P/E as balance sheet risk has 
increased. P/E declines from 10.8 to 10x. 

• As long as RoCE Cash < WACC, this operation will increase EPS as: 

– The shareholders are arbitraging a situation where they invest at equilibrium price: 
their expected IRR is equal to COE (i.e. 10%) while they were earning 1.5% in cash

Share Buyback Before After
Nb.shares 100 91.12 -8.9%
SBB price 1352.00 0.0%

EPS 125.00 135.20 8.2%
P/E 10.82 10.00 -7.5%
Share price 1352.00 1352.00 0.0%
Global Value 135,200 135,200 0.0%
(Global Value = Capitalization + Cash distributed to shareholders)
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• This mechanism leads to absurd results: 
in our example, the company can buy up 
to 8’333 USD before this relutive effect 
ceases. 

• Exact formula for potential price 
increase is (WACC/Cash ROCE) - 1

• This mechanism is independant from
Value Creation process

• It happens even if the company is 
creating value with the cash used. 

• We take a cash RoCE of 3% for cash 
COE unchanged of 1.5%. The 
equilibrium price decreases by 8.9% as 
the company sells value creating
activities for a value-neutral investment. 
But EPS is still up by 5.8%

Share Buybacks mechanisms (3)  

Share Buyback Before After
Nb.shares 100 91.12 -8.9%
SBB price 1352.00 0.0%

EPS 125.00 135.20 8.2%
P/E 10.82 10.00 -7.5%
Share price 1352.00 1352.00 0.0%
Global Value 135,200 135,200 0.0%
Max.Price for dilution 8,333.33 516.4%

(Global Value = Capitalization + Cash distributed to shareholders)

Share Buyback Before After
Nb.shares 100 91.85 -8.2%
SBB price 1472.00 0.0%

EPS 126.80 134.13 5.8%
P/E 11.61 10.00 -13.9%
Share price 1472.00 1341.35 -8.9%
Global Value 147,200 135,200 -8.2%
Max.Price for dilution 4,226.67 187.1%

(Global Value = Capitalization + Cash distributed to shareholders)
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«Every analyst is aware of this mechanism». Really ?

We are doubtful for analysts: 
• They should theoretically correct the 

effect of Share Buyback and change 
the P/E accordingly

• They should maintain a cost of 
equity to its former level

• What if the company uses these
shares for new shares issued for 
management options ?  

Strategists are concerned too:
• Wall Street strategists continue to 

use EPS as a proxy for market 
growth 

• Value creation analysis would
command to take in account: 

– Share Buybacks

– Merger and acquisitions

– Transfer of wealth between
various categories of 
shareholders
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«Every company is aware of this mechanism». Really ?

• Earnings and Earnings per Share 
(EPS) are the second most
frequently used performance metrics
in long-term incentive design. 

• Companies have a very bad timing in 
buying back their shares: they do 
not take in account the equilibrium
price of the company but just the 
new options they have to issue

• CFO with shorter pay duration are 
more likely to repurchase shares
following good stock performance 
(Gopalan Millbourn 2010)  

• Companies which buy back their
shares tend to diminish Capex, R&D 
and employees in the next 4 
quarters. 
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Shareholder Value Creation
• Earnings and Earnings per Share (EPS) are the second most frequently used 

performance metrics in long-term incentive design. 

• However, earnings and EPS are not adequate business performance metrics to align to 
sustained, longer-term TSR and relative TSR, as they do not take into account the 
level of invested capital, cost of capital, return on capital or future value built into 
enterprise valuation. Therefore, EPS as a longer-term performance metric is 
incomplete as it is only an income statement measure. 

• For example, EPS is also subject to increase due to share buybacks with no 
underlying increase in the fundamental business performance. 

• This is why net income and net income growth only have a correlation with 
shareholder returns in the 29% to 38% range. - Source: The alignment gap between
Creating Value, performance measurement and LT incentive design

Documents/References
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CFO with shorter pay duration are more likely to repurchase shares following 
good stock performance – Source: Gopalan Millbourn 2010

Firms that reduce discretionary expenses such as R&D to meet earnings 
forecasts have short-term valuation gains but underperform in the long-run –
Source: Bhojraj Hribar 2009

There is a significant negative effect of share repurchase on current and future 
firm innovation measured by the number of new patents. A 1%-increase in firm
repurchase leads to a decrease of 1.2% in firm’s patent citations in current 
year and 0.8% in following year.  - Source: Nguyen Vu Lin 2015
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SBB has added artificial growth to the EPS market

• Accounted for almost 2% on 
average EPS growth since 2012 -
Source: UBS Global research

• 27% of EPS growth since 2010 
and 55% since 2012 has come 
from SBB, according to HOLT. 
Buybacks, running at 4% of 
market cap over the past year, 
have been the main source of 
corporate buying. –Source: Credit 
Suisse – Global Equity Strategy –
January 2016

• Companies with SBB generally
outperformed the market Source: 
UBS Global research

Difference between S&P 500 avg. EPS 
and aggregate growth

Difference between S&P 500 and 
S&P500 Buyback index
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«The pre-earnings buyback blackout period over the last one month resulted in 
reduced support for the market» – Source: Deutsche Bank – Buyback returning
but outflows to continue, 2016
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Unequal treatment among shareholders

• Case #1
• Well-timed decision

• The shareholders who bring their shares to 
the SBB will lose money

• If used to issue new shares (salary scheme), 
transfer of wealth between shareholders

• Solution: the management has to 
communicate more explicitely about «Fair 
Value»

• Case #2
• Ill-timed decision

• Theoretically forbidden but who will control 
? In a bull market no obligation to recognize
any accounting loss. 

• Risk: If it is an EPS enhancing operation, 
the management is incited to destroy value. 

Price/SBB

Price/SBB

Fair Value Fair Value

Case #1 Case #2

This example shows that the 
agency problem may become

very acute inside the companies 

This example shows that the 
agency problem may become

very acute inside the companies 
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How to avoid these financial externalities ?

Avoiding any reference to the number
of shares in the remuneration scheme

Forbid Share Buybacks and replace 
them by salaries. But it is 
contradictory with the alignments of 
interest of shareholders and 
management 

Have the same tax regime for share 
buy backs and dividends.  

