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As committed value investors, Pzena seeks to buy good businesses at low prices, focusing exclusively on companies that are 
underperforming their historically demonstrated long-term earnings power. Through bottom-up fundamental research we seek to 
determine whether such earnings shortfalls are temporary or permanent, and each investment decision weighs risk and return 
potential by considering all issues material to a company’s prospects.  

Because ESG issues can have a material impact on a company’s earnings over time, they are evaluated like any other 
investment issue. Pzena’s integrated approach to ESG ensures that an understanding of material ESG risks and opportunities is 
incorporated into the research process. As many ESG issues will play out over a long timeframe, they require a future-oriented 
perspective, consistent with our long-term, buy-the-whole-business approach to investing.

01 A Strong ESG Proposition Adds Value

02 What are ESG Industry Frameworks
ESG frameworks provide an overview of the critical ESG issues relevant to an industry globally, which are part of our bottom-up, 
company-specific analysis. These frameworks distill material investment issues that can have an impact on a company’s 
financial performance; help identify and quantify additional potential risks and opportunities; and prioritize the most material
ESG issues by industry.

Specifically, the frameworks: 

1. Ensure coverage of key material ESG issues within an industry;

2. Provide a sound basis for quantifying and assessing these issues;

3. Provide a way of prioritizing issues for each company-specific situation.

While these ESG frameworks are relevant to all companies in a specific industry, company-specific nuances and geographical 
considerations always determine any variation to, and prioritization of, our research into these areas. The issues highlighted in 
a framework do not reflect all potential ESG issues for a company but are a guide to what we think are the most common and 
material issues. Company-specific materiality will always be evaluated on a case-by-case basis by our investment team.

We developed these frameworks from a comprehensive set of inputs that we evaluated as part of our proprietary research 
process. In so doing we referred to a wide range of third-party ESG data sources, including SASB (the Sustainability Accounting 
Standards Board), MSCI, RepRisk, and company-reported information.
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An example of how we apply this framework to electrification — the most critical ESG issue facing the automobiles industry — is 
outlined below. The path toward electrification for any original equipment manufacturer (OEM) will depend on a wide range of 
interrelated factors, including technology evolution, changes to regulation, and consumer preferences. As such, while unlikely 
to capture all these factors here, we highlight how a couple of these factors can create risk or opportunities for incumbent OEM 
players.

Some OEMs view electrification as an opportunity to tap new markets and expand in existing ones. Others view it as a threat to 
their current business model. For example, EV-only OEMs see electrification as a big opportunity as they are clearly ahead of 
the curve and are aiming for greater market share, of which most today have little to none. Even Tesla, the leader in EVs, with 
19% of the EV market (70% in the US), produced just 1.8% of total light vehicle sales in North America in 2021. For EV-only 
challengers, electrification is a chance to break into the automobiles industry and stake a claim in the growing share of EVs on 
the road.

Meanwhile incumbent OEMs must shift their strategy away from internal combustion engine (ICE) vehicles toward EVs. 
Incumbent OEMs have had a surprisingly wide range of strategies to transition from ICE to EVs. For example, some have been 
selling EVs for years while others won’t introduce an EV until later this decade. 

What strategy an incumbent OEM chooses, and the risk involved, are primarily driven by two factors: (1) size of the OEM and 
(2) strictness of vehicle emission standards within its core markets (see Figure 1). EV development is inherently expensive — 
costing tens of billions of dollars in R&D and capex — and, hence, size matters. Larger OEMs have the resources and cash flow 
to invest in electrification and are typically at the forefront of the transition away from ICE vehicles. Smaller OEMs, on the other 

03 Automobiles Framework

RELEVANCE TO INVESTMENT THESIS

• Reputational damage from defective vehicles
• Warranty costs 
• Litigation costs

PRIORITY ISSUE

• ICE to EV transition costs (R&D, capex)
• Potential fines for regulatory non-compliance with CO2 emissions standards
• Market share loss/gain due to changing consumer adoption of EVs

• Flexibility to rightsize cost structure as needed
• Business disruption from strikes/collective action

• Ability to attract and retain top engineering talent, especially as software becomes more 
important to the automobiles industry

• Availability and price volatility of raw materials and key components
• Reputational damage from unsustainable sourcing practices

• Company specific
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hand, lack the resources necessary to overhaul their 
business. As such, the risk is greater for OEMs that 
lack scale to manufacture EVs that consumers want.

