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June 5™, 2000

Mr. Roger S. Ballentine

Deputy Assistant to the President for Environmental Initiatives
The White House

1600 Pennsylvania Avenue

Washington, D.C.

Subject: Financial community incentives for environmentally sustainable business -

Desar Roger:

Thank you for the opportunity to speak with you at the Globe 2000 Conference in
Vancouver, BC this March. One of the most encouraging aspects of this conference
was the emergence of evidence that environsentally sustainable business is also
highly profiable. One of the keys to identifying envitonmentally sustainable
businesses is the use of "sustainability metrics." Sustainability metrics techniques
form an important bridge by linking business performance with environmental
effects, and have emetged rapidly with increasing knowledge about the business
costs of environmental effects.

The a2ccurate measurement of environmental sustainability allows the
financial/igvestment community and business managers to encourage
envitonmentally sustainable practices becanse rthose businesses are more profitable.
Iustrative of this fact, several of the key presentations at Globe 2000 provided
evidence that showed supetior business profitability results from environmentally
sustainable business practices. Inportantly, persuasive evidence shows thar envirommentally

sustainable business practices could alsn identify good general businéss mangsement.

The Environmental Empowerment Foundation believes that this approach could be
more powerful than regulatory control of business because it would be "self-
policing.” A self-motivated approach towards environmentally sustainable business
practices, originating within the business and financial communites, would result in
enormous benefits for both business and the envitonment.

Good measurement is fundamental to good management. Business leaders are
constantly seeking better measurement tools for their own organizations to ensure
better management. Repeatedly during the conference, executive officers sought
methods to include environmentally sustainable business practices in their
organizations. They were unaware, however, of good models for business
sustainability. Addidonally, they could not measure whether sustainable business
practices were working. The wide range of ways currently used to evaluate business
sustainability does not yet provide an adequate basis of compatison. Thus, it fails to
provide a consistent basis for comparison that is essential.

Cover Leaer for Sust Metrics.doc
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Foundation

Therefore, we suggest that a conference be held in to develop a common basis for
measuring environmental sustaimability. Government often brings together industry
mrerests to develop common standards for the benefit of the entire secror, We
suggest that the importance of environmental sustainability metrics is great; the
opportunity s available; the technology has advanced sufficiently to create these
metrics tools, and the benefits would be substantial for many interested parties.

The analogy we suggest is to the "Generally Accepted Accounting Practices"
(GAAP) standards now used in the financial accounting field. The GAAP standards
were developed to meet specific needs, such as comparability between business
annual reports that was identified as a need following the Great Depression. Just as
GAAP were developed to meet specific accounting needs and bring uniformicy to
the accounting world, uniform sustainability metrics would meet the urgent need for
businesses to understand environmental sustainability more clearly. We now face a
similar urgent need for businesses to understand environmental sustainability more
clearly.

The development of metrics for environmental sustminability would have numerous

benefits, including:

e For business: Managers/CEOs will have specifie\knowiedge to shape business
practices towards sustainability, including both profitability and environmental
sustainabiliry.

* For capital markets: Lenders/investors would be able to compare businesses
and invest in those that are profitable and sustainable.

* For political leaders: Pro-business/pro-environment is a centrist position that
can be cast as a beneft o both conservative business leaders and liberal
environmenta) leaders.

* For the environment Positive, environmenrally sustainable business practices
are at the heart of reversing negative environmenral trends.

The Environmenral Empowerment Foundation proposes that the conference be
held under the sponsorship of the White House to bring together leaders with a

strong common interest in developing environmental sustainability metrics:

Business executive officers

Financial/ investment community leaders
Environmental sustainability leaders
Financial/economic analysts

Scienufic/ research community leaders
Accounting analysts

Information/¢ommunications experts

¢ & o6 o 9
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Dr. Matthew Kiernan, a leading thinker in the area of sustainabiliry metrics for the
financial/investment community, has already identified key participants in such a
conference, and the Foundation strongly supports his initiative. The Environmental
Empowerment Foundation will work with Dr. Kiernan to assemble the conference
with assistance and coordination through Jeff Seabnight of your office. Jointy, we
will develop an agenda for the conference. We antcipate a working group of 20 to
40 key individuals, which would serve to develop specific projects, related to
sustainability metrics,

We look forward to discussing with you this opportunity in the near future. For

- further information about the Environmental Empowerment Foundation please visit

our Website at http://www.betterearth.org.  You may cormact me by e-mail at
khansen@betterearth.org, or by telephone ar 610.558.3300, x158.

. Very Truly Yours,

Environmental Empowerment Foundation

Kevin Hansen, P.M

Executive Director

Ce: Dr. Matthew Kieman

Dr. Martin Whittaker
Chiang Tai, EEF
Paul Osimo, EEF
Jeffrey Hallett, EEF
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Finance and Climate Change

Summary: Wall Street can and should play a larger role today in mainstreaming carbon risks
and benefits in asset valuation, which would in turn accelerate corporate commitmenls to
become more climate friendly. A high-level dialogue with senior policy makers could help
achieve this goal.

White House climate change outreach efforts to date have focussed almost exclusively on
manufacturing and basic industry, utilities and technology developers. We have not aggressively
engaged with the financial sector, which arguably has the greatest potential to leverage change.
Capital markets are the “financial oxygen” on which companies depend for debt and equity
financing, and are therefore effective tools to both punish and reward corporate behavior.

Over the last decade, institutional investors increasingly have recognized the linkage between
environmental performance and financial performance. Inclusion of environmental concerns as
contingent liabilities on balance sheets is now common practice, but has not extended to carbon
dioxide and other greenhouse gasses. The recently released “Dow Jones Group Sustainability
Index”, which tracks environmentally responsible companies which consistently outperform their
peers globally, is another confirmation of this enviro-finance link.

The one aspect of climate that has captured limited attention is the nascent carbon reduction and
offset market. Price Waterhouse Coopers recently created a group focussed exclusively on carbon
trade issues. In addition, two of the largest Wall Street firms, Cantor Fitzgerald and Tullett &
Tokyo Liberty have taken major initiatives into carbon trading. Howard Cantor is personally
engaged in his company’s new carbon desk and the global currency and bond broker Tullett &
Tokyo Liberty has recently purchased Natsource which has an active emissions brokerage to
gain a foothold in this nascent carbon market. :

Although climate change is likely to have a greater impact on the U.S. business community and
financial markets than other environmental issues in the decades ahead, Wall Street has not yet
“mainstreamed” the issue, due largely to lack of information about the potential impacts of a
carbon-constrained world. Other countries, however, are moving ahead: Germany, Switzerland
and Australia have legislation pending that would require companies to include carbon reporting
in their annual reports. In the UK, imminent greenhouse gas emissions legislation has prompted
European investment banks to convene recent roundtable sessions with greenhouse gas market
experts in order to begin the process of addressing these issues.

Companies that own large and growing stationary sources of greenhouse gas emissions arguably
carry a carbon “liability”— a fact that should be incorporated in any calculation of net present
value. Similarly, companies that have progressive emissions management strategies may be more
richly rewarded in a carbon-constrained world and their value should reflect that in some
measure. There are clearly risks and opportunities to the future revenue streams of companies
but the impact of greenhouse gas emission constraints is not yet formally legislated and therefore
not easily quantified. The potential impact of the issue has not come to the attention of many
Wall Street senior managers this has impeded the development of the relevant risk management



tools. However, there is now a widespread recognition that some form of carbon regime will
likely take effect over the next twenty years.

As Mark Moody-Stuart, CEO of Shell, has stated: _
“Applying a rough estimate for future carbon prices to new long term investments,
despite all the inherent uncertainties, seems to me an imminently more sensible way to
manage the risk and win competitive advantage, than continuing to assume, as we have
historically done, that the costs of emitting carbon will remain or return to zero.”

