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While awareness of environmental sustainability issues is becoming
increasingly relevant in the world of finance, efforts to apply investment
strategies that incorporate sustainability criteria are being hindered by
inadequate disclosure practices and analyses, particularly when it comes to
SMEs. Equita aims to help both investors to fill this "information gap" and
companies to fully exploit the value of their ESG performances.


ESG: growing relevance for companies and investors

Awareness of ESG (Environmental, Social, Governance) issues is becoming
increasingly relevant, including in the world of finance. As a result,
investment strategies that factor in ESG criteria are rapidly gaining ground not just for large caps but also for small and mid-cap companies.
On the back of this growing awareness, Equita and ALTIS (Università
Cattolica's Graduate School of Business and Society in Milan) formed a
partnership that led us to conduct our research into the problems with the
ESG rating process for small and medium enterprises. Indeed, it is becoming
more and more apparent that assessing a company's ability to create value,
generate opportunities and reduce risk exposure must take both economicfinancial factors as well as ESG performance into account.


Key findings of Equita-Altis report: significant problems within the
process and with SME ESG rating analysis models

Our research report, "Sustainability: a made-to-measure rating system for
SMEs" presented at Cattolica University, aimed to show how ESG rating
methodology could be better adapted to small and medium-sized
companies and help these same companies better exploit their strengths in
terms of ESG performance.
The report highlights a number of problems with the ESG rating process for
small and medium enterprises, e.g.: lack of proper communication between
companies and rating agencies (essential for any analysis), companies'
difficulties in fully exploiting the value of their efforts on the ESG front (for
example, failure to publish their ESG policies), and an excessively rigid
valuation approach, which is more suited to larger companies than to SMEs.


Equita’s commitments for investors and issuers

In light of our research findings, Equita has decided to undertake a number
of initiatives:
 We plan to send the companies covered by our Research team the same
survey used in our ESG study, enabling us to create a database on the
ESG efforts of the companies we cover and include this information in
our fundamental research reports;
 We also intend to provide the survey as a tool to be used by all
companies (particularly small and mid-caps), which, by answering our
questionnaire will be able to identify the best practices to follow when
implementing their ESG strategies.
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ESG (ENVIRONMENT, SOCIAL, GOVERNANCE): GROWING RELEVANCE
FOR COMPANIES AND INVESTORS
Awareness of ESG (Environmental, Social, Governance)
issues is becoming increasingly relevant, including in the
world of finance. As a result, investment strategies that
factor in ESG criteria are rapidly gaining ground - not
just for large caps but also for small and mid-cap
companies.
According to Global Sustainable Investment Alliance (GSIA) estimates, by the end of
2018 assets invested according to strategies that factor in ESG criteria stood at USD
31 trn, of which 46% (over USD 14 trn) in Europe.
Even when we apply a stricter definition of "sustainable funds", such as that
proposed by Morningstar1, the amount of assets under management held in
investment products based on ESG strategies exceeded € 1,000 bn in Europe at the
end of June 2019. The main asset class at the end of 1H19 was Equity (almost € 600
bn, or nearly 60% of the total).
Moreover, sustainable funds showed much higher growth rates than nonsustainable funds (+7% YoY vs. +2% for all asset classes and +5% YoY vs. -1%
specifically in the Equity asset class).
TOTAL SUSTAINABLE VS. NON-SUSTAINABLE AUM IN EUROPE BY ASSET CLASS (€ bn)

The amount of AuM and inflow growth trends shown have led to more widespread
use of sustainable investment strategies - not just for funds focused on large caps
but also on mid-small cap companies.
On the back of this growing awareness, Equita and ALTIS (Università Cattolica's
Graduate School of Business and Society in Milan) formed a partnership that led us to
conduct our research into the problems with the ESG rating process for small and
medium enterprises.
Indeed, it is becoming more and more apparent that assessing a company's ability to
create value, generate opportunities and reduce risk exposure must take both
economic-financial factors as well as ESG performance into account.

1 Open-ended funds (including ETFs) which, according to their prospectus, consider ESG criteria as part of their
investment strategies, indicate that they pursue objectives based on the issue of sustainability (environmental,
social or governance), or which seek a measurable sustainable impact in addition to financial returns.
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Our research report, "Sustainability: a made-to-measure rating system for SMEs"
presented at Cattolica University, aimed to show how ESG rating methodology could
be better adapted to small and medium-sized companies and help these same
companies better exploit their strengths in terms of ESG performance.
We used the following methods to conduct our research:
1. We interviewed company managers in charge of Social Responsibility at mediumsmall cap companies already subject to ESG ratings;
2. We prepared and distributed a survey on ESG issues to a panel of medium-small
cap companies;
3. We performed a critical analysis of the survey results;
4. We found the practical implications based on an analysis of survey results;
5. We drew up proposals to help investors analyse the ESG credentials of SMEs and
help companies to better promote their ESG efforts.