Forbid the simultaneous buy backs
and new issuance of equities for 
management remuneration

Value stocks 
Relative returns

1Y 3Y 5Y 10Y

Buybacks +8% +9% +5% +4%

Dividend growth +1% +7% +7% +6%

Earnings surprise +9% +11
%

+6% +1%

Ear.surprise + high ROIC +14% +11
%

+7% +6%

Source: Empirical research July 2015: low valuation stocks & 
>2 bn USD

The most simple method is still to pay only dividends ! 
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An example: IBM (2007-2017E)

FCF
generated
≈160 bn

Over 10 years
+

Cessions

≈ 5 mias 

45 M&A operations (80% software)
+ Integration to the group and sales increase

Share Buybacks and Dividends ≈ 145 bn USD
over10 years

≈ 20 bn USD
over 10 years

EPS rises ≈ 11% per year
+ ROE rises from 36% in 2004 to 69% in 2014 

Huge improvement of operating margins

Software products are too small 
(Top 10 69% sales vs. 89% Microsoft)

Important cash drain (>85%) while sales growth were
not higher than 3-4% 

An analysis on the sustainability of the strategy to a 3-10 years time horizon should focus 
on the company’s ability to be competitive in the future. FCF estimates should have 
probably been adapted on the downside earlier. 
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The influence of management remuneration and Sustainability

2009 S.Palmisano
60% Long term (3Y)

80% EPS
20% Cash Flow

40% Annual growth

-> 48% linked to EPS 2014 V.Rometty (start: january 2013)
65% Long term (3Y)

70% Operating EPS
30% Free Cash Flow

35% Annual

-> 45% linked to the number of shares

Investors satisfied of EPS growth Analysts doubt on the 
sustainability of growth
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Long term value creation and 
the role of the Board of Directors
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Governance criteria and the role of the board of directors

• Problem lies in the misalignment of interests between management and shareholders

• Corporate governance indices and performance:

– The governance criteria likely impact positively but not systematically the 
performance of companies. The literature is unable to highlight an unique criterion 
that favor beyond doubt that performance. A set of conditions to push a framework 
and influences stock prices.

– The only « remedy » seems to come from activist funds that aim to a large and rapid 
reorganization of the strategy of the companies.

– Another disciplining device may come from firm competitive environment (Giroudand 
Mueller (2010))

• The debate is still open as to whether the sole criteria of governance outperformed the 
global ESG ratings. Most studies are polluted by problems of reliability and historical data
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Trends in CEO compensation

• CEO compensation has significantly increased over the 
past 60 years

• The increase is largely due to options, stock, and long-
term incentive plans. Similar trend across the world.

Source: Friedman and 
Jenter

Source: Price 
Waterhouse 
Coopers
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The components of management compensation

1. A basic salary paid in cash (comparison with same sector’s companies, no 
performance criteria)
2. A bonus linked to short-term results (usually the current year): cash or deferred
shares. Based on the short-term company's economic performance with minimum 
and cap.
3. A long-term incentive plan (shares and options) based on:

- Growth in earnings per share, free cash flow, sales;
- The performance of company shares including dividends (TSR)
- The relative performance of the company within its industry

These several criteria are often accumulated in a kind of « scorecard » also
subject to lower and upper bounds.
4. Indirect remuneration, often difficult to identify: health insurance, company
car, bonus surrounding the departure or arrival of CEO in the company (signing
bonus, golden hello), non-competition premium, golden parachutes (departure
allowances), large participation in the financing of retirement fund (retirement 
hat). According to the new Swiss law (ORAB), these clauses must now be
expressly written in the statutes.
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Novartis 

Before theMinder law: 

Long term: Value creation over 3 years.
Target 2013: USD 6 bn of value creation (EVA) over the period 2011-2103.
Result: 6.3 bn USD. Depends on a cost of capital unpublished but which we 

estimate between 8 and 9%.

After Minder / 2014-15: simplifcation

Cash Value Added (CVA) on sustainable gross assets. This ratio puts more emphasis on the 
creation of liquidity on balance sheet gross values, unlike the EVA. CVA target of 3 years.

Amounts in 2014: 

If 100% of targets:   11.8 mios USD. 

if   80% of targets:     5.6 mios USD 

If 120% of targets:   19.7 mios USD

 Variation sur 3 ans 
 Novartis Peer group 
Revenue growth 3Y 10.0% 7.8% 
NOPAT growth 3Y 9.0% 8.8% 
Cash flow growth 3Y 10.6% 9.9% 
ROCE 3Y 7.1% -3.8% 
 

3Y Change
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Novartis 

Source: AZEK

Source: AZEK
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Which variables explain CEO pay ?

• Economic performance explains only 
12% of variance in CEO pay. The 
remainder is based on other factors 
largely beyond management control, 
for example: 

• Over 44% of CEO pay variance was 
explained by the size of the company 
based on revenues, the industry 
itself, and inflation. 

• Another 19% of CEO pay variance is 
explained by the consistency of 
corporate-specific compensation 
policy; that is, how much did the 
company pay in previous time 
periods.

• That is, for every 1 mio USD of CEO 
pay, only USD 124’000 correlates 
with economic performance

• Source: IRRCi Research Report 
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Wish List #1: Strategic leadership and constance in performance

• Stetegic leadership matters for long-term 
performance

• There is a lack of stability of performance 
metrics used for Long Term Incentive Plans 
design over time

• The life cycle of the firm also needs to be
taken into account
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Wish List #2: Simplicity 

• The calculation period for the long-term bonus of US corporations is close to 3 years. 
Increased but still limited use of long-term compensation criteria (over a period of 4 years
for Germany and UK)

• Total Shareholder Return (TSR) compared to a « peer group » composed of 11-20 
international companies, especially the largest competitors. This last point also provides
an explanation for the current wage inflation since the larger companies offer the best 
salaries.

• Corporate proxy voting recommend the publication of these criteria remuneration in the 
annual report:

 "The 2013 Top 250 Report", 
Cook & Cie, September 2013

 "S & P 1500 - Peer Group 
Report," Equilar, 2014

 "CEO Pay in the Eurotop
100," Towers Watson, 2013
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Wish List #3: Use of financial relevant indicators

The bonus award criteria are extremely varied. TSR is the most used. They also may take
into account the accounting main indicators (EPS, EBIT, pre-tax profit) for 49% of 
companies and capital utilization ratios (ROE, ROA, RoCE) for 39%.

We distinguish 4 categories: Accounting, Value Creation, TSR, Market expectations
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1. Accounting criteria

1.Accounting principles are too easy too 
manipulate.

• Accruals use

• Exceptional vs. Extraordinary items

• Delaying unnecessary expenses…

2. A few ratios are clearly to be avoided:

• ROE -> Debt increase

• Dividends -> Investments reduced

• EPS -> Number of shares reduced

Source: AZEK
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2. Value Creation Criteria

• Alignment of compensation and 
value creation

• How is firm value created?

• How can value creation be 
measured? 

• Over the years 2008-2012, only 
53.3% of S&P 1500 companies had 
a positive economic profit, and only 
35.4% had a positive relative total 
shareholder return (RTSR)
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Value creation indicators and a few flaws

• Agressive 
accounting

• «Old plant trap»



122

3. Total Shareholder Return (TSR)

• Total Shareholder Return (TSR) is 
the most frequently used 
performance measure in long-term 
incentive plans

• TSR may also reflect exogenous 
factors

• Some firms generate positive 
relative TSR and negative 
economic profit, while other have a 
negative relative TSR and positive 
economic profit

• Source: IRRSi Research Report
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4. Market expectations 

• A CEO arrival is announced on January 1st 
2000. The Entreprise Value of the 
company is 1.707 bn USD (no debt).

• The table shows market expectations at 
that date.

• After 9 years, the CEO leaves the 
company. The EV is now 2’360 bn USD 
with a stable ERP. 