To help broaden and deepen Wall Street’s understanding of climate change and its impact on
their industry, it may be useful to convene a trilateral dialogue among policymakers in the
Administration, financial leaders and business leaders. The meeting would focus on “best
practices” of successful companies, assessment of carbon liabilities, potential for carbon assets
and profits from trading, the need for common disclosure and accounting approaches to carbon,
and the potential for a corporate-led initiative to “value” carbon in trade and investment.

Some major players on Wall Street have demonstrated environmental credentials and could be
looked to for leadership, e.g. John Hill Wilson (Managing partner at Morgan Stanley and ED .
Board member); John Rosenwald (Vice Chairman, Bear Stearns also on ED Board); Hank
Paulon (CEO Goldman Sachs is on TNC Board) etc.

From the Administration perspective, the optimal outcome of such an event would bea
commitment by several “blue chip” companies to work towards a common approach to including
carbon liabilities, premised on the assumption that some form of global carbon regime will
emerge. The signal sent by such a move by major financial houses would significantly accelerate
corporate commitments to address climate change.



Natsource on the Financial Markets and Climate Change

Business increasingly recognizes that whatever the fate of international negotiations on the Kyoto
Protocol, growing scientific consensus about the occurrence of anthropogenic climate change will
inevitably result in some form of greenhouse gas (GHG) emissions restrictions. Prudent business
managers need to consider what preparations are necessary to thrive in a “carbon-constrained”
future business environment. The financial sector, as an engine of economic growth and
development, has unique role to play in preparing companies for this environment. Now is an
appropriate time for financial leaders on Wall Street to consider exactly what this role might be.

Natsource has been actively involved in the development of the evolving risk-management-driven
GHG reductions market. Consequently, we have a strong understanding of the associated risks
and opportunities facing companies. In view of this experience, Natsource recently was invited to
present to a roundtable session of investment banks in London to discuss the role of the financial
sector in GHG markets. We would be delighted to share these views with colleagues on Wall
Street. :

There are several relevant issues, which could be further discussed in our meeting. A few of the
most important topics are:

e Equity price valuation: From an equity analyst's point of view, questions are likely to focus
on how a company’s future revenue flows will be affected by emissions restrictions and
markets for emissions permits. At a general level, there is a sense that fuel producers such
as oil and gas companies may face net costs, while more environmentally benign companies
may eam net revenues under regulated carbon constraints. But there is a need for more
sophisticated analysis. Under most proposed GHG regulation energy companies will not be
liable for the carbon embedded in the fuels they produce, but rather for the actual GHG
emissions that result directly from their business activities. As an asset class, sellers of high
carbon fuels may encounter slackening demand growth as consumers shift to ever more
price-competitive low-carbon fuels. This may lead to absolute revenue loss within a sector.
But how might a company perform relative to competitors within its sector? For example if an
oil company effectively manages its direct emission exposure and diversifies its business
activities away from high-carbon fuels, should this company’s equity valuation reflect this
strong potential for revenues? How should this be quantified? Answers to these questions
require an understanding of the GHG market, allowance pricing, and GHG risk management.

e Accounting: As legislation to restrict GHG emissions advances at various levels of
government, and as markets for emissions permits originate and mature, accurate accounting
practice will necessitate that companies report their GHG-related assets and liabilities. Waill
Street leaders should contribute their input on the nature of relevant standards and
methodologies to the Federal Accounting Standards Board.

¢ Lending/project finance: Companies use capital markets to finance new investments. The
willingness of investors to lend on favorable terms depends on investments' risk and
expected rate of retumn. The establishment of GHG emission constraints changes traditional
calculations of rates of return. For example, investment in a coal-fired plant may be much
less attractive in the future as emissions restrictions impose increasing costs. Conversely, a
wind power development may not have been attractive to investors in the past, but the
prospect of an additional and substantial stream of revenue from associated GHG credits
might make the project competitive. In addition, the GHG market can be a source of up-front
project finance through the forward sale of embedded emission reductions, thus reducing the
initial capital requirements of climate-friendly projects. Investment banks will need to amend
lending and project finance criteria to account for these changes in valuation, and the types of
business activities that receive finance will change accordingly.



Trading: Companies facing GHG emissions restrictions will need to develop strategies for
compliance, hedging risk, and exploiting opportunities. These strategies will include a mix of
internal emissions abatement measures and participation in markets for emissions permits
and derivatives. But many industries that may be affected by GHG restrictions have little
trading experience or little capacity to operate in sophisticated markets. Trading may not be
their core activity, and companies may find it advantageous to outsource their trading
requirements to specialized traders with the technical capacity and expertise to manage
positions effectively and reliably. There is precedent in power markets for investment banks
to trade the positions of generation companies in return for guaranteed minimum rates of
return. Of course, investment banks will use liquid GHG market to trade for their own
account.
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EXECUTIVE SUMMARY

issues can successfully be integrated into

financial analysis. It explains a newly devel-
oped methodology derived from fundamental prin-
ciples of financial analysis and demonstrates the
approach by applying it empirically to companies in
the U.S. pulp and paper industry. The results show
clearly that companies within this industry face
environmental risks that are of material signifi-
cance and that vary widely in magnitude from firm
to firm. These risks are not evident in companies’
financial statements nor are they likely to be incor-
porated in current market valuations.

T his report demonstrates how environmental

The methodology is consistent with the frame-
work used by analysts to evaluate conventional
business risks and opportunities, and avoids some
of the limitations of other approaches currently
used to relate environmental and financial perfor-
mance. The approach is forward-looking and
scenario-based, recognizing that financial markets
are concerned more with the future than with the
past. It deals explicitly with uncertainties regarding
future environmental policies and other environ-
mental pressures on the firm, rather than merely
assessing past and present levels of environmental
performance. It uses standard techniques of finan-
cial analysis to derive measures of expected envi-
ronmental impacts on share values and financial
measures of environmental risk. It focuses on those
environmental issues deemed most important by
industry experts and not simply those for which
data are readily available.

This tool will be of interest to professionals in
both investment and corporate communities.
Investors can use it to integrate environmental
risks more fully into financial analysis in evaluating

potential mergers and acquisitions, in securities
analysis and portfolio building, in credit rating, and
in insurance underwriting. Environmental man-
agers can use it to quantify their environmental
exposures and risks; to benchmark their companies
(or facilities) against rivals; to identify which invest-
ments in environmental control would do most to
reduce their outstanding environmental risks; and
to move beyond compliance-based environmental
actions toward a more forward-looking and strate-
gic approach. Managers and CFOs could use it to
gauge how much it would be worth spending in
self-insurance to eliminate environmental risks, or
as part of a strategic management system empha-
sizing real options.

APPLYING THE METHODOLOGY

We have tested the methodology by applying it to 13
companies in the U.S. pulp and paper industry. In
this industry, environmental developments will sig-
nificantly affect future materials and energy costs,
earnings, and balance sheets. This industry:

« depends on forest harvests and recycled paper
for its raw materials;

. is one of the most energy-intensive of all
industries;

. emits a wide range of toxic and conventional
pollutants to air, water, and land;

« is one of the largest contributors to the solid
waste stream,;

« is identified in the public mind with pollution
and resource degradation;

PURE PROFIT: THE FINANCIAL IMPLICATIONS OF ENVIRONMENTAL PERFORMANCE



. is subject to an enormous range of environmen-
tal and natural resource regulation and litiga-
tion; and

. must allocate significant portions of investment
and operating outlays to environmental control
programs.

To an extent equaled by few others, the environ-
ment can significantly affect the financial results of
companies in the pulp and paper industry.

Mainly as a result of decisions taken in years past
for broader business reasons, companies have posi-
tioned themselves differently with respect to pending
environmental issues. Where mills and forestlands
are located, what products they turn out, and what
technologies are imbedded in the capital stock are
historical factors that largely determine companies’
exposure to impending environmental issues. The
legacy of past decisions makes some firms vulnera-
ble to certain issues and others virtually immune.