1. INTERVIEWS WITH ESG-RATED SMEs
We started our research by interviewing the managers of listed mid-small cap
companies (excl. FTSE-MIB) that have already been awarded ESG ratings, in order to
discover:
 How rating agencies and companies interact during the valuation process;
 If the ratings awarded match how each company perceives themselves.
Our interviews shed light on some of the problems that arise during the ESG
valuation process.
The ESG rating process is based on the
use of publicly available documents and
engagement between the rating
agencies and the companies under
examination. However, we discovered
some issues in the process (e.g.
problems with language, with finding the
right contact to speak to at each
company, or in understanding the
questions) and found that:

Communication problems
between companies and
rating agencies

DOES YOUR COMPANY HAVE AN ESG RATING?

50%

50%

YES
50% of the companies interviewed did

NO

Source: Equita-Altis report

not even know they had an ESG rating!

Failure to exploit company
ESG performances in full

Companies are failing to fully exploit the value of their ESG efforts (e.g. lack of ESG
disclosure, which therefore does not count towards the scores awarded by rating
agencies).

Excessively rigid valuation
models

Excessively rigid valuation approach that is more suitable to larger companies than
to SMEs (e.g. binary responses with no room to elaborate, limited focus on issues
with important social impacts in the local areas of the various SMEs).
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2. SURVEY PREPARATION AND DISTRIBUTION
Based on the problems that came to light during the interviews, we drew up a
questionnaire which was sent to a sample of 20 listed companies with market
capitalisations of under € 4 bn in various different sectors (financials, utilities,
industrials).
The survey was drawn up with the aim of:
 Putting together most of the ESG information usually collected by rating agencies
and finding the areas that appear to be under-represented, particularly on the
Social side;
 Helping companies to fully exploit their strengths, by providing a check-list to
understand the main sustainability issues.

3. CRITICAL ANALYSIS OF SURVEY RESULTS: COMMUNICATION ISSUES
AND SUITABILITY OF RATING MODELS
In our view, a critical analysis of the survey results highlights that:
1. Respondent companies are paying close attention to environmental issues, partly
thanks to established regulations and quantifiable metrics, as shown in the
following table and charts.
ENVIRONMENTAL POLICIES (SAMPLE OF 20 RESPONDENTS)
Entire sample (#20)
Water usage
Energy usage
Greenhouse gas emissions
Raw material usage
Waste production

Impact
Reduction

Impact
Monitoring

Final
Report

Improving
Trends

10
13
11
7
11

16
18
18
11
16

16
18
18
11
16

12
13
14
9
14

Source: Equita-Altis report

ISO 14001 CERTIFICATION
(ENVIRONMENTAL MANAGEMENT)

ENERGY SYSTEMS

10%

YES

NO

90%
Source: Equita-Altis report

However, there is a communication
gap as companies often fail to
publish their policies, as shown in
the chart.

Source: Equita-Altis report

HAVE COMPANY POLICIES BEEN MADE PUBLIC?

45%

55%

YES
NO

Source: Equita-Altis report
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2.

SMEs are involved in a large number of social initiatives, which often have
positive effects on the local area, as shown in the table. The value of these
initiatives is not always adequately reflected in light of the unsuitable rating
models and the gaps in terms of communication and disclosure.

LOCAL COMMUNITY INITIATIVES (BASED ON SAMPLE OF 20 RESPONDENTS)
Consult with stakeholders on strategic initiatives (new branches, delocalisation, etc.)
Pricing policies for disadvantaged groups (e.g. migrants, pensioners, disabled people, etc.)
Donations to charitable organisations
Sponsorship of cultural-sports-social events
Work-experience projects
Training days at schools on business or social issues
Long term partnership projects with local non-profit organisations
Company voluntary work initiatives
Infrastructure design and construction projects for local communities
None of the above

All
5
3
18
18
13
11
8
7
1
1

Financials
0
1
4
4
1
1
4
1
0
0

Non-financials
5
2
14
14
12
10
4
6
0
0

Source: Equita-Altis report

3.

As for corporate governance, our
sample of companies appears to
pay close attention to the most
common issues
(e.g.
Board
composition,
alignment
of
management interests, integrating
ESG issues into executive pay).