The second factor impacting an OEM’s EV strategy 
is strictness of vehicle emission standards in its 
core markets. The risk to valuation is greatest for 
OEMs that sell ICE vehicles in countries whose 
governments are pushing a greener, all-electric 
future. European countries, for example, have been 
pushing aggressively toward zero emission from 
road transport, forcing OEMs to make the necessary 
investments to electrify their fleets or face stiff 
penalties. The United States and China are following 
Europe’s lead, while emerging economies are 
generally further behind. The difficulty with assessing 
this risk is that administrations and policies are 
constantly changing, coupled with the fact that 
companies need to plan for these investments over 
several years. 
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Pzena is bottom-up oriented and, therefore, we look at each company on a case-by-case basis. Below we use Volkswagen to 
illustrate how our auto framework can be applied to a specific company. 

Volkswagen is the second-largest auto manufacturer by sales with brands including Volkswagen, Porsche, Audi, ŠKODA, SEAT, 
Bentley, Scania, MAN, Lamborghini, Ducati, and Bugatti. Headquartered in Germany, the company’s main sales markets are 
Western Europe and China, with additional volumes spread widely across several other key regions.

• Flexibility to right-size cost structure
• Risk of business disruption

How Volkswagen rates on the broad framework issues:

• Reputation
• Warranty costs
• Litigation costs

PRIORITY ISSUE VW 
MATERIALITY ISSUE DETAIL VW 
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• Transition costs
• Compliance with CO2 emission standards
• Positioning for emerging opportunities
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04 Application of the Framework: 
Volkswagen

Volkswagen is facing ESG-related challenges to its business model primarily from electrification and product safety, both of 
which are impacting earnings and the range of outcomes for the business. Volkswagen’s management has embarked on a 
forward-thinking strategy to overcome these challenges, turning them into growth opportunities. 

1. Electrification Risk
The greatest risk and opportunity facing Volkswagen is the shift to EVs. While costs to transition the company are massive — 
Volkswagen is forecasting $86B on future technologies through 2025 — the real risk to Volkswagen is not moving fast enough in 
its electrification transition. The battle for EV market share has begun, and it is being waged by incumbent OEMs as well as new 
entrants, most notably Tesla. The increased competition is a result of lower barriers to entry in electrification technology.
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Despite increased competition, it is our view that the largest incumbent OEMs like Volkswagen are well positioned to out-
compete most newer entrants in the automobile industry from a capital perspective. The EV race is a marathon, and any EV 
business will require years of negative free cash flow to reach profitability. Having an existing ICE business that generates 
positive cash flow will allow incumbent OEMs to bear the costs of electrification. EV-only manufacturers must rely on financing 
from capital markets to get to profitability, and any setback along the way could shut them down.

Europe, Volkswagen’s largest market, has been aggressive in setting legislation to accelerate the EV revolution. Tightening of 
CO2 emissions for passenger cars means the pace of electrification needs to be stepped up by automakers. Europe’s CO2 
emissions target was 95 g/km for 95% of each manufacturers’ new passenger cars registered in 2020, increasing to 100% from 
2021 onwards. Volkswagen faced a fine of more than 100 million euros for missing the 2020 EU target (manufacturers pay 
€95 for each g/km exceeding the target per vehicle) but is likely to reach 2021’s target. Looking ahead, it should be relatively 
easy for Volkswagen to comply until 2025, at which point yet-to-be-announced Euro 7 (Europe’s auto emissions standards) will 
take effect. Details of Euro 7 will be influenced by the European Commission’s broader “Fit for 55” legislation package, which 
seeks to cut CO2 emissions targets by a further 55% by 2030 followed by 100% cut by 2035 — meaning it would be practically 
impossible to sell internal-combustion engine vehicles in Europe after that.