The steps in the methodology are

a. identifying salient future issues;

b. building scenarios around each;

c. assigning probabilities to scenarios;

d. assessing company exposures to these issues;

e. estimating financial impacts contingent on
scenarios; and

f. constructing overall measures of expected
impact and risk.

Steps (a) to (c) were undertaken with the assis-
tance of industry representatives as well as outside
experts to ensure that priority industry issues were
identified. Information was collected on impending
air and water quality regulations, fiber supply
issues, and climate change issues. Scenarios were
generated reflecting possible developments in these
areas and probabilities assigned to each.

In step (d), firm-by-firm information was collected
on the priority issues. Information was compiled

from publicly available sources, including annual
reports, Securities and Exchange Commission (S EC)
filings, and other releases by the companies them-
selves; news reports; pulp and paper industry direc-
tories; and Environmental Protection Agency (EPA)
public data files on facility-by-facility environmental
performance.

In step (e), the companies’ exposures to the vari-
ous environmental scenarios were translated into
financial impacts. For each company and each sce-
nario, the financial impacts on revenues, production
costs, investment spending, and the value of owned
assets were estimated individually for all years of the
forecast period, then reduced to discounted present
values using an estimate of the weighted average
cost of capital. These present values were then
added to obtain a net financial impact for the sce-
nario and the company in question. The financial
impact was then expressed as a percentage of a com-
pany’s current market valuation.

In step (f), the financial impacts of individual sce-
narios were aggregated for each company with prob-
ability weightings to arrive at overall measures of
exposure and risk for the range of environmental
issues examined.

RESULTS AND CONCLUSIONS

The scenarios outlined in this report would have
substantially different financial implications across
companies. For some firms, should a particular sce-
nario come to pass, the financial impact would be
significant; for others, the impact would be insignifi-
cant or even opposite in direction.

Such differences are clear when summary statis-
tics for all the companies in the study are arrayed
together. (See Figure A.) The most likely outcome for
each company is represented by a dot, indicating the
expected impact on its share value of impending
environmental issues. A few companies can reason-
ably expect an insignificantly small positive or nega-
tive effect—less than three percent one way or the
other. At the other extreme, three companies could,
at this point, expect quite a significant negative
impact—greater than 1o percent of their total mar-
ket value. The others face a most likely impact of
between 4 and 8 percent of share value.

PURE PROFIT: THE FINANCIAL IMPLICATIONS OF ENVIRONMENTAL PERFORMANCE



FIGURE A. i FINANCIAL EXPOSURE TO PENDING ENVIRONMENTAL ISSUES OF
! 13 U.S. PULP AND PAPER COMPANIES
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The range of potential outcomes also varies greatly
from one company to another. The variance of
impacts, as a measure of financial risk arising from
exposure to these environmental issues, is less than 1
percent of share value for three companies in the
group. At the other extreme, it is greater than g per-
cent of share value for two other companies. The for-
mer group is effectively hedged against environmental
risk, in the sense that its future earnings will not be
highly sensitive to the outcome of the issues it faces.
The latter companies are greatly at risk; their earnings
will depend heavily on the way these issues develop.

Of course, the figures reflect current expectations
of the magnitude of environmental issues and their
likely occurrence, both of which are subject to
change over time. Company value on environmental
issues will be continually evolving, just as company
values are continually adjusted on the stock market.
This tool provides a way to relate a firm’s environ-
mental performance decisions to its value and risk
to shareholders.

The information on environmental exposures and
risks in this paper goes substantially beyond what
companies report in their financial statements.
Companies tend to report only on capital costs to be
incurred to comply with environmental standards

and regulations that have already been issued in
final form and on remediation costs for which the
company has already been implicated through EPA
action. In our group of 13 companies, only three
mentioned in their most recent annual financial
report any of the environmental issues analyzed
here. All three of those companies offered only
qualitative discussion.

Companies also assume that regulations will affect
other firms in the industry equally. Several companies
offered statements to the effect that “[the company]
does not anticipate that compliance with [environ-
mental] statutes and regulations will have a material
adverse affect on its competitive position since its
competitors are subject to the same statutes and regu-
lations to a relatively similar degree.” The results in
this paper demonstrate that such statements are erro-
neous and potentially misleading. The same environ-
mental standards are likely to have quite different
impacts across companies in the industry.

Financial analysts could gain additional insights
into companies by using the approach outlined
here. However, to do so will require a greater flow of
company-specific information than is currently
available. The EPA, the SEC, and the companies
themselves could all help in this regard.
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bH.
 During severalyears' work with. the
Chicago:Board of Trade;he:was-instru-
eentalin developing/the exchange's
annual auction of stlphar dioxide’: -
allowances and its options and futures
contracts for catastrophe insurance,

Dow jones Sustainability Group

Index: five-year performance
{Jan 1, 1994-jun 30, 1999, US doliar, price index)

World Americas us

Europe Paciti

wo facets of the convergence of

environmental and capital markets
became visible in September 1999 as final
preparations were being made for the COP 5
climate change meetings in Bonn.

The early news from the markets is good.
The cost of reducing greenhouse gases is less
than early forecasts and corporations that are
sustainable yield superior value to shareholders.

In London, British Petroleum reported on
the success of its pilot program in greenhouse
gas emissions trading and announced its plan to
expand to group-wide emissions trading in
January, 2000.

In Zurich and Chicago, Dow Jones and the
SAM Sustainability Group announced the
launch of a family of comprehensive stock
indexes — the Dow Jones Sustainability Group
Index (DJSGI) — that track the share prices of
the leading companies that have a proven
record of being financially, socially and environ-
mentally sustainable. The select companies rep-
resented in the new indexes demonstrate a
real commitment to reducing pollution and
safeguarding human and natural resources.

In 1998 British Petroleum — a component
of DJSGI — announced that it would voluntari-
ly reduce its greenhouse gas emissions to 10%
below 1990 levels by the year 2010. It began a
pilot emissions trading program to accomplish
this objective in the most cost effective way.
Twelve business units initially participated. The
cost of reducing a ton of carbon emissions in
early trades was approximately $63-$70
($17-$20/ton CO,). Although the initial prices
should be viewed cautiously, they are signifi-
cantly below some early forecasts of $200 per
ton. Furthermore, the expansion to group-
wide emissions trading and the inclusion of
credit-based trading (e.g. net emission reduc-
tions associated with external investments in
energy efficiency and carbon sequestration)

should witness a further reduction in costs
associated with meeting the corporate targets.
It is important to emphasise that British
Petroleum extended its commitment when it
acquired two US companies,Amoco and Arco.

The comprehensive sustainable stock
index family includes an index with global cov-
erage, the DJSGI World, as well as regional
indexes focused on companies in Europe,
North America, Asia-Pacific, and a country
index — DJSGI USA.

The table shows salient features of the
global DJSGI index. o

The DJSGI index is fully integrated with th
Dow Jones Global Index in the sense that it
uses the same calculation, publication and
review methodologies. Sustainability ratings for
individual companies are based on general sus-
tainability criteria, industry sustainability and a
corporate sustainability criteria. In addition to
public information a proprietary corporate
sustainability questionnaire is used.

The results of backcasting the price appre-
ciation performance of the indexes are very
instructive. As shown in the chart, in all
instances the sustainable indexes outper-
formed the standard Dow Jones index.
Furthermore, these superior returns were
realised with minimal increases in volatility
(risk) relative to comparable indexes. Evidence
from the markets shows that sustainability and
maximisation of shareholder value are entirely
compatible.