• He should be paid on that added value 
only. 

• Advantage: 

– Accounting is backwards looking 
(Rappaport, Maubussin)

– No CEO shoud be paid for something
he/she has not made (expectations)

– ERP changes are not worth a bonus

2000 2009

5Y growth 
(consensus)

+10% +5%

LT growth +2.5% +2.0%

CAP 10Y 8Y

WACC 10% 8%

Of which ERP 5% 3%

EV 1’707 3’167

WACC stable 1’707 2’360

CAP = Competitive Advantage 
Period
ERP = Equity Risk Premium
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A few remuneration principles as a conclusion

No short-term compensation but only long-term compensation (3-5 years).

No compensation to the arrival or departure of the company.

Performance criteria based on market expectations and changes during the 
exercise period of manadat.

 Requires taking a standard DCF model

 Isolates the risk premium factor market

These objectives and the results are published in the annual report.

No limit compensation under this criterion but any penalty in the event of large 
losses.

The criteria for compensation should be separated between the board and 
management. The Board should receive fees in cash and shares for no variable 
does not encourage them to increase the risk of the company.
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«Of the 89 publicly traded signers of three compacts as of November 13, 13 
have tied sustainability efforts to a specific portion of their CEO’s compensation. 
US companies are not required to report specific sustainability matters unless
they are considered material»- Source: Bloomberg, Nov.30, 2015

«What gets measured gets managed» -Source: Bess Joffe, head of corporate
governance at TIAA-CREF

“ Corporate executives judged by reference to such metrics have benefited from 
the opportunities these flawed measures of performance create, reducing the 
number of outstanding shares through buybacks, or by increasing the return on 
equity through increasing leverage or taking corporate assets off balance sheet. 
Measures of growth in earnings will be misleading if no allowance is made for 
capital reinvested in the business. As a result, financial actions may represent 
short-term decisions which add nothing to the enterprise value of the company 
even in the short-term and are likely to diminish its value in the long run.” –
Source: The Kay report on the UK equity markets, 2012 
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Pressure of short-termism on analysts
and how to escape it
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Short-termism among financial analysts
• What is it ?

“Short-termism refers to an excessive focus of some corporate leaders, investors and analysts on 
short-term, quarterly earnings and a lack of attention to the strategy, fundamentals, and 
conventional approaches to long-term value creation” (CFA institute 2005, 2008)

• What is the evidence ?

Analysts appear to focus strongly on forecasting earnings at short horizons (e.g., quarterly, current, 
and next fiscal year)

• What are the consequences ?

Short-term cycle: Companies focus on issuing quarterly earnings guidance and then try to meet the 
guidance

Accounting effects: Earnings management  

Real effects: Lower discretionary spending, e.g. R&D, Capex (i.e., fewer “long-term” investment 
projects )

• What are potential reasons for such short-termism ?

Short term incentives of analysts (career length and compensation)
Strong focus on short term information
Quarterly earnings guidance 
Analyst performance evaluation 
Pleasing clients
Consensus forecast
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Evidence: Analysts seem to care less about the long(er)-term

• Relatively few analysts provide EPS forecasts that go beyond a horizon of the 
next fiscal year

• Consensus earnings forecasts at longer horizons are less accurate because they 
are constructed using fewer forecasts

Sample: US firms, 1984-2013
Consensus EPS forecats issued 90 days after prior earnings
announcement
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Cause: Analysts have short-term incentives
• Average career of an I/B/E/S analyst is 4 years (see Hong, Kubik and Salomon (2000); 

low incentives to focus on the long-term 

• Analyst compensation: According to a CFA survey, short-term performance (quarterly, 
yearly) more important than long-term performance (greater than one year) in 
determining analyst compensation:

Majority of compensation is determined by yearly performance 

Only about 20 % of analysts have the majority of their compensation tied to long-term 
performance; 46 % have no long-term performance element 

30% of sell-side professionals receive quarterly incentives in their pay packages and 62% of sell-
side professionals receive no long-term performance incentives (Sell-side analysts more likely to 
have short-term incentives)
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Cause: Sell-side analysts focus strongly on short-term information

• Yearly earnings and year financial information appears to be most important to financial 
analysts

• Sell side analysts seem to focus more on quarterly earnings and financial information 
than buy side analysts

• Sell-side analysts seem to use yearly and quarterly information more than long-term 
financial information (not the case for buy side analysts)

CFA Institute (2008)

How frequently do you 
incorporate each of the 
following into your 
analysis?
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Cause: Quarterly earnings guidance

• Earnings guidance:
– Analysts rely heavily on short-term earnings guidance when forming their earnings forecasts

– Buy-side analysts and asset managers prefer yearly guidance while sell-side professionals prefer 
shorter-term metrics such as quarterly guidance

• Costs of quarterly guidance: 
– Unproductive efforts by corporations in preparing quarterly earnings guidance: Since it is costly 

to miss earnings expectations and difficult to predict earnings accurately, managers need to 
devote a lot of effort to earnings guidance

• Negative consequences of quarterly guidance:
– Real effects: Neglect of long-term investments and sustainable growth in order to meet short-

term expectations (lower spending on R&D, Capex, etc.)

– Accounting effects: Firms manage quarterly earnings to create an illusion of earnings stability 
(waste of resources)

– A « quarterly finance » culture characterized by disproportionate reactions among internal and 
external groups to the downside and upside of quarterly earnings surprises

– Macro-incentives for companies to avoid earnings guidance pressure altogether by moving to the 
private markets.
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Cause: Analyst performance evaluation 1/2

• Short term orientation might be due to analyst rankings and performance evaluation

• What determines compensation: Analysts are typically evaluated based on external 
rankings and client recognition (“broker votes”)

• Brown et al (2015, JAR) survey 363 sell-side analysts and find that what matters a lot for 
compensation are broker and votes rankings 

– Least: forecast accuracy
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Cause: Analyst performance evaluation 2/2

• Rankings based on forecast accuracy (WSJ, Starmine) do not matter much for career 
advancement, whereas rankings based on Broker votes (Institutional Investor) do

• Broker votes likely to be the single most important determinant of career advancement
• Brown et al. (2015, JAR) examine the determinants of broker votes:

– analysts receive more favorable broker votes in periods they increase the use 
channels suited to conveying more fundamental, but generally less timely, insights 
(e.g., whitepapers or high-touch meetings).

