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Thinking about sector allocation in new ways
Why ESG quality is such an important driver for investors and performance across companies,
sectors and sub-sectors.

_ Increasingly, the integration of environmental, social
and corporate-governance criteria help us identify
potential investment opportunities and risks.
_ From a sector perspective, energy and materials pose
some of the highest climate-transition and norm-based
risks.
_ Potential opportunities are most evident in the
technology and renewable energy sectors, as well as
among some industrial companies.
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I

n this article, we examine some of the potential risks and
opportunities of different sub-sectors to relevant environmental, social, and corporate governance (ESG) dimensions. This brings together work we have previously outlined. We therefore only provide a brief introduction to our
approach, for measuring climate-transition risk (CTR rating),
exposure to controversial behavior (norm rating) as well as
the exposure to Sustainable Development Goals (SDG rating). Interested readers should check previous issues of the
Quarterly for further details on our methodologies.1 We go
on to describe how the results increasingly help drive our
asset-allocation decisions, as well as help to explain performance across companies, sectors and sub-sectors.

tion to the UN-defined SDGs. We identify companies with revenues positively linked to SDGs and apply a control-risk mechanism which is designed to identify "true" leaders. The latter
is achieved by removing securities with any severe issues
either in ESG quality, as measured by our proprietary DWS
SynRating, or by any norm violations or controversial sector
involvement.
Through this assessment we seek to identify sectors and
sub-sectors that are facing higher risks and/or opportunities
according to these three dimensions. Since 2018, we have
been integrating global ESG trends into our DWS CIO View. By
including ESG information, we aim to reduce our investment
risk, explore business areas with growing demand and put
investment flows to work for financial return but also to make
important contributions to society. We consider this step as
a valuable addition to our investment process by considering
ESG impacts into our asset allocation and portfolio construction. It allows us, among other things, to optimize a portfolio
that not only reduces climate-transition, financial and reputational risks, but also tilts investments towards entities that
promote the low-carbon transition and contribute positively
to the SDGs.

The purpose of our norm rating is to show whether or not
a corporation's conduct of business is in compliance with or
breaches international norms such as the United Nation's
(UN) Global Compact. This rating assesses the overall severity
and frequency of incidents related to operations, products or
services and governance practices. Our climate-transition-risk
rating (CTRR) assesses which corporations are more likely to
successfully manage the transition to a carbon-free world.
Last but not least, our SDG rating assesses the net contribu-

1 Availabe at https://www.dws.com/en-us/insights/cio-view/cio-view-quarterly/q3-2019/climate-transition-risk-and-asset-allocation/
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When analyzing the results from our in-depth sector and
sub-sector analysis based on the combined risks of these three
dimensions, we came to the conclusion that the sub-sectors
that tend to present the highest risks are in consumer discretionary, energy and materials. These three sectors tend
to have the highest number of true CTRR laggards and often
violate international norms. By contrast, we found that the
sectors with the highest share of "true SDG leaders" and
"providers of climate solutions" are in the technology, renewable-energy and industrials' sectors.

leaders. Furthermore, IT products are typically deployed for
energy-efficiency purposes and are associated with SDG13
(Climate Action); the same also applies to certain devices in
the semiconductor sub-sector. In the utilities sector, we identified water-utility entities and a small portion of the independent power companies that are focused on renewable parks
while in industrials the sub-sectors electrical-equipment,
building products and railroads are well positioned.
Within the framework of this analysis we concluded, that
these three facets have historically shown relative outperformance against the broader market as of August 2020. By
constructing portfolios as subsets of the MSCI AC World EUR
Index according to the climate-transition-risk rating, norm rating, and SDG rating, we found that it is possible to get some
indicative results.

In the consumer-discretionary sector, the automobile sector
suffers from some instances of poor business ethics, a legacy of the diesel-gate scandal and high climate-transition risk
via traditional internal-combustion-engine-based car models.
However, over the long term, we believe the sector provides
opportunities to climate solutions thanks to its growing
emphasis on electric vehicles, which contribute to SDG number 13 (Climate Action).2

As an example, we found that the outperformance was highest
with respect to climate transition, where the climate-solutions
portfolio outperformed the climate-risks portfolio by 73% in
the year to date (ytd). The climate-risks portfolio consisted
mostly of energy, utilities and materials companies, while the
climate opportunities portfolio was exposed heavily to information technology and industrials. The norm-risks portfolio
underperformed the broad market by 2%. The SDG opportunities portfolio outperformed the market by 14% ytd, driven by
significant overweights in health care and information technology (IT) at the cost of underweighting almost every other
sector (except real estate). These results should be taken as
indicative only, but are consistent with our view that it can be
valuable to take a granular look at various ESG components.

In the energy sector, we found that all sub-sectors have a high
proportion of climate laggards and companies are exposed
to severe norm-controversial behavior. These are typically
related to environmental risk and human rights' abuses.
Finally, within materials, metals and mining as well as construction materials possess excessive climate-transition risks
as well as severe norm violations for example from emissions
and waste, water stress and local communities. Therefore, we
expect the need for key inputs such as water and energy to
physically and financially constrain the construction of new
operations in this sector.
In order to enhance our asset-allocation process in light of
ongoing asset-re-pricing risk, we aim to reduce exposure to
climate-transition and norm risk, as well as capture low-carbon and SDG investment opportunities. Besides identifying
where high levels of climate-transition and norm risk have a
tendency to reside, we have also been able to identify sectors,
sub-sectors and individual securities where climate change
and exposure to the SDGs could offer some of the most opportunities.