Both these examples of the convergence
of the environmental and financial markets pro-
vide interesting price signals. The cost of reduc-
ing greenhouse gas emissions appears to be
lower than many predicted and corporations
that cut pollution and manage for sustainability
will increase value to their shareholders.
Special thanks to Dr Alois Fiatz, Dr Michael Walsh
and Rafael Marques for their valuable input

Number of companies: 229
Selection criteria:

Coverage:

Share weighting process:
Currency:

Base value:

Salient features of the Dow Jones Sustainability Group World Index

Total market capitalisation: $4.3 trillion :

Dow Jones Global Index companies scoring in the top
10% of SAM sustainability index - '

73 major industries in 22 countries, best-of-class selection
market capitalisation

prices and total returns expressed in US dollars and euros
set at 1,000 on December 31, 1998
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To: Roger S. Ballentine/WHO/EOP@EOP

cc:
Subject: Re: testing testing 123

WRI note attached.
Forwarded by Jefferson B. Seabrightt WHCCTF/EOP on 05/05/2000 03:51 PM

Nancy Kete <nkete@wri.org>
05/04/2000 04:35:29 PM
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Record Type: Record

To: Jefferson B. Seabright WHCCTF/EOP

cc: Don Reed <donr@wri.org>
Subject: Re: testing testing 123

wow. that is one heck of an email address. No wonder you don't give it over the phone.

| talked with Don Reed, our resident financial guru about the prospect we discussed. His quick first take
follows. | guess our recommendation is that the issue is still a little under ripe to blow a one shot great
opportunity on at this time. Although it would still be a bit risky late in the summer or early fall, we would
probably be far enough along with our project to feel we had something that folks could talk about, or to
stimulate discussion. We wouldn't want to lose out on an opportunity like this before the election.

Jeff, you might want to talk to Don directly about the state of the art wrt investing for climate or to protect
from climate policy, and get his take on how far innovest and the like are on the issue. His number is 202
729-7649.

From Don:

1) The Whitehouse brings uncommon convening power on this subject.

2) That's good in that it would get the SEC to the table at a senior level to hear investors talk about what's

important to them on this issue.

3) It's not so good for investors who never like being told what to do, etc. by government.

4) While timely, the work on this isn't really ripe yet. Plenty of folks have the broad context. Innovest and

others have some data. But no one yet has a good clean analysis for investors about how climate change
will affect their portfolios. That's why WRI is trying to develop that analysis.



i

5) What's the desired outcome? Getting this on the screen at a senior level at the SEC is worth the price
of admission, but there needs to be more. For the main conversation with investors, government doesn't
need to be at the table, but this would clearly be an opportunity to get the ideas in front of investors who
wouldn't show up but for the Whitehouse ask.

>>> <Jefferson_B._Seabright@whcctf.eop.gov> 05/04/00 12:08PM >>>
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Record Type: Record

To: Roger S. Ballentine/WHO/EOP@EOP, David Gardiner/CEQ/EOP@EOP

cc:
Subject: Finance Mtg

Roger: Below are some thoughts on how to approach this issue tomorrow. The unanswred
question I have is how ripe this issue is among financiers -- can we get senior attention? Dirk
and Fred Krupp will be talking about this generally to their moneymen at the ED Board mtg
this weekend in San Francisco. WRI's expert working this , Don Reed, thinks that the WH
effect is needed to put this issue on the radar screen more visibly.

Broadly, there are two ways to go:

Option 1: A business/NGO-led conference in DC/NY with senior Adm representation (ED and
WRI likely leaders on NGO)

Option 2: An Administration/WH-led event in DC .

Issues: focus more on the positive side of the ledger: emergence of emissions trading market,
performance of “sustainable” companies (Dow Jones Sustainability Index, Morningstar); also
touch on asset valuation and need for common metrics.

What do we get out of this? I think we can:

1. get more acknowledgement that “things are moving” in the US as we head to COP 6
(we got a little bump on the emissions market in Bonn last year and this is a theme Sandalow
wants to hit in The Hague).

2. generate higher visibility for the connection between finance and climate among
opinion leaders on the Street and elsewhere, including SEC.

3. Possible tangible deliverable on “the way forward” - maybe something on metrics as
proposed by Kevin Hansen could emerge
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We appreciate the President’s continued engagement on the issuc of global climate change, the most N ?
important international environmental issue of our time. At the Tecent World Economic Ferum in Davos,

Switzerland, the participants voted climate change to be the “greatest challenge facing the world at the

beginning of the cenwury.” They also voted it to be e issue where business could most effectively adopta

leadershop roje.

Dear Mr. Podesta,

The international business cornmunity is beginning to take the issue of global climate change seriously.
Major companies are adopting comprehensive greenhouse gas management regimes in order to prepare for
o carbon-constrained future. These companies, like BP-Amoco, Shell and DuPont, are demonstrating that
the climate change issue is can be addressed without sacrificing economic growth.

The international financial community is also becoming increasingly engaged in the range of issues that it
will need to confront as our understanding of climate change progresses and policies to address it mature.
Admittedly, this interest is in its early stages. A few global reinsurance firms are engaged in evaluating the
effects of a changing climate on their portfolios. Some global commodity trading firms and emissions
trading firms are engaged in the eraczging greenhouse gas trading markets. And a several venture capital
firms and investment banks age beginning to develop investment strategies for mobilizing capital to finance
the technological firms poised 1o bring climate-change solutions to market as well as to support firms
making plans to add environmental upgrades to high emitting facilides.

At this juncture, the range of interests within the financial community have rarely gathered @ focus on
common interests regarding global climate change. We believe that the White House should consider
convening a forum for leaders from the financial community could come together to exchange views with
members of the President’s Cabinet and Senior White House officials on mobilizing the financial
community on global climate chapge. This forum could address ways that private financial markets could
better engage to offer Yeadership to the policy debate, and it could consider ways that government policy
could be better focused to address climate change in an economically efficient manner.

We offer our pledge of support for this cndeavor. If we can be of assistance in coordinating such a forum,
please feel free to contact us.

Sincerely,

John Hill Wilson (?)
Morgan Stanley Dean Witter

Tohm Rosenthal
Vice Chair
Bear Stearns

Hank Paulson
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President and CEO
Goldman Sachs

Roward Cantor
Cantor Fitzgerald

Innovest Strategic Value Advisors

Richard Sandor
Environmental Financial Products



TO: Roger Ballentine
FR: Jeff Seabright
RE: FINANCE AND CLIMATE CHANGE

I have done more thinking on the finance and climate agenda, and believe we should meet this
week — Thurs or Friday — with Aldy, Cumby, Lawrence, Paul Weinstein, others to review
options. There is no doubt that this issue is real and ripe for attention; less clear is what WE can
or should do about it.

The broad agenda includes both the emerging emissions trading business, as well as the need to
“mainstream” carbon in market analysis and valuation. There is enough on the positive side of
the ledger to focus the message more on efficient markets and rewarding innovators, and less on
diminishing the value of carbon heavy assets.

The question of the “it” — an event focussed on what is happening already and what is emerging
on the horizon in terms of financial community engagement would be a strong message in its
own right, and help demonstrate domestic action. An optimum outcome would include calls for
action on next steps by the industry, i.e. a common approach/metric for incorporating carbon.

On the “what”, I am more inclined to see if a group from the outside would convene an event in
DC or maybe NY with a strong agenda and commitments from senior Administration officials to
participate.

Dirk is keen to get ED and Krupp personally to engage to bring along ED’s Board members who
work on Wall Street (including a possible letter to the Administration asking for a dialogue).
One option suggested by Dirk is a Wall Street/ED event at which Adm. officials might attend.
Eileen tells me that PEW has something in gestation on the subject but would not share.
Attached is a slightly revised 2 pager that I did, a very good note from Natsource sent last week
by Neil Cohn, a revised Innovest proposal and various articles you may find of interest.

Price Waterhouse Coopers collaborated on the Natsource paper.

I am happy to re-work based on your input.