– In addition, increases in private phone calls which provides both timely and 
personalized information are rewarded through the broker-voting process

• Analysts face a beauty contest and need to please their clients
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Cause: Pleasing clients

• Corporate short-termism is likely to result from short-term performance expectations by 
financial analysts and short-term oriented investors

• Sell side cater to their clients (mainly to get broker votes!) and thus analysts face strong 
incentives to satisfy their clients 

• Brown et al. (2015, JAR) show evidence that analysts cater more to investors that are 
likely to be more short-term oriented, i.e. Hedge and Mutual Funds
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Cause: The role of the consensus forecast and earnings guidance

• Dictatorship of the consensus forecast in shaping individual judgment of analysts: 
– Hong and Kubik (2003) find that being bold (i.e., deviating from the consensus) and 

being right does not significantly improve an analyst’s career prospects
– However, being bold and wrong leads to worse career outcomes (even more so for 

inexperienced analysts)
– Overall low incentives to deviate from the consensus forecast (especially for inexperienced 

analysts)
• Momentum in analyst forecasts:

– Stickel (1990) shows that an analyst’s forecast revision depend positively on the 
consensus revision since the analyst’s most recent forecast (i.e., analysts revise, on 
average, in the direction in which all other analysts revise)

– “Celebrity” analysts (Institutional Investor All‐Stars) are less likely of such "following the 
crowd" behavior

• Just like the consensus, earnings guidance can also lead to making forecasts more uniform
– Wysocki et al. 2006 find that guidance is more likely to occur when forecast dispersion is 

high (uncertainty about earnings) and when  the consensus forecast is optimistic.
– Analysts respond strongly and quickly to guidance; guidance leads analysts to issue more 

attainable and beatable EPS forecasts
– Strong evidence that the majority of forecast activity happens as a direct result of 

guidance
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• Brown, L. D., Call, A. C., Clement, M. B., & Sharp, N. Y. (2015). Inside the “Black Box” 
of Sell‐Side Financial Analysts. Journal of Accounting Research, 53(1), 1-47.
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Discounted Cash Flow and 
Sustainability



138

Three different time-horizons

1. Horizon 1-2 years

1. Consensus foreacst; analysis of the economic cycle

2. Horizon 3-10 years

1. Lees attention paid; important sectoral differences. 

2. Fading process. Fundamental or sustainability analysis can help. 

3. Horizon 10 years + 

1. Terminal value, sustainable long-term growth rate

2. Productivity, demographics

1-2 ans 3-10 ans 10 ans et plus

Economic
Cycle

Sustainability Long-term

Short term Long term
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Fading of free cash flow

Short Term Growth
1-3 ans

Analysts consensus

Medium Term Growth
5-7 ans

Declining growth

Long Term Growth
10 ans+

Economic growth

FCF
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Fading of growth rates

Source: CS Holt
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Mechanics of fading and sustainability analysis

1. The speed and trajectory of earnings mean reversion is industry specific 

2. Mean reversion depends on the strategy and the competitive 
advantage/position of the firm 

3. The analysis of a firm’s competitive advantage is simply a sustainability 
analysis ensuring that a firms returns exceed the cost of capital. 

4. Traditional financial analysis is thus identical to ESG analysis: both try to 
highlight the danger of short term profitability declining at longer 
horizons.
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Sustainability Drivers

Source: AZEK/Nicolodi
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Linking ESG and Traditional Financial Analysis

• Thomson Reuters offers one of the most comprehensive ESG databases

• Global coverage of thousands of publicly listed companies

• Provides standardized and comparable Key Performance Indicators (KPI’s) on how 
companies respond to issues ESG issues 

• Different sources of information:

– Thomson Reuters relies mainly on publicly available information (e.g., 
sustainability/CSR reports, annual reports, proxy filings, etc.)

– CO2 emissions data is sourced from the Carbon Disclosure Project

– Changes in ESG performance resulting from

– firm level data is typically reflected about two months after the publication of 
(e.g. , annual report)

– news stories are reflected each business day
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Thomson Reuters ESG
• Thomson Reuters ESG allows to compare companies with respect to 750+ individual data 

points

• 750+ datapoints are combined into 250+ KPI’s

• KPI's are aggregated into a framework of 18 categories, which belong to 4 different pillars

• Scores from 4 pillars are finally averaged into one single firm wide ESG/Sustainability score

Source:  Thomson 
Reuters
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Thomson Reuters ESG

• Key Performance Indicators (KPI’s), Categories, Pillars and Overall Score are 
measures of relative company performance

• All firms are being benchmarked against the whole ASSET4 company universe 

• All measures are z-scored and normalized to position the company score 
between 0 and 100%. 
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Linking ESG and Traditional Financial Analysis

• Objective: Examine whether Environmental and Social (Sustainability) scores from 
Thomson Reuters may be used to predict corporate valuation.

• Sample: 1,223 publicly listed US firms 

• Sample period: 2002-2013
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Descriptive Statistics ESG Scores

© Philipp Krüger

-------------- Quantiles --------------
n       Mean     S.D.     Min      .25      Mdn .75      Max

-------------------------------------------------------------------------------
env 9694     0.41     0.27     0.10     0.19     0.30     0.65     0.98
so     9694     0.45     0.20     0.07     0.29     0.42     0.61     0.98
cg     9694     0.65     0.12     0.05     0.59     0.66     0.73     0.92
ec 9694     0.51     0.19     0.03     0.37     0.50     0.65     0.97
-------------------------------------------------------------------------------
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ESG Scores are trending up
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Two simple valuation models

• The Dividend-Discount Model (DDM)

– No Dividend Growth: P0=Div1/rE

– Constant Dividend Growth: P0=Div1/(rE-g)

• The Discounted Cash Flow Model (DCF)

– Enterprise (Total Market) Value without cash flow growth: V0=CF1/rWACC

– With Cash Flow Growth:V0=CF1/(rWACC-g)
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Three factors fundamentally affect corporate valuation

• Magnitude of cash flows or dividends:

– CFt (Divt)

• Long term growth rate of cash-flow and dividends :

– g

• Weighted average cost of capital and cost of equity capital: 

– rWACC

– rE

• How does the Thomson Sustainability score correlate with these variables?

• Focus on Environmental and Social scores: 

Sustainability=(Environment+Social)/2
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Correlation between Cash Flow and Sustainability Score

• Cash flow: Operating Cash Flow divided by total Assets

• Controlling for industry differences, past cash flow growth, size and investment.
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5 year Moving Average of Annual Cash Flow and Sustainability Score

• Controlling for industry differences, past cash flow growth, size and investment.
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Equity Cost of Capital and Sustainability Score

• Controlling for industry differences.
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Weighted Average Cost of Capital and Sustainability Score

• Controlling for industry differences

.5
.5

5
.6

.6
5

.7
.7

5

0 2 4 6 8 10
decile

Average Asset Beta Fitted values

Average Asset Beta by Decile of Sustainability Score



155

Analyst expectations and the long-term 1/2

• Financial analyst long-term growth expectations correlate positively with the sustainability 
score

– Consensus expected annual growth rate in earnings per share over the "longer-term"

– Expected EPS long term growth rate is the median expected EPS growth over the 
five-year time interval
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Analyst expectations and the long-term 2/2

• Short term earnings surprises correlate positively with long-term analysts’ growth
expectations
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Conclusions

Sustainability scores correlate significantly with key determinants of 
valuation

 positively with level of cash flow 

 negatively with cost of capital

Suggestive of a positive link between corporate valuation and 
sustainability scores

 or evidence suggesting an identity between long-term financial and
sustainability analysis

Incorporating long-term growth expectations helps forecasting short term 
earnings
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Example: Stranded assets 



159

Oil market: 2 main figures

Oil represents 33% of primary energy and Coal 
28%. 