Volkswagen’s electrification push in Europe, to keep up with stricter emissions standards, has created an opportunity to take 
share in the United States, where emissions standards are less stringent and incumbent OEMs like Ford and GM have been 
less aggressive in their electrification plans, at least until recently. As a result, Volkswagen has a 9% market share in EVs in the 
United States compared to its ICE market share of 4%.

2. Product Safety Risk
Volkswagen took a massive hit in 2015 when its Dieselgate emissions scandal came to light. The company has already paid 
out more than €33 billion in penalties, financial settlements, and warranty costs related to the scandal, with more on the way. 
Reputational damage, though difficult to quantify, likely cost the company billions of euros more in lost sales as many consumers 
lost trust in the Volkswagen brand.

The good news is that Volkswagen used Dieselgate to change the culture within the company, reinventing itself as a leader in 
electrification. Today Volkswagen is seen as the incumbent OEM best positioned to challenge Tesla in electric vehicles — a 
far cry from where it was six years ago when the name Volkswagen was synonymous with cheater and polluter. Moreover, we 
believe Volkswagen understands that product safety is a win-win. Safe vehicles save lives and build consumer trust while also 
lowering warranty and litigation costs. Meanwhile vehicle defects and safety recalls can lead to reputational damage and lower 
margins. 

3. Other ESG Risks
Volkswagen faces other material ESG risks including those associated with labor relations, human capital, materials sourcing, 
and governance. These risks are difficult to quantify; nevertheless, their importance is real, and they can have a direct impact 
on financial performance. For example, Volkswagen is often criticized for its governance. The issue is that labor effectively has 
majority control of the company’s supervisory board. As required by German law, Volkswagen’s 20-person board is split evenly 
between labor representatives and shareholder representatives; however, the state of Lower Saxony, where many Volkswagen 
employees work, appoints two shareholder representatives (through its 20% ownership of the voting shares) and tends to side 
with the 10 worker representatives. With 12 of the 20 votes, the worker representatives and the state of Lower Saxony together 
can block efforts to cut jobs and make the company more efficient, creating a long-running conflict between management and 
labor leaders at Volkswagen.

4. Engagement with Volkswagen
We have had several discussions with management on electrification and how the company’s strategy is aligned to mitigate 
the risks and benefit from this trend. We have met with Volkswagen’s CEO and CFO at least once per year, with additional 
engagements with Investor Relations and the company’s ESG team when we are considering how to vote proxies. We believe 
that the management team is very competent and attuned to facing ESG-related challenges, and we will continue to engage with 
them frequently.
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FURTHER INFORMATION 

Data and estimates based on company and industry reports and Pzena analysis as of December 2021.

This document is intended solely for informational purposes. The views expressed reflect the current views of Pzena Investment Management, LLC (“PIM”) 
as of the date hereof and are subject to change. PIM is a registered investment adviser registered with the United States Securities and Exchange Commission. 
PIM does not undertake to advise you of any changes in the views expressed herein. There is no guarantee that any projection, forecast, or opinion in this 
material will be realized. Past performance is not indicative of future results. All investments involve risk, including risk of total loss.

This document does not constitute a current or past recommendation, an offer, or solicitation of an offer to purchase any securities or provide investment 
advisory services and should not be construed as such. The information contained herein is general in nature and does not constitute legal, tax, or investment 
advice. PIM does not make any warranty, express or implied, as to the information’s accuracy or completeness. Prospective investors are encouraged to consult 
their own professional advisers as to the implications of making an investment in any securities or investment advisory services.