Finance and Climate Change

Summary: Wall Street can and should play a larger role today in mainstreaming carbon risks
and benefits in asset valuation, which would in turn accelerate corporate commitments to
become more climate friendly. A high-level dialogue with senior policy makers could help
achieve this goal.

White House climate change outreach efforts to date have focussed almost exclusively on
manufacturing and basic industry, utilities and technology developers. We have not aggressively
engaged with the financial sector, which arguably has the greatest potential to leverage change.
Capital markets are the “financial oxygen” on which companies depend for debt and equity
financing, and are therefore effective tools to both punish and reward corporate behavior.

Over the last decade, institutional investors increasingly have recognized the linkage between
environmental performance and financial performance. Inclusion of environmental concerns as
contingent liabilities on balance sheets is now common practice, but has not extended to carbon
dioxide and other greenhouse gasses. The recently released “Dow Jones Group Sustainability
Index”, which tracks environmentally responsible companies which consistently outperform their
peers globally, is another confirmation of this enviro-finance link.

The one aspect of climate that has captured limited attention is the nascent carbon reduction and
offset market. Price Waterhouse Coopers recently created a group focussed exclusively on carbon
trade issues. In addition, two of the largest Wall Street firms, Cantor Fitzgerald and Tullett &
Tokyo Liberty have taken major initiatives into carbon trading. Howard Cantor is personally
engaged in his company’s new carbon desk and the global currency and bond broker Tullett &
Tokyo Liberty has recently purchased Natsource which has an active emissions brokerage to
gain a foothold in this nascent carbon market.

Although climate change is likely to have a greater impact on the U.S. business community and
financial markets than other environmental issues in the decades ahead, Wall Street has not yet
“mainstreamed” the issue, due largely to lack of information about the potential impacts of a
carbon-constrained world. Other countries, however, are moving ahead: Germany, Switzerland
and Australia have legislation pending that would require companies to include carbon reporting
in their annual reports. In the UK, imminent greenhouse gas emissions legislation has prompted
European investment banks to convene recent roundtable sessions with greenhouse gas market
experts in order to begin the process of addressing these issues.

Companies that own large and growing stationary sources of greenhouse gas emissions arguably
carry a carbon “liability”— a fact that should be incorporated in any calculation of net present
value. Similarly, companies that have progressive emissions management strategies may be more
richly rewarded in a carbon-constrained world and their value should reflect that in some
measure. There are clearly risks and opportunities to the future revenue streams of companies
but the impact of greenhouse gas emission constraints is not yet formally legislated and therefore
not easily quantified. The potential impact of the issue has not come to the attention of many
Wall Street senior managers this has impeded the development of the relevant risk management



tools. However, there is now a widespread recognition that some form of carbon regime will
likely take effect over the next twenty years.

As Mark Moody-Stuart, CEO of Shell, has stated: _
“Applying a rough estimate for future carbon prices to new long term investments,
despite all the inherent uncertainties, seems to me an imminently more sensible way to
manage the risk and win competitive advantage, than continuing to assume, as we have
historically done, that the costs of emitting carbon will remain or return to zero.”

To help broaden and deepen Wall Street’s understanding of climate change and its impact on
their industry, it may be useful to convene a trilateral dialogue among policymakers in the
Administration, financial leaders and business leaders. The meeting would focus on “best
practices” of successful companies, assessment of carbon liabilities, potential for carbon assets
and profits from trading, the need for common disclosure and accounting approaches to carbon,
and the potential for a corporate-led initiative to “value” carbon in trade and investment.

Some major players on Wall Street have demonstrated environmental credentials and could be
looked to for leadership, e.g. John Hill Wilson (Managing partner at Morgan Stanley and ED
Board member); John Rosenwald (Vice Chairman, Bear Stearns also on ED Board); Hank
Paulon (CEO Goldman Sachs is on TNC Board) etc.

From the Administration perspective, the optimal outcome of such an event would be a
commitment by several “blue chip” companies to work towards a common approach to including
carbon liabilities, premised on the assumption that some form of global carbon regime will
emerge. The signal sent by such a move by major financial houses would significantly accelerate
corporate commitments to address climate change.



Natsource on the Financial Markets and Climate Change

Business increasingly recognizes that whatever the fate of international negotiations on the Kyoto
Protocol, growing scientific consensus about the occurrence of anthropogenic climate change will
inevitably result in some form of greenhouse gas (GHG) emissions restrictions. Prudent business
managers need to consider what preparations are necessary to thrive in a “carbon-constrained”
future business environment. The financial sector, as an engine of economic growth and
development, has unique role to play in preparing companies for this environment. Now is an
appropriate time for financial leaders on Wall Street to consider exactly what this role might be.

Natsource has been actively involved in the development of the evolving risk-management-driven
GHG reductions market. Consequently, we have a strong understanding of the associated risks
and opportunities facing companies. In view of this experience, Natsource recently was invited to
present to a roundtable session of investment banks in London to discuss the role of the financial
sector in GHG markets. We would be delighted to share these views with colleagues on Wall
Street.

There are several relevant issues, which could be further discussed in our meeting. A few of the
most important topics are:

e Equity price valuation: From an equity analyst's point of view, questions are likely to focus
on how a company'’s future revenue flows will be affected by emissions restrictions and
markets for emissions permits. At a general level, there is a sense that fuel producers such
as oil and gas companies may face net costs, while more environmentally benign companies
may earn net revenues under regulated carbon constraints. But there is a need for more
sophisticated analysis. Under most proposed GHG regulation energy companies will not be
liable for the carbon embedded in the fuels they produce, but rather for the actual GHG
emissions that result directly from their business activities. As an asset class, sellers of high
carbon fuels may encounter slackening demand growth as consumers shift to ever more
price-competitive low-carbon fuels. This may lead to absolute revenue loss within a sector.
But how might a company perform relative to competitors within its sector? For example if an
oil company effectively manages its direct emission exposure and diversifies its business
activities away from high-carbon fuels, should this company’s equity valuation reflect this
strong potential for revenues? How should this be quantified? Answers to these questions
require an understanding of the GHG market, allowance pricing, and GHG risk management.

e Accounting: As legislation to restrict GHG emissions advances at various levels of
government, and as markets for emissions permits originate and mature, accurate accounting
practice will necessitate that companies report their GHG-related assets and liabilities. Wall
Street leaders should contribute their input on the nature of relevant standards and
methodologies to the Federal Accounting Standards Board.

e Lending/project finance: Companies use capital markets to finance new investments. The
willingness of investors to lend on favorable terms depends on investments’ risk and
expected rate of return. The establishment of GHG emission constraints changes traditional
calculations of rates of return. For example, investment in a coal-fired plant may be much
less attractive in the future as emissions restrictions impose increasing costs. Conversely, a
wind power development may not have been attractive to investors in the past, but the
prospect of an additional and substantial stream of revenue from associated GHG credits
might make the project competitive. In addition, the GHG market can be a source of up-front
project finance through the forward sale of embedded emission reductions, thus reducing the
initial capital requirements of climate-friendly projects. Investment banks will need to amend
lending and project finance criteria to account for these changes in valuation, and the types of
business activities that receive finance will change accordingly.



Trading: Companies facing GHG emissions restrictions will need to develop strategies for
compliance, hedging risk, and exploiting opportunities. These strategies will include a mix of
internal emissions abatement measures and participation in markets for emissions permits
and derivatives. But many industries that may be affected by GHG restrictions have little
trading experience or little capacity to operate in sophisticated markets. Trading may not be
their core activity, and companies may find it advantageous to outsource their trading
requirements to specialized traders with the technical capacity and expertise to manage
positions effectively and reliably. There is precedent in power markets for investment banks
to trade the positions of generation companies in return for guaranteed minimum rates of
return. Of course, investment banks will use liquid GHG market to trade for their own
account.
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FINANCE AND CLIMATE CHANGE:

THE MILLENNIUM SUMMIT

m
CHALLENGES AND OPFORTUNITIES FOR U.S.