69% of GHG emissions are generated by fossil
fuels 

Source:HSBC



160

The link between fossil reserves and global warming

"Stranded assets are physical assets which 
lose their economic value well ahead of 
their anticipated useful life." 
Source: Ian Harnett, Absolute Thematics

«We have a remaining carbon budget unitl
2050 of 1'000 GtCO2 before crossing the 
global warming limit of 2°C. Annual 
emissions are 55 GtCO2. This leaves us 
around 18 years left." - Source: Deutsche 
Bank Concept 2015 Q1

GtCO2 = gigatonnes of equivalent carbon 
dioxide = bn ton CO2

Source: Energy Intelligence  April 2014
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Resources are still higher than reserves

Source: World Bank, IPCC data

Reserves: > 90% probability of existence 
on an field 

Resources: > 60% probability on an field

We cannot use all of the earth's reserves 
and resources if we are to keep global 
warming below the 2°C threshold (RCP 
2.6).

There are still more radical investors. 
“Total energy reserves stand at 2‘500 
GtCO2. If we burn all of this, we will raise 
the temperature by 9 degrees” - Source: 
Michael Greenstone, University Chicago.
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How many assets will remain stranded ? 

OIL GAS COAL

Reserves Reserves ReservesResources Resources Resources

0.3o C
0.8o C

0.2o C

0.8o C

1.2o C

38.0o C (!)

According to a study from University College London, the amounts we should leave 
in the ground are:
- 1/3 of oil reserves, 50% of gas reserves and 82% of coal reserves
- 100% of oil, gas and coal resources

50 years 50 years 100+ years

Sources: Deutsche Bank, World Bank, UNEP
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“Financial models that only rely on past 
performance and creditworthiness are 
an insufficient guide for investors” –
Source: Standard & Poors quoted by 
Carbon Tracker

“We have a carbon bubble. Bubbles by 
definition involve a lot of asset owners 
and investors who don’t see what in 
retrospect becomes blindingly obvious. 
And this carbon bubble is going to 
burst” – Source: Al Gore

“The carbon intensity varies widely 
from 6.75 gCO2/MJ for largest oil 
producer Saudi Arabia to around 20 
gCO2/MJ for Canadian oil sands. The 
average intensity could fall if the 
marginal producer at low prices is 
increasingly the likes of Saudi Arabia or 
Iraq” -Source: HSBC Keeping it cool

Documents / references

Source: Carbon Tracker
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Impact on oil companies 

Most of the OPEC fields and sands in 
Canada won’t be burned in 2035 while
other OECD fields won’t remain. 

High development costs projects are at 
risk but they are only 5-10% of majors’ 
future profits. 

Shell and other companies dismiss these
reports as «too simplistic».

Oil production under a 20 C scenario (2010-2035)

Impact on market caps due to «stranded assets»
Estimate based on 90 USD/barrel 
Figures given 25.01.2013
Source: HSBC «Oil and Carbon revisited»
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Two scenarios for an impending oil crisis

1. The climate scepticals prevail.

• Focus on energy savings

• 5 measures could diminish by 50% 
the energy gap with the 20 scenario

 Energy efficiency

 Least-efficient coal-fired
plants closure

 Renewable energy technology

 Phasing out fossil-fuel 
subsidies by 2030

 Reducing methane emissions

Source: Bridge Scenario IEA 
2015

2. Climate realists win and carbon taxes rise 

• Scenario of 450 ppm is chosen. Much 
stronger consequences on oil consumption.  

In both cases, the analysts have too choose a «sustainable» scenario for oil prices
with different consequences on listed companies  
In both cases, the analysts have too choose a «sustainable» scenario for oil prices
with different consequences on listed companies  
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Errors in long-term forecasting 

Most of the statistics for petroleum exploration are based on overly optimistic scenarios 
for energy use and demand.

Even if we know that long term oil price is uncertain, we cannot ignore the problem in 
companies’ valuations.  

World coal demand
Scenarios 2005 (Mtep)

Do nothing
New policies
Scenario 450

450 corresponds to the path necessary to limit the 
temperature rise to 2 degrees and thus the 
concenrtation of CO2 in the athmosphere to 450
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Total as an example

2 different effects on market cap:  

• Oil prices moves (and OPEC strategy)
• Assume oil at 60 USD and consensus
• Assume oil at 40 USD and consensus

• COP21-> IEA 450 scenario
• Suppose 1.5% negative growth until 

2045 
• No more FCF after 2045 

Conclusions
• Oil price is more important
• Oil policy led by the OPEC may be 

influenced by: 
• Market shares in oil sector
• Anticipation of an CO2 neutral 

world
Source: Pictet estimates (08.12.2015). WACC = 6.1% 

Oil price per barrel 60 USD 40 USD
EV today         (bn USD) 128
EV forecasted (bn USD)

1.5% growth infinity 154 21% 88 -31%

0.0% growth infinity 115 -10% 66 -49%

   30 yr forecasts, -1.5% gr. 82 -36% 47 -63%

2017 2017
60 USD 40 USD

EBIDA 26 22
NWC 1 1
Capex 18 17
FCF 7 4
Dividends 6 6
Chg.in cash 1 -2

10 USD per barrel = 2 bn USD in CFFO
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“The markets appear unable to 
factor in the long-term shift to a low 
carbon economy into valuations. In 
a context where market participants 
are driven by short-term metrics, 
there is a need for regulators to 
review their approach to the 
systemic risks posed by climate 
change.” - Source: Carbon Tracker, 
Unburnable Carbon, 2013

“The SEC also requires oil 
companies to provide the Net 
Present Value (NPV10) of their 
proven reserves in annual filings for 
shareholders. This requires directors 
to take a view on assumptions 
regarding commodities prices.” -
Source: Carbon Traker

Documents / references

Source: Carbon Tracker
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Coal as a stranded asset: the institutional response

• The US government announced plans to cut the 
country's emissions by 30% by 2050 (March 2014). 

• It halts new coal mining leases on public land (January
2016) 

• Coal mines have lost value as a result of the slowdown in 
demand from China and stricter US environmental 
measures.

• Coal represents 16% of Australian exports and 3.4% of 
its GDP.