BOD COMPOSITION
100%

50%

0%
INDEPENDENT
FINANCIALS

WOMEN
NON FINANCIALS

Source: Equita-Altis report

Companies are not as focused on
the governance aspect of ESG
criteria (e.g. appointment of a
manager in charge of all ESG issues,
incorporating sustainability into
business strategy).

SUSTAINABILITY PLAN INCORPORATED INTO
BUSINESS STRATEGY

30%
YES

70%

Source: Equita-Altis report
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4. SUGGESTIONS FOR SMEs AND RATING AGENCIES


Companies: let investors
know what you do!

SMEs: Disclosure is as important as monitoring ESG issues

An analysis of our survey results shows that as many as 8 companies have an ESG
rating but have not published their social and environmental policies.
We performed a rating simulation in which we replaced (where possible) any zero
scores awarded by rating agencies (due to inadequate disclosure practices) with the
average scores within the relevant sector.
Our simulation shows an improvement in the average ESG score of 5.6%


Rating agencies: adjust the "S" pillar for a fair rating for SMEs

SMEs are very active on the Social front but struggle to highlight the value of their
efforts for local communities for the purpose of ESG ratings.

Rating agencies: readjust
the "S" parameter when
analysing SMEs

We suggest awarding a social premium to reflect any efforts made regarding the key
issues shown in the table, which we believe rating agencies do not take into adequate
consideration. Our suggestion would be to improve the average ESG score of the
panel of companies by 5.7%.
THE “SOCIAL PREMIUM” HYPOTHESIS
Key Issues
Local suppliers
Integration policies in the event of M&A
Absence of de-localised production
Local community initiatives
People development
Flexible working arrangements
Corporate welfare initiatives
Total

Premium
1,5%
1,0%
1,25%
1,5%
1,0%
1,0%
1,0%
8,25%

Source: Equita.Altis report

5. EQUITA’S COMMITMENTS FOR INVESTORS AND ISSUERS
In light of our research findings, Equita has decided to undertake a number of
initiatives:
 We plan to send the companies covered by our Research team the same survey
used in our ESG study, enabling us to create a database on the ESG efforts of the
companies we cover and include this information in our fundamental research
reports.
 We also intend to provide the survey as a tool to be used by all our companies
(particularly small and mid-caps), which, by answering our questionnaire will be
able to identify the best practices to follow when implementing their ESG
strategies.
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INFORMATION PURSUANT TO EU REGULATION 2016/958 supplementing Regulation EU 596/2014 (c.d. MAR)
This publication was prepared by the Equita SIM (EQUITA SIM is licensed to provide investment services pursuant to
Italian Legislative Decree no. 58/1998, CONSOB resolution no. 11761 of December 22nd 1998 and registered as no.
67 in the Italian central register of investment service companies and financial intermediaries) Research Division’s
team of financial analysts who are bound to Equita SIM by an employment contract. The team members are:
Gianmarco Bonacina, Massimo Bonisoli, CFA, Paola Carboni, Alessandro Cecchini, Martino De Ambroggi, Luigi de
Bellis, Fabio Fazzari, Emanuele Gallazzi, Stefano Gamberini, Domenico Ghilotti, Roberto Letizia, Andrea Lisi, Luigi
Pedone, CFA, Giovanni Razzoli, CFA
EQUITA SIM is distributing this publication via e-mail to more than 700 qualified operators from October 28, 2019 at
08:00 AM
The prices of the financial instruments shown in the report are the reference prices posted on the day prior to the
date indicated on cover page.
EQUITA SIM intends to provide continuity in reporting on the financial instruments covered by this document, halfyearly and, in any case, in line with the timing of the periodic financial reporting and any other exceptional events
that occur within the scope of the issuer’s activities.
The information contained in this publication is based on sources believed to be reliable. Although EQUITA SIM
makes every reasonable endeavour to obtain information from sources that it deems to be reliable, it accepts no
responsibility or liability as to the completeness, accuracy or exactitude of such information. If there are doubts in
this respect, EQUITA SIM clearly highlights this circumstance. The most important sources of information used are
the issuer’s public corporate documentation (such as, for example, annual and interim reports, press releases, and
presentations) besides information made available by financial service companies (such as, for example, Bloomberg
and Reuters) and domestic and international business publications.
The recommendations were produced using proprietary Excel models that are stored on company servers. The
models are backed up at the end of each month.
EQUITA SIM has adopted internal procedures able to assure the independence of its financial analysts and that
establish appropriate rules of conduct for them.
However, it is pointed out that EQUITA SIM is an intermediary licensed to provide all investment services as per
Italian Legislative Decree no. 58/98. Given this, EQUITA SIM might hold positions in and execute transactions
concerning the financial instruments covered by the present publication, or could provide, or wish to provide,
investment and/or related services to the issuers of the financial instruments covered by this publication.
Consequently, it might have a potential conflict of interest concerning the issuers, financial issuers and transactions
forming the subject of the present publication.
In addition, it is pointed out that, within the constraints of current internal procedures, EQUITA SIM’s directors,
employees and/or outside professionals might hold long or short positions in the financial instruments covered by
this publication and buy or sell them at any time, both on their own account and that of third parties.
Research Division management alone determines the remuneration of the analysts who produced the publication, and
their remuneration is not linked to Equita SIM’s Investment Banking transactions. It is linked to Equita SIM’s total
revenue, which includes the revenue of the Investment Banking and Sales & Trading Divisions.
For more details on the policies and principles designed to ensure the integrity and independence of Equita SIM
analysts, please refer to the policy on organizational mechanisms of the Research activity available at www.equita.eu
on the “Legal notices” section.
Regarding securities for which EQUITA SIM has the role of sponsor and/or specialist the coverage policy is always
coherent with the requirements of the role itself.
For additional details on the policies and principles that guarantee the integrity and independence of Equita SIM
analysts, please refer to the policy on the Research Division’s organisational and administrative mechanisms, which
is available online at www.equita.eu in the “Legal Notices” section.
The recommendations to BUY, HOLD and REDUCE are based on Expected Total Return (ETR – expected absolute
performance in the next 12 months inclusive of the dividend paid out by the stock’s issuer) and on the degree of risk
associated with the stock, as per the matrix shown in the table. The level of risk is based on the stock’s liquidity and
volatility and on the analyst’s opinion of the business model of the company being analysed. Due to fluctuations of
the stock, the ETR might temporarily fall outside the ranges shown in the table.
EXPECTED TOTAL RETURN FOR THE VARIOUS CATEGORIES OF RECOMMENDATION AND RISK PROFILE
RECOMMENDATION/RATING
BUY
HOLD
REDUCE