INVESTORS

PROPOSAL PRESENTED BY
INNOVEST STRATEGIC VALUE ADVISORS

THE CHALLENGE:

The greatest challenge facing the world at the beginning of the century is climate
change, according to the consensus among hundreds of business and governmental
leaders at the World Economic Forum’s prestigious Annual Meeting in Davos. Not only
did the audience choose climate change as the world’s most pressing problem, they
also voted it as the issue where business could most effectively adopt a leadership role.

As the debate surrounding global climate change becomes more focused on
economics and finance than politics and science, it js becoming clear that the
public policy agenda must find a way of effectively harnessing the power of the
financial markets if it is to achieve success. Unfortunately, the enormous potential
of the financial markets to reinforce -- rather than undermine - the White House's
climate change agenda has scarcely even been touched. By the same token, Wall
Street itself remains largely unaware of the importance of the climate issue to
the U.S. economy and its power to effect positive change.

The capital markets have proven highly effective at punishing and rewarding
corporate behavior in any number of areas, providing they are given accurate,
timely, and credible information about company performance. Applying this logic
to the climate change issue is compelling. Major industrial companies are without doubt
one of the greatest sources of greenhouse gas emissions. Corporate industrial behavior
is in turn heavily conditioned by the quality and availability of their “financial oxygen” —
debt and equity financing. If the two constituencies can be strategically aligned, the capital
markets have enormous potential to reinforce and accelerate public policy objectives as
they relate to climate change.

To date, beyond the general truism about this need to involve the markets there has
been little if any discussion of the precise role that the U.S. financial community could
play. The main reason that the markets’ potential to serve as an engine for progress on
climate change has been greatly under-utilized is that, for the most part, the markets
have neither the information nor the motivation to use it. Institutional investors have not
yet recognized the close — and growing — linkage between industrial companies’
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environmental performance and their financial performance and international
competitiveness.

Even if they did recognize this connection, they would be hard-pressed to find the
information they need to make investment decisions. Major investors have received very
litde balanced and credible information on the subject, yet no environmental

performance issue is likely to have a greater impact on the U.S. financial markets and
business than climate change.

THE RESPONSE:

A high-level, invitation-only White House Summit on finance, investment and climate
change. Such a Summit would provide leading members of the U.S. financial community
with their first organized opportunity to understand the linkages between environmental
and financial performance, and why the climate change debate will almost certainly affect

them directly.

THE OBJECTIVES:

l. To elevate awareness of both the risks and opportunities created by climate
change among leaders of the two constituencies with arguably the greatest ability
to affect both economic and environmental outcomes: the corporate and
investment communities.

2. To communicate White House climate change policy directly to influential
corporate and investment leaders who will have a substantial stake in its success.

3. To create a series of ongoing initiatives designed to ensure that there will be
tangible, ongoing follow-up to the most promising initiatives identified at the
summit.

THE BACKGROUND:

Public awareness of the relationship between financial performance and environmental
issues is increasing. In recent months, consider:

* Climate change figured prominently in President Clinton’s most recent State of the
Union Address. He proposed the commitment of $2.4 billion to address the issue,
fully 40% greater than Congress’s last approved level. The impact of the President’s
proposal would be dramatically reinforced and accelerated if the U.S. investment
community accorded climate change a similarly high priority. But first they need the
information.

* Leading industrial companies are recognizing the growing importance of the emerging
sustainability paradigm — the “triple bottom ling” in which social, economic, and
environmental criteria are priorities. Furthermiore, companies such as DuPont,

Enron, and Dow Chemical Company are now directly addressing the issue of climate
change In their public reports.

U=



Public recognition that investors do not adequately address environmental risks in
their investment decisions is growing. The explosive growth of “socially responsible”
investing is one manifestation of this trend. More than any other environmental issue,
climate change has the potential to create the kind of commercial turbulence that
investors need to become aware of.

Major financial and investment institutions are also under increasing pressure to
examine significant but “non-traditional” issues. Prominent institutional investors
such as CalPERS are now explicitly linking companies’ attractiveness as investments
with their environmental performance. These investors consider environmental
performance to be an increasingly important part of companies’ corporate
governance and social responsibility.

Governments the world over are united in their belief that market-based
mechanisms are the key to achieving the Kyoto targets — indeed, a study by the
Boston-based Tellus Institute finds that that the U.S. could exceed its objective while
significantly reducing its energy costs and creating new jobs.

Nascent markets for GHG emissions credits have been set up that appear to presage
the emergence of a global trading architecture which could be worth upwards of
$60-billion within 5 to 10 years.

THE TARGET

By bringing together leading figures in investment and finance from across the United
States to discuss the risks and opportunities that climate change inheres, we aim to
bridge the disconnect that exists between the business, financial and public sectors. To
this end, we anticipate our target audience comprising senior executives from such
organizations as:

o Citigroup ¢ Barclay’s Global Investors

e Merrill Lynch ¢ State Street Global Advisors

® Salomon Smith Barney ¢ Deutsche Bank/Bankers Trust
¢ Goldman Sachs e Melion Bank

e . ).P. Morgan * Scudder Kemper

e Morgan Stanley e Chase Manhattan

¢ Fidelity Investments ¢ Bank of America

o Charles Schwab ¢ Prudential

* Vanguard e Northern Trust

o CalPERS ¢ New York State Common
e TIAA-CREF Fund

¢ Teachers Retirement System
of Texas
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THE DRAFT PROGRAM:

What follows is a draft of how the Summit program might look. Specific invitations to
financiers, industry CEO’s, and climate change experts would, of course, be at the sole
discretion of the White House.  The proposed program aims to view climate change
from the perspective of leading practitioners from the business and investment
communities in order to identify where the latter group can play a role, what this role
will be and what steps should be taken and by whom. Perspectives will be offered from
across the full spectrum of investment decision-making; accounting and law; company
management; the public policy makers; and finally, the investment community itself.

1. CLIMATE CHANGE: UPDATE ON SCIENTIFIC AND POLICY
CONSIDERATIONS

These presentations will establish the foundations for the climate change issue from a
scientific and public policy perspective. The objectives are to elucidate the present
thinking of these important constituencies and to map out possible future courses of
actlon over the short-to-medium term. Special attention will be paid to discerning how,
in economic terms, the climate change issue will affect U.S. industries.

* Mr. David Sandajlow
Asst. Secretary of State for Oceans and International and Scientific Affairs

= Mr. Frank Loy

Under Secretary for Global Affairs, Department of State

2. ACCOUNTING FOR CARBON! LIABILITIES AND
OPPORTUNITIES

[T

The stakes for U.S. businesses and industries are high. The U.S. is the largest
global emitter of carbon, both on an absolute and per capita basis, and U.S. business and
industry stands to be significantly affected by the economic turbulence that climate
change mitigation measures could bring. The full cost of such measures remains
unknown, although authoritative estimates startat $100-300 billion/year in gross national
product. Yet for leading companies climate change is not just about risk. It is
about opportunity - an opportunity to create value in an entirely new way.
Many companies have already begun to explore the opportunities created by emissions
trading, for example. The next two sessions will elaborate on this theme by examining
how companies stand to win or lose due to climate change. Here, the meeting will
examine how accounting, disclosure and other legal instruments may be brought to bear
on company risk, liability and opportunity profiles.

* Senior Managing Partner
PriceWaterhouseCoopers (or another ‘Big 4’ accounting house)



s Mr. Donald Carr
Senior partner in environmental law and climate change specialist at Winthrop,
Stimson, Putnam & Roberts, Washington, D.C.

3. CORPORATE PERSPECTIVES: INITIATIVES BY LEADING-EDGE
COMPANIES

This session will provide real-world examples of how major companies perceive the risks
associated with climate change and how these risks and challenges have been converted
to business opportunities and sources of competitive advantage. Attention will be
devoted where possible to putting dollars and cents to the companies’ activities, and to
determine how current and future GHG emissions mitigation initiatives might affect
future earnings, strategy and stock price.