Coal is regarded today as more 
socially damaging than 
cigarettes: reputational risk 
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Other responses

Main measures taken since 2014
India (diesel)

Indonesia (diesel)
Malaysia (diesel)
Thailand (LPG)

Iran: oil price +5% (0.27 USD/l)
Koweit: oil price at 0.59 USD

Oman (gas +3%/year)
Saudi Arabia +30/40%

States: 
 Dismantling of government fossil fuel 

subsidies (USD 523 billion in 2013)
 13% CO2 emission arise in areas with 

fossil-fuel subsidies (avg.115 USD/t 
CO2)

 Adoption of carbon taxes
 11% CO2 emissions arise in areas with

carbon market (avg.7 USD/tCO2)
 NY attorney general Schneidermann

investigates Exxon Mobil for possible 
legal violation in connection with its 
public statements about climate
change

World of finance: 
 Hank Paulson: "Climate bubble" (ex-

Treasury and Goldman Sachs Partner)
 Mark Carney: "Carbon bubble " (BoE)
 Barack Obama: "We're not going to be 

able to burn it all."
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Other responses from pension funds and institutions (2)

Source: Pictet European Sustainable Equities

1. Divesting from coal production, and 
in some cases, oil companies

220 institutions representing some 
USD 150bn, among them:
• The Guardian 
• The Prince of Wales's Charitable 

Foundation,
• The Church of England
• Norway's sovereign wealth fund
• Rockfeller Brothers Fund

2. Look after the carbon intensity of 
their portfolio. France will make it
mandatory for institutional investors

3. Pressure on banks to stop financing
energy projects (e.g. French banks and 
Australian coal projects)

The portfolio Decarbonisation Coalition 
has now 600 USD of assets under
management
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How to integrate Sustainability ?



2016 AZEK-SSF Event: Long-Term Finance

The perspective of Institutional Asset Owners

Sustainable Finance

AZEK-SSF event: Long-Term Finance, Jean Laville, Sabine Döbeli, 1 / 2 February 2016
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The rise of institutional investors (I) 
A massive change within capitalism

Entrepreneurial capitalism (1890 →)
Owners are the managers

Managerial capitalism (1920 →)
Owners delegate the management    

Fiduciary capitalism (1980 →)
Universal investors (co-owners) begin to look at 
management 

 Complete transformation of shareholders during the last century:

From a unique shareholder to multiple (millions of) indirect investors
through mutual funds, pension funds and insurance co’s
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Proportion of  U.S. public equities managed by institutions:
1950: 7-8% 2010: 67%

The rise of institutional investors (II) 
The new champions of capitalism

Source:
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Asset Owners 

• have been and still are the 
key actors driving the 
sustainable investment 
market 

• increasingly require Asset 
Managers to fully 
integrate ESG into their 
traditional investment 
process

177

The rise of institutional investors (III) 
Asset owners push for sustainable investment

SD1
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SD1 Maybe include some figures on volumes behind PRI (and number of asset owner signatories?
Sabine Döbeli; 06.01.2016
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The rise of institutional investors (IV) 
Asset owners historical push for sustainable investments

Source: SSF
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Fiduciary duty for Asset Owners in 2015 
The end of debate

179

Source: Fiduciary Duty in the 21st Century, 2015
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ESG Integration:
The new normal for large institutional investors?

180

Source: www.top1000funds.com
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Source: NovethicStudy 2014: 
European Institutional Investors

181

Motivation of Institutional Investors: 
not just performance
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Institutional Asset Owners:
An clear push towards sustainable asset management

PRI SIGNATORIES: HALF OF WORLD’S AUM

Source: www.unpri.org
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PRI

The Six Principles

Source: www.unpri.org
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PRI
It’s about being a better investor 

PERFORMANCE
not philanthropy

“The high-sustainability companies 
dramatically outperformed the low-
sustainability ones in terms of both stock 
market and accounting measures”
Harvard Business School

RISK
MANAGEMENT
not breach of 
fiduciary duty

“As we note above, the 
links between ESG factors 
and financial 
performance are 
increasingly being 
recognised. On that basis, 
integrating ESG 
considerations into an 
investment analysis so as 
to more reliably predict 
financial performance is 
clearly permissible and is 
arguably required in all 
jurisdictions.”
Freshfields Bruckhaus 
Deringer

RETURNS
not sacrifice
“There are positive, strongly 
statistically returns associated with 
going long good corporate 
governance firms and shorting those 
with poor governance.”
Yale School of Management

DIVERSE APPROACHES
not just excluding “unethical” investments
“We believe that ESG analysis should be built into the 
investment processes of every serious investor and 
into the corporate strategy of every company that 
cares about shareholder value.”
Deutsche Bank 

Source: www.unpri.org
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Swiss Focus:
PRI successfully mobilised Swiss players

Swiss PRI-Signatory Asset Owners
BVK
Nest Sammelstiftung
PeaceNexus Foundation

Pension Fund City of Zurich (PKZH)
Pension Fund of Zürcher Kantonalbank
Suva
Swiss Re Ltd

Zurich Insurance Group

Within Switzerland
percentage of Swiss Asset Owner
signatories lower than global 
average

Global and Swiss PRI Signatories by Category (as of January 2016) 

Signatory Category Number of Global
Signatories

% of total Global 
Signatories

Number of Swiss 
Signatories

% of total Swiss 
Signatories

Asset Owners 301 21% 8 12%

Investment Managers 955 66% 44 68%

Professional Service Partners 197 14% 13 20%

Total 1453 100% 65 100%
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Sustainable investment market (I)
From an ethical niche to a worldwide approach

187

Source: Global Sustainable Investment Alliance Review 2012 
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Sustainable investment market (II)
In Europe now mainstream

188

Source: Global Sustainable Investment Alliance Review 2014 

• Close to one third of 
global assets linked to 
sustainable strategies

• Sustainable strategies 
over half of European 
assets
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SRI Study 2014

The Study highlights the scale of Sustainable and Responsible 
Investment practices and trends in Europe and across 13 European 
countries. 

Some of the Study’s most important findings are

 All SRI strategies covered by the Study have continued to grow at 
double-digit rates since 2011;
 Exclusions have gone ‘mainstream’ as a strategy, covering more 

assets than any other strategy;
 All forms of ESG integration practices have grown by 65% 

between 2011 and 2013;
 The European Impact investing market has grown to an estimated 

€20 billion market.
 The market is mainly an institutional affair

Sustainable investment market (III)
Eurosif SRI Study: Main findings

Source: Eurosif SRI Study 2014
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Sustainable investment market (IV)
European Market: Diversity and growth

Source: Eurosif SRI Study 2014
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Sustainable investment market (V)
European Market: mainly an institutional affair

Source: Eurosif SRI Study 2014
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Sustainable investment classifications: 
Increasing convergence

Source: Eurosif SRI Study 2014
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Swiss Focus (I)
Swisscanto Survey on Pension Funds

Average SI holding: Private PF: 2.5%, Public PF: 3.5% in 2014

 Big public pension funds are leading the shift

• Survey 2014:

• Survey 2009:
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Swiss Focus (II)
Share of institutional investors in CH: lower – but rising

194

7 11 16 10 15 18 21 26
33

45

3
7

18

11

19
24 21

22
23

26

11
18

34

21

34

42 42
49

57

71

0

10

20

30

40

50

60

70

80

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014

Su
st

ai
na

bl
e 

In
ve

st
m

en
ts

(C
H

F 
B

ill
io

ns
)

Institutional PrivateSource: FNG and OnValues



2016 AZEK-SSF Event: Long-Term Finance

• Loi sur la Caisse de Pension Etat de Genève, 2013, Art 4 But:
3Son activité s'inscrit dans la perspective du développement durable et des 
investissements responsables. 

• Loi sur la Caisse de Pension Etat de Vaud, 2014, Art 17 Compétences du CA:
2 Il définit dans un document sa stratégie en matière de développement durable et 
d'investissements responsables.