The specific portfolio securities discussed in this presentation are included for illustrative purposes only and were selected based on their ability to help you 
better understand our investment process. They were selected from securities in one or more of our strategies and were not selected based on performance. 
They do not represent all of the securities purchased or sold for our client accounts during any particular period, and it should not be assumed that investments 
in such securities were or will be profitable. PIM is a discretionary investment manager and does not make “recommendations” to buy or sell any securities. 
Volkswagen as of 12/31/2021 was held in several of our strategies.. There is no assurance that any securities discussed herein remain in our portfolios at the time 
you receive this presentation or that securities sold have not been repurchased.

For UK Investors Only:
This document is issued by Pzena Investment Management, Limited (“PIM UK”). PIM UK is a limited company registered in England and Wales with 
registered number 09380422, and its registered office is at 34-37 Liverpool Street, London EC2M 7PP, United Kingdom. PIM UK is an appointed 
representative of Mirabella Advisers LLP, which is authorised and regulated by the Financial Conduct Authority. The Pzena documents are only made available 
to professional clients and eligible counterparties as defined by the FCA. Past performance is not indicative of future results. The value of your investment may 
go down as well as up, and you may not receive upon redemption the full amount of your original investment. The views and statements contained herein are 
those of Pzena Investment Management and are based on internal research.

For EU Investors Only:
This marketing communication is issued by Pzena Investment Management Europe Limited (“PIM Europe”). PIM Europe (No. C457984) is authorised and 
regulated by the Central Bank of Ireland as a UCITS management company (pursuant to the European Communities (Undertakings for Collective Investment 
in Transferable Securities) Regulations, 2011, as amended).  PIM Europe is registered in Ireland with the Companies Registration Office (No. 699811), with 
its registered office at Riverside One, Sir John Rogerson’s Quay, Dublin, 2, Ireland.  Past performance is not indicative of future results. The value of your 
investment may go down as well as up, and you may not receive upon redemption the full amount of your original investment. The views and statements 
contained herein are those of Pzena Investment Management and are based on internal research. 

For Australia and New Zealand Investors Only:
This document has been prepared and issued by Pzena Investment Management, LLC (ARBN 108 743 415), a limited liability company (“Pzena”). Pzena is 
regulated by the Securities and Exchange Commission (SEC) under U.S. laws, which differ from Australian laws. Pzena is exempt from the requirement to 
hold an Australian financial services license in Australia in accordance with ASIC Corporations (Repeal and Transitional) Instrument 2016/396. Pzena offers 
financial services in Australia to `wholesale clients’ only pursuant to that exemption. This document is not intended to be distributed or passed on, directly or 
indirectly, to any other class of persons in Australia. In New Zealand, any offer is limited to `wholesale investors’ within the meaning of clause 3(2) of Schedule 
1 of the Financial Markets Conduct Act 2013 (`FMCA’). This document is not to be treated as an offer, and is not capable of acceptance by, any person in New 
Zealand who is not a Wholesale Investor.

For Jersey Investors Only:
Consent under the Control of Borrowing (Jersey) Order 1958 (the “COBO” Order) has not been obtained for the circulation of this document. Accordingly, 
the offer that is the subject of this document may only be made in Jersey where the offer is valid in the United Kingdom or Guernsey and is circulated in Jersey 
only to persons similar to those to whom, and in a manner similar to that in which, it is for the time being circulated in the United Kingdom, or Guernsey, as 
the case may be. The directors may, but are not obliged to, apply for such consent in the future. The services and/or products discussed herein are only suitable 
for sophisticated investors who understand the risks involved. Neither Pzena Investment Management, Ltd. nor Pzena Investment Management, LLC.
For South Africa Investors Only:

For South African Investors Only:
Pzena Investment Management, LLC is an authorised financial services provider licensed by the South African Financial Sector Conduct Authority (licence nr: 
49029).