Companies will be invited to share their experiences in addressing climate change from a
strategic and financial perspective in particular. Opportunities to boost profitability
through top-line revenue growth and reduced expenditure will be highlighted.

[Between 2 and 4 CEOs would be invited to present, depending on the length of the
meeting.]

*  Mr. Kenneth Lay
Chairman and CEO, Enron

* Mr. Charles Holliday
Chairman and CEO, DuPont

= Mr. Michael Bowlin
Chairman and CEQ, ARCO

*  Sir John Browne
Chairman and CEO, BP Amoco

q. OPPORTUNITIES AND CHALLENGES: AN INVESTOR’S
PERSPECTIVE

This key session will allow investment and financial professionals to articulate their own
opinions on the issue. Views will be sought from various key actors from within the
international financial and investment community: public pension funds, the World Bank,
investment banking and asset management. The focus of the session would be entirely
congruent with the objectives of the meeting itself, i.e., emphasis would be placed
squarely on elaborating concrete steps by which this group could begin to play a role in
mitigating climate change.



(Depending on time avallable, speakers invited could include:)

S.

Mr. James Wolfensohn
President, Internationat Bank for Reconstruction and Development (World Bank)

Mr. John Rosenwald
Yice Chair, Bear Stearns

Mr. john Whitehead
Ex-Chair & CEO, Goldman Sachs; Director or NY Federal Reserve Board

Mr. Ron Denham
Ex-Chair & CEOQ, Salomon Bros.

Mr. Deryck Maughan
Vice Chair, Citigroup

Mr. Jim Burton
CEO, CalPERS

Mr. Cariton Bartels
Managing Director, Cantor Fitzgerald - Investment Brokerage Services, New York.

Mr. Jim Martin

Chairman, Innovest Strategic Value Advisors, New York; formerly Chief Investment
Officer, TIAA-CREF, North America’s largest pension fund.

THE WHITE HOUSE POLICY AGENDA

This portion of the meeting will provide the White House with an opportunity to present
its own analysis of the climate change issue, how these forces of change might influence
the U.S. economy and how the financial community might augment public policy efforts
in practical terms.

President Clinton, Vice President Gore, or a senior White House officjal

Mr. Roger Ballantine
Deputy Assistant to the President for Environmental Initiatives
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WRAP UP: NEXT STEPS

In order to maintain and accelerate the momentum created by the Summit, it is
recommended that a number of concrete follow-up initiatives be announced and
pursued. Among the most promising could be the following:

5.

Creation of a high-profile working group on carbon reporting and accounting.
Led by a partner or partners in one or more “Big 4" accounting firms, or possibly
under the umbrella of the U.S. professional accounting body.

Creating 2 U.S. exchange where an orderly, systematic market in carbon
emissions allowances trading would occur. This would be analogous, albeit on a
much larger scale, to the market already created for SO, emissions permits. The
Chicago Mercantile Exchange would be a logical starting place for this initiative.
Launching a new, private sector “Climate Fund”, which would invest in major
companies who are best positioned to benefit from the business opportunities
created by climate change. Among other benefits, such a Fund would strongly
encourage companies to improve their “carbon efficiency” in order to attract
investment from the Fund.

Creation of an ongoing, four-party dialogue designed to increase the profile of
climate change and to develop innovative solutions. Modeled on the President’s
Council for Sustainable Development, the four constituencies which could
potentially be brought together in a process of this type would be:

Business and industry

Financiers and investors

Government and public-policy makers
Civil society/NGO's

An ongoing series of workshops for financia! analysts. Survey evidence suggests
that the Wall Street analysts have a strong influence on investors, but that they
are currently Jess aware of the financial relevancy of environmental issues than
either corporate CEQ’s or mainstream institutional investors. It will be critically
important to increase their appreciation of the financial and competitive
consequences of climate change.

.



ABOUT INNDVEST

Innovest Strategic Value Advisors (ISVA) is a New York investment advisory firm
specializing in environmental finance. ISVA’s chairman is the former Chief Investment
Officer with TIAA-CREF, the largest pension fund in the United States. ISVA’s Board of
Directors also includes former senior executives from Citigroup and Chemical Bank, as
well as a former G7 finance minister. The firm’s clients have included several of
America’s largest institutional investors, as well as over 20 Fortune 500 companies. At
present, over $50 million in assets is being managed on the basis of Innovest's proprietary
EcoValue *2| investment research platform.



Natsource on the Financial Markets and Climate Change

Business increasingly recognizes that whatever the fate of international negotiations on the Kyoto
Protocol, growing scientific consensus about the occurrence of anthropogenic climate change will
inevitably result in some form of greenhouse gas (GHG) emissions restrictions. Prudent business
managers need to consider what preparations are necessary to thrive in a “carbon-constrained”
future business environment. The financial sector, as an engine of economic growth and
development, has unique role to play in preparing companies for this environment. Now is an
appropriate time for financial leaders on Wall Street to consider exactly what this role might be.

Natsource has been actively involved in the development of the evolving risk-management-driven
GHG reductions market. Consequently, we have a strong understanding of the associated risks
and opportunities facing companies. In view of this experience, Natsource recently was invited to
present to a roundtable session of investment banks in London to discuss the role of the financial
sector in GHG markets. We would be delighted to share these views with colleagues on Wall
Street.

There are several relevant issues, which could be further discussed in our meeting. A few of the
most important topics are:

¢ Equity price valuation: From an equity analyst's point of view, questions are likely to focus
on how a company's future revenue flows will be affected by emissions restrictions and
markets for emissions permits. At a general level, there is a sense that fuel producers such
as oil and gas companies may face net costs, while more environmentally benign companies
may earn net revenues under regulated carbon constraints. But there is a need for more
sophisticated analysis. Under most proposed GHG regulation energy companies will not be
liable for the carbon embedded in the fuels they produce, but rather for the actual GHG
emissions that result directly from their business activities. As an asset class, sellers of high
carbon fuels may encounter slackening demand growth as consumers shift to ever more
price-competitive low-carbon fuels. This may lead to absolute revenue loss within a sector.
But how might a company perform relative to competitors within its sector? For example if an
oil company effectively manages its direct emission exposure and diversifies its business
activities away from high-carbon fuels, should this company’s equity valuation reflect this
strong potential for revenues? How should this be quantified? Answers to these questions
require an understanding of the GHG market, allowance pricing, and GHG risk management.

e Accounting: As legislation to restrict GHG emissions advances at various levels of
government, and as markets for emissions permits originate and mature, accurate accounting
practice will necessitate that companies report their GHG-related assets and liabilities. Wall
Street leaders should contribute their input on the nature of relevant standards and
methodologies to the Federal Accounting Standards Board.

¢ Lending/project finance: Companies use capital markets to finance new investments. The
willingness of investors to lend on favorable terms depends on investments’ risk and
expected rate of return. The establishment of GHG emission constraints changes traditional
calculations of rates of return. For example, investment in a coal-fired plant may be much
less attractive in the future as emissions restrictions impose increasing costs. Conversely, a
wind power development may not have been attractive to investors in the past, but the
prospect of an additional and substantial stream of revenue from associated GHG credits
might make the project competitive. In addition, the GHG market can be a source of up-front
project finance through the forward sale of embedded emission reductions, thus reducing the
initial capital requirements of climate-friendly projects. Investment banks will need to amend
lending and project finance critena to account for these changes in valuation, and the types of
business activities that receive finance will change accordingly.