Low Risk

Medium Risk

High Risk

ETR >= 10%

ETR >= 15%

ETR >= 20%

-5% <ETR< 10%

-5% <ETR< 15%

0% <ETR< 20%

ETR <= -5%

ETR <= -5%

ETR <= 0%

The methods preferred by EQUITA SIM to evaluate and set a value on the stocks forming the subject of the
publication, and therefore the Expected Total Return in 12 months, are those most commonly used in market
practice, i.e. multiples comparison (comparison with market ratios, e.g. P/E, EV/EBITDA, and others, expressed by
stocks belonging to the same or similar sectors), or classical financial methods such as discounted cash flow (DCF)
models, or others based on similar concepts. For financial stocks, EQUITA SIM also uses valuation methods based on
comparison of ROE (ROEV – return on embedded value – in the case of insurance companies), cost of capital and
P/BV (P/EV – ratio of price to embedded value – in the case of insurance companies).
The purpose of this publication is merely to provide information that is up to date and as accurate as possible. The
publication does not represent to be, nor can it be construed as being, an offer or solicitation to buy, subscribe or
sell financial products or instruments, or to execute any operation whatsoever concerning such products or
instruments.
EQUITA SIM does not guarantee any specific result as regards the information contained in the present
publication, and accepts no responsibility or liability for the outcome of the transactions recommended therein or
for the results produced by such transactions.
All investment/divestiture decisions are the exclusive responsibility of the party receiving the advice and
recommendations, who may decide whether or not to execute the investment/divestment based on his or her
own knowledge and expertise.
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Therefore, EQUITA SIM and/or the author of the present publication cannot in any way be held liable for any
losses, damage or lower earnings that the subject using the publication might suffer following execution of
transactions on the basis of the information and/or recommendations contained therein.
The estimates and opinions expressed in the publication may be subject to change without notice.
The list of all conflicts of interest, rating dispersion, last 12 months recommendation made by Equita SIM’s
analysts and other important legal disclaimers are available on www.equita.eu in the “Legal notices” section.
This document has been provided to you solely for informational purposes and may not be reproduced or
distributed, directly or indirectly, to any other person, nor may it be published, wholly or in part, for any reason,
without EQUITA SIM’s specific authorization. By accepting this document, you agree to comply with the limitations
indicated above.
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