• Règlements sur les placements de la Caisse de prévoyance du personnel de 
l'Etat de Fribourg, 2015, Art. 5, b) placement éthiques
1 Dans la mesure du possible, la Caisse prend en considération les valeurs de 
développement durable, en particulier la durabilité économique ainsi que la 
responsabilité environnementale et sociale pour ses investissements.

Swiss Focus (III)
The growing influence of political actors
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Swiss Focus (IV)
Transparency required for state actors

Source: www.tdg.ch

Source: www.nzz.ch
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Market participants

198

Sustainable Finance contributing to change
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Sustainability Analysis:
It is mainly about the CSR evaluation of companies

http://sgicares.com/corporate-social-responsibility/
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The ESG Historical Valuation Model
1990 - EFQM: The Total Quality Model Approach 

• Parallel evolution of management model and sustainability ratings
• The focus is on leadership,  stakeholders and business impacts



2016 AZEK-SSF Event: Long-Term Finance

Sustainable Investments:
From Best in class to Integration

• The traditional ESG investment process is a twofold screening 
• Full ESG integration is gaining grounds
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Financial 
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• Traditional Best in class Approach • ESG Integration

From ESG research to quantification

Impact 
measurement Evaluation 

ESG 
Material 
Issues
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Source: www.theguardian.com, 29.11.2007

Climate change as an investment risk:
No invisible hand for climate

• The cost of inaction will be huge for investors
• Asset allocation will be impacted by climate change
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www.rechargenews.com

Climate change as an investment risk: 
The tragedy of the horizon

• Climate change climbing up on the agenda 
• Tools needed to better assess long-term risks

Mark Carney, Governor
of the Bank of England 
(29.09.2015): 

“Climate change will 
threaten financial 
resilience and longer-
term prosperity”
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Institutional investors and climate change:
The age of “decarbonisation” is coming

• Massive mobilisation by French banks against coal financing
• New student generation is heavily in favour of divestment
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Climate Change as an investment opportunity:
Massive investment requirements for greening
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Reporting on ESG Impact
The new French Law

• Reporting on investment policies: The decree references reporting 
requirements on integration of climate (and ESG) issues in investment 
practices, notably in terms of shareholder engagement policies

• Reporting on the carbon footprint: The guidelines include carbon footprint 
reporting, but do not specify an approach

• Reporting on alignment with climate goals: This element is left open for 
experimentation

• Reporting on climate risk: The guidelines focus both on physical and 
transition risks

November 2015: The French government has released the draft implementation 
guidelines for public consultation on Art. 173 of the French Energy Transition Law 
related to mandatory climate disclosure by investors:

Source: http://2degrees-investing.org
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Source: http://genuscap.com

Sustainable Investing and Asset Owners
From reducing risks to improving the world

The Future of Sustainable Investing
• ESG-Integration becomes mainstream
• Expected by institutional investors
• New investment opportunities due to greening economy
• Broad perspective: risk, performance and long term impact

Sustainable Investing



AZEK Campus February 2016

Barry Callebaut – through the lense of sustainability

Marion Swoboda, Senior Sustainability Analyst, February 2, 2016
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Our expertise
Sustainable investment at Zürcher Kantonalbank
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 Renowned Sustainability Research Team since 1996

 2014 award as Best SRI Asset Manager FERI EuroRatings

 Various possibilities to implement sustainable investments

(active, quantitative and passive)

 Analysis at the company and product level

 Analysis of bond issuers (e.g. states)

 Extensive research on sustainable themes

 Signatory of the PRI (Principles for Responsible Investments) 

as one of the first universal banks
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Agenda

 Sustainability and investment decisions

 Insights through sustainability analysis: example Barry Callebaut

 Similarities to financial analysis

 Sustainability analysis – added value?
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Added value through simultaneous consideration 
of sustainability and fundamentals

211 AZEK Campus Zurich – Sustainability Investment Case | February 2, 2016

Disziplin

Investment 
focus

avoid

Beobachten
monitor

High sustainability impact

Fundamentals not attractive

Low sustainability impact

Fundamentals attractive

discipline

Investment decisions



Sustainability adds value through risk reduction
and investments in opportunities

AZEK Campus Zurich – Sustainability Investment Case | February 2, 2016212

Sustainability pillars

Opportunities

 Selection of companies 
with a positive impact on 
the environment and 
society 

 Strong governance

Risk reduction

Avoiding sectors and 
activities that contradict 
sustainable development



Value drivers in the chocolate industryKey Challenges: Environment, supply chain, 
health

Food & beverage industry – example chocolate industry
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Source: chart Barry Callebaut

Cocoa beans

Access to capital
Access to customers

Innovation

Efficiency

Other raw material

Price volatility

Climate change

Abusive child labour

Hazardous emissions

Poor governance

Geopolitical risks

Obesity

Employee turnover

Palm oil

Deforestation

Contaminated products

Safety in production

Food regulations



Barry Callebaut's ESG investment risks average, 
but…
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Source: Proprietary ESG risk indicator based on Trucost, RepRisk, MSCI GMI, Zürcher Kantonalbank 

 …Warning flags: Impact on ecosystems, labour practices in supply chain, governance
 Implications in the short and long term investment horizon

Pillar Risk reduction



Barry Callebaut – addressing challenges in 
supply chain

Sustainability analysis:
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Source: Proprietary sustainability analysis Zürcher Kantonalbank

Pillar Opportunities

 Environmentally friendly raw materials

 Social benefit of raw materials sourcing

 Healthy and safe products: e.g. reduced
content of saturated fat in products

Analytical framework:

 Predefined indicators and scoring

 Scoring based on best practice

Opportunities in the food industry:

worst best



Opportunity Organic Cocoa – securing supply
Sustainability analysis Barry Callebaut

 Environmental: Poorly managed and
«overaged» plantations

 Social: Poorly paid small-scale farmers
abusive child labour

 Environmental benefit from organic
cocoa:
− Preservation of soil fertility and higher

yields
− No contamination with cadmium

 Social benefit for farmers:
− Fair trade certification = higher income, 

no child labour, job creation

 Financial benefit for Barry Callebaut:
− 16% certified: UTZ, Rainforest Alliance
− Increasing demand for certified organic

& fair trade cocoa in B2B

Short and long term risks in cocoa supply
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Source: African Organic Agriculture Training Manual



Opportunity health and safety of products
Sustainability analysis Barry Callebaut

 Health:
− Reduced fat, saturated fat, sugar
− Organic products: natural ingredients, 

no vegetable fat

 Safe products:
− Organic cocoa = No residues of heavy 

metals, e.g. cadmium
− No product recalls or critical incidents

 Financial benefits for Barry Callebaut:
− Attracting and retention of B2B clients

focusing on healthy products
− No financial liabilities

Health concerns:
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 Unhealthy eating habits: Overconsumption
sugar, saturated fat

 Contaminated products:
− Ingredients: residues of cadmium
− Production: cancerous mineral oils



Corporate governance
Sustainability analysis Barry Callebaut

 Checks and balances:
− Controlling shareholder more than

50% of voting power
− Remuneration executives: committee

not fully independent, no claw backs

 Financial metrics:
− Comparably low SG&A expenses
− Cash & leverage ratio

 Potential implications for Barry Callebaut:
− Access to financing and capital
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 Governance risks: Lack of «checks and
balances» risk of fraud, aggressive 
strategy

 Financial risks:
− Increased risk premium
− Loss of earnings, investors

Weak corporate governance



Linking sustainability to financial analysis
Sustainability analysis
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Cash flow value drivers:
 products / market share
 growth rates
 costs / margins
 ESG influence?