Trading: Companies facing GHG emissions restrictions will need to develop strategies for
compliance, hedging risk, and exploiting opportunities. These strategies will include a mix of
internal emissions abatement measures and participation in markets for emissions permits
and derivatives. But many industries that may be affected by GHG restrictions have littie
trading experience or little capacity to operate in sophisticated markets. Trading may not be
their core activity, and companies may find it advantageous to outsource their trading
requirements to specialized traders with the technical capacity and expertise to manage
positions effectively and reliably. There is precedent in power markets for investment banks
to trade the positions of generation companies in return for guaranteed minimum rates of
return. Of course, investment banks will use liquid GHG market to trade for their own
account.



FINANCIAL TIMES MOND/AY JANUARY 25 1999 ’ *

INSIDE TRACK

ENVIRONMENT BENEFITS OF AN ECOLOGICAL APPROACH

Go green, invest
and then prosper

Edward Alden on claims that investing in
companies that care about the environment is a
way to outperform the market: '

Matthew Kiernan has
experienced the cold
shoulder often on Wall
Street and in the City
of London.
The head of Toronto-based
Innovest Strategic Value Advi-
sors. Mr Klernan has spent the

last three years trying to peddle 2

controversial idea to flnancial-

analysts and institutional inves-
tors: that companies that care
about the environment outper-
form those that do not.

“People of my ilk are generally
deemed by Wall Street and the
City as ephemeral, woolly-
minded. mnnlaeaungtypes. he
says. ~The opposite is true.”

Mr Kiernan is part of a small
but growing number of financial-
ly-minded environmentalists who
are building a compelling case
that investing in companies with
strong environmental manage-
ment is a way to outperform the
broader market consistently .

In a live simulation last vear
conducted by Innovest and Mor-
gan Stanley, an enhanced index
welghted towards companies
with surong environmental man-
agement outperformed the Stan-
dard & Poor's 500 Ly nearly 2
percentage points. A similar
three-vear back test showed a

'gam of nearly 3% percentage

points.

Innavest's results are much
like tHose of other environmen-
tally-focused money managers
using comparable approaches.

But ithey have done little to
thaw the frosty reception on the
street.

development programme
survey| last year of US financial
analysts and chief financial offi-
cers showed that environmental
factors barely register in welgh-
ing cojporate performance. Only
10 per|{cent of analysts reported
d criteria for including
ental issues in thelr

nse,t.hntlfyouwantto

at the expense of. finan-
cial petformance,” says Mr Kier-
t. he argues. is simply
Environmental perfor-
ratings are “a potent,
pre t. robust proxy for supe-
rior rategic management,”
which {translates into stronger
earnings and greater shareholder
value. |

The scepticism may come in
part from the comparison with
socially responsible investment
funds. Those funds. which are

1 gutinstinctistosaythls’

growing rapidly and now control
nearly $100bn (£625m) in assets in
the US, exclude certain compa-
nies from their portfolios on ethi-
cal grounds, particularly eschew-
ing companies in the nuclear,
armaments or tobacco industries.
Most analysts believe that adding
such ethical criteria distorts
investment decisions.

Innovest and others taking a
similar approach, however, do
not automatically exclude these
companies. Where a socially
responsible fund might avoid
mining or chemical companies
because those industries are gen-
erally heavy polluters Mr Kier-
nan argues this is precisely
where an environmentally-fo-
cused approach has the greatest
value.

An example he cites is the com-

parison betv_;veen__Mobﬂ Oil, which

recently entered a merger agree-
ment with Exxon, and Unocal,
both large US petroleum compa-
nies. Standard & Poor’s regards
them as virtually identical credit
and investment risks, but accord-
ing to Innovest's environmental
risk and performance ratings,

'. “People of my ilk are "
; gbnerally deemed by

Wall Street and the
City as ephemeral,
woolly-minded,
granola-eating types

Matthew Kiernan
Head of Toronto-based innovest
Strategic Value Advisors

Mobil is far the superior com-
pany. Its toxic wastes per doliar
of revenue, for instance, are haif
those of Unocal

Not surprisingly, Mr Kiernan
says, Mobil stock has far outper-
formed Unocal during the past 10
years, and particularly during
the last three years when Mobil's
environmental rating has
steadily i

Linda Descano, senfor
vice-president environmental
affairs at Salomon Smith Barney,
the US investment bank, agrees
that “there is a growing business
case for the link between envi-
ronmental performance and
financial performance.” But she
says that most people on the
street still think of the environ-
ment as an ethical issue rather
than as something driving busi-
ness strategy.

At most. anaiysts will acknowl-

But rarely will they acknowiedge
that a better emvironmental
record may translate into supe-
rior performance, she says.

Part of the problem is practical.
Most companies don't gather
environmental data in a way that
is useful for analvsts.

Ralph Earle, who heads the
Massachusetts consulting firm
the Assabet Group, says that
gathering consistent. objective
information to compare corporate
envtronmental performance is

difficult. To be useful

for investors. the information

must be available promptly. Two-

year-old data on toxic emissions

might tell you little about the

present or future environmental
performance of a company.

Desplte widespread scepticism.

Mr Kiernan has won soms con-
verts. Bill Coughlin, managing
directar at Delta Capital, says the
environmental approach “is out-
side Wall Street's little box, their
strategic manual of how to ana-
lyse companies. But times are
changing s0 rmdly it would be
ludicrous to ignore anything.”

The biggest hmdle for Innovest
and others pushing environmen-
tally-driven investing may be the
perception that they care more
about the environment than they
do about money.

Mr Klernan says his goal is to
make money by exploiting a link
between environmental and cor-
porate performance that inves-
tors are only slowly acknowledg-
ing. “We try to be as
empirically-driven, as non-ethi-
cally-driven, as we can be.

“The fact that we hope to save
the planet is a byproduct.”
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A fresh generation of analysts is divided abou

Should fund managers go
Bgreen? The idea that

investors should play a
role in sustainable deveiopment
ig argued with increasing
urgency within bodies such as
the UK government, the EU and
the United Nations. .

The issue is also promoted by
pressure groups, such a8 Friends
of the Earth. That organisation is
gathering information for a cam-
paign next year against fund
managers with particularly . poor
environmental records.

Underpinning these arguments

is the view that the financial
markets have a potentially cru-
cial influence on company strat-
egy. And the long-term nature of
most investors’ interests means
they have a natural interest in
ensuring that companies invest
sustainably.

But most fund managers dis-
miss environmental concerns as
- trivial or misguided. As one ana-
lyst put it: “Any attempt to link
up financial decisions with mor-
als or emotional decisions does
not work.”

For campaigners, this argu-
ment misses the point. Investors’
self-interest should encourage
_them to consider environmental
igsues. Admittedly, many overtly
environmental companies, such
as “green” retailers or waste dis-
posal managers, have performed
badly during the last decade. But
mainstream companies with good
environmental records have
tended to perform well.

Studies. mostly from the US.
have found a significant correla-
tion between the environmental
credentials of companies and
share performance.

Why has this point made so
little impact on fund managers?
Are the financial analysts behind
the times? Or are they right to
think that the arguments linking
the environment with financial

performance owe more to wishful
thinking than to careful analysis?

The first possibility - that
financial institutions are being
slow on the uptake - was
endorsed by a recent European
Commission report.

“Companies increasingly see
environmental issues as being of
relevance to their business devel-
opment, yet financial markets,

‘investors, are unin-
terested,” said Delphi Interna-
tional, the consultancy.

The report blamed this indiffer-
ence on’ of quality informa-
tion, the investment communi-
ty’s inertia and conflict between
the short-termism of the financial
markets and long-term sustain-
able development.

There are some exceptions. [n
the late 1980s and early 1990s, a
handful of brokers published
research examining the impact of

‘They're being green
because specific
environmental
actions make good
business sense’

the environment on investments.
And the large provisions by Brit-
ish Gas and Hanson for the cost
of cleaning up contaminated land
acted as clear “wake up” calls.

But overall, the Deiphi
researchers concluded that “of all
the forces for change on the
investment sector. those coming
from within have been probably