So, what does all this mean? Well, our analysis shows that
global investors are increasingly integrating ESG information
into their investment decisions. This in turn may have supported the performance of different sectors and sub-sectors
during the first eight months of 2020. Furthermore, we believe
it also illustrates the usefulness of a formal framework when
evaluating issuers against a consistent set of criteria in deriving a global outlook for a sector allocation. By integrating ESG
information in general and climate transition, norms and SDG
information in particular, we aim to reduce our investment
risks, capture investment opportunities and facilitate efforts
to improve environmental and social challenges the world
faces.

We have found that such opportunities are concentrated in
the information technology, utilities and industrials sectors.
Within IT, all three sub-sectors have a high proportion of SDG

2 https://www.dws.com/insights/cio-view/cio-view-quarterly/q2-2020/sustainable-success-stories/

All opinions and claims are based upon data on 9/16/20 and may not come to pass. This information is subject to change at any time, based upon economic, market
and other considerations and should not be construed as a recommendation. Past performance is not indicative of future returns. Forecasts are based on assumptions, estimates, opinions and hypothetical models that may prove to be incorrect. DWS Investment GmbH
2

Quarterly CIO View
ESG

Climate-Change leaders vs. climate-change laggards
In the year to date, companies rated best (A or B) with regards to climate-transition risks strongly outperformed the broader market,
while the worst rated ones (E or F) lagged behind.
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GLOSSARY
Consumer discretionary is a sector of the economy that sells
non-essential goods and services.

The MSCI AC World (EUR) Index captures large- and mid-cap
companies across 23 developed- and 24 emerging-market
countries. The values are normally shown in US dollars, here
converted into euros.

Investors increasingly take environmental, social and governance (ESG) criteria into account when analyzing companies
in order to identify non-financial risks and opportunities.
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This marketing communication is intended for retail clients only.
DWS is the brand name of DWS Group GmbH & Co. KGaA and its subsidiaries under which they operate their business activities. The respective
legal entities offering products or services under the DWS brand are specified in the respective contracts, sales materials and other product
information documents. DWS, through DWS Group GmbH & Co. KGaA, its affiliated companies and its officers and employees (collectively
"DWS") are communicating this document in good faith and on the following basis.
This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. Before
making an investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the investments
and strategies described or provided by DWS Group, are appropriate, in light of their particular investment needs, objectives and financial
circumstances. Furthermore, this document is for information/discussion purposes only and does not constitute an offer, recommendation or
solicitation to conclude a transaction and should not be treated as giving investment advice.
The document was not produced, reviewed or edited by any research department within DWS and is not investment research. Therefore, laws
and regulations relating to investment research do not apply to it. Any opinions expressed herein may differ from the opinions expressed by
other legal entities of DWS or their departments including research departments.
The information contained in this document does not constitute a financial analysis but qualifies as marketing communication. This marketing
communication is neither subject to all legal provisions ensuring the impartiality of financial analysis nor to any prohibition on trading prior to
the publication of financial analyses.
This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, projections, opinions, models and hypothetical performance analysis. The forward looking statements expressed constitute the author's judgment
as of the date of this document. Forward looking statements involve significant elements of subjective judgments and analyses and changes
thereto and/or consideration of different or additional factors could have a material impact on the results indicated. Therefore, actual results
may vary, perhaps materially, from the results contained herein. No representation or warranty is made by DWS as to the reasonableness or
completeness of such forward looking statements or to any other financial information contained in this document. Past performance is not
guarantee of future results.
We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee the accuracy,
completeness or fairness of such information. All third party data are copyrighted by and proprietary to the provider. DWS has no obligation to
update, modify or amend this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, projection,
forecast or estimate set forth herein, changes or subsequently becomes inaccurate.
Investments are subject to various risks, including market fluctuations, regulatory change, possible delays in repayment and loss of income and
principal invested. The value of investments can fall as well as rise and you might not get back the amount originally invested at any point in
time. Furthermore, substantial fluctuations of the value of any investment are possible even over short periods of time. The terms of any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the offering documents. When making
an investment decision, you should rely on the final documentation relating to any transaction.
No liability for any error or omission is accepted by DWS. Opinions and estimates may be changed without notice and involve a number of
assumptions which may not prove valid. DWS or persons associated with it may (i) maintain a long or short position in securities referred to
herein, or in related futures or options, and (ii) purchase or sell, make a market in, or engage in any other transaction involving such securities,
and earn brokerage or other compensation.
DWS does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and lawyers regarding
the tax consequences on the purchase, ownership, disposal, redemption or transfer of the investments and strategies suggested by DWS. The
relevant tax laws or regulations of the tax authorities may change at any time. DWS is not responsible for and has no obligation with respect to
any tax implications on the investment suggested.
This document may not be reproduced or circulated without DWS written authority. The manner of circulation and distribution of this document
may be restricted by law or regulation in certain countries, including the United States.
This document is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any
locality, state, country or other jurisdiction, including the United States, where such distribution, publication, availability or use would be contrary
to law or regulation or which would subject DWS to any registration or licensing requirement within such jurisdiction not currently met within
such jurisdiction. Persons into whose possession this document may come are required to inform themselves of, and to observe, such restrictions.
DWS Investment GmbH 2020
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© 2020 DWS Investments UK Limited
In Hong Kong, this document is issued by DWS Investments Hong Kong Limited and the content of this document has not been reviewed by
the Securities and Futures Commission.
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