Sensitivity to market risk
 forecast risk
 liquidity risk
 financial risk
 ESG influence?

Vo = Present Value
E = Earnings
CF = Cash Flow
WACC = Weighted Average Cost of Capital
CoE = Cost of Equity Capital
rf = risk free interest rate
rm = market yield Source: Nicolodi (2012)/ ZKB (2009)



Sustainability analysis adding value to
investment decisions

 Reduction of hidden risks: Short and long term environmental, social and
economic risks in an industry context

 Revealing opportunities: Business strategy and investments with focus on 
environmentally friendly and social responsible value chains

 Contributing to impact and long term investment approaches:
− Organic cocoa: preservation of rainforests, potential for carbon

sequestration
− Social and economic development for rural areas in emerging markets

 Prerequisite: Analytical framework based on key ESG metrics to determine pro-
active and foresightful corporates
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Key take aways



Disclaimer

This report is for information purposes only and for the use of the recipient. This report should not be construed as an
offer or a solicitation of an offer or a recommendation to sell or buy any securities or to carry out any other transaction.

The information contained herein is obtained from sources that are considered reliable. Zürcher Kantonalbank does not
warrant or guarantee that the information is correct and/or complete. Zürcher Kantonalbank highlights that all
investments involve different degrees of risk. Before making any investment decision, investors should seek individual
advice that takes their personal requirements into consideration and study the documentation (term sheets, sales
prospectus) of the planned investments thoroughly. These documents can be obtained at any Zürcher Kantonalbank
branch or at www.zbk.ch. Potential investors should be aware that past performances do not guarantee future results.
Zürcher Kantonalbank assumes no liability for any loss or damage of any kind arising from the use of the information
contained herein.

This document may not be reproduced or disclosed, either in full or in part, without the written permission of Zürcher
Kantonalbank.
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Next Steps

CONCLUSIONS 
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Conclusions for the long term – 1 

A. The analysts
 They should give explanations about sustainable value creation drivers for their price 

targets (operating margin, capex / sales, tax rate, ...)
 They should always use a DCF, among other valuation methods, which takes into 

account the sustainability criteria.
 They should be aware of preferences among investors regarding the level of corporate 

social responsibility of companies in which they invest. 

B. The board of directors and the general managers
 The boards of directors should be aware of the accounting and financial consequences 

according to the incentives and indicators chosen for general managers remuneration
 The board of directors should be aware of negative externalities not priced by the 

market. 
 The managerial incentives should be based on long term value creation. They should be 

communicated to the investors by giving all the details.
 Incentives should also capture the growing trend of internalisation of externalities, 

anticipating legislation changes, taxes or pressure from different stakeholders. 
 The financial communication should focus on the achievement of long term objectives 

and key drivers of long-term value creation
 Value destructive share buybacks should be forbidden. The managements should 

explain the rationale of the action redemptions. 
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Documents/ references

«Many in Europe are against «quarterly capitalism» 
but some in the United States aren’t convinced. 
Quarterly reporting came into effect through the 
SEC 1934 as a partial remedy for th excessive 
speculation» - Source: CFA, The Uneasy Road to 
Long Term Investing, November 2015

«The cost of regular earnings guidance are real 
costs but the benefits of regular earnings guidance 
are perceived benefits. There is no validation in 
terms of increased analyst coverage or reduced
stock volatility or better access to capital. There is 
an undersupply of long-term strategic information 
in the market.» - Source: G.Serafeim, Harvard 
Business School, quoted by Bloomberg, November
12, 2015

«We argue that ceasing earnings guidance and 
adopting Integrated guidance does not mean less
information.» – Source: Generation Foundation

Source: Generation Foundation
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Conclusions for the long term – 2 

C. The intervenants on the markets 
 The pension funds should change their accounting policy and abandon IAS principles 

(mark-to-market valuations) if the assets are held with a buy-and-hold strategy.
 Pension funds and long term asset owners should better act together in order to 

communicate more precisely their expectations in terms of corporate social 
responsibility as well as ESG issues.

 Abandonment of any incentive to a time horizon of less than 12 months for fund 
managers and analysts

D. The regulator
 Should encourage positive incentives to long-term investments. Should assess impact 

in the event of regulation and should estimate the consequences of regulations after 5 
years.

 Accounting standards  should give a precise definition of Free Cash Flow
 Stock exchange regulation is the most effective way to promote transparency regarding 

ESG issues. Promoting new standards like GRI, Integrated reporting is necessary in 
order to give investors and analysts the best data for companies’ valuation. 
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Regulation should develop positive actions, not only controls

Incentives
to long 
term 

behaviour

No 
Agency 

Problems

Long term 
Focus

Fundamental 
Link with
Industry 

Regulation
More 

controls

Agency 
Problems

Short term 
focus

Low Cost 
Finance + 

Higher Risk 
Premium

Regulation

Example: liquidity offered by the 
market makers on the bond market

Example: LT investment plans based
on value creation over 3 to 5 years

«Goldman Sachs highlights that inventories of some corporate bonds held by big dealer-banks have gone negative for the 1st time 
since the FED began collecting the data.»
Source: Bloomberg 12.11.2015
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Documents/ references

Regulators have been faithful disciples of 
the efficient market which explain why 
they were content with light touch 
regulation in the years before de crisis -
Source: Wooley, LES report 2010

The distinction between short-horizon and 
long-horizon investing also becomes 
critical. The principle of mark-to-market 
will be recognized as inappropriate and 
damagingly pro-cyclical in impact –
Source: Paul Wooley

The obligation to use mark-to-market 
accounting and benchmarks are 
« diseases in the capital market . For a 
long-term investor, volatility in bond 
market should not matter. But with mark-
to-market valuation, you see every loss 
and profit during the period (Eric Breval, 
AHV director, SwissLeadership Pensions 
Forum Zurich 2014)
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Documents / references

Many long-term investors have de-risked their
portfolios in response to regulatory and 
accounting changes, including a more towards
mark-to-market accounting and stricter capital 
requirements as well as a lower institutional
tolerance for risk. 

The effect of this shift in asset allocation can
already be seen and indicates a clear movement
away from equity investments and towards
kiquid debt investments.  

Source: WEF – The future of long-term investing

Dutch pension funds are obliged to report their
asset mix and funding levels to De 
Nederlandsche Bank each month. This serves to 
preserve short-termism

Source: Short term profit or long-term value 
creation - 2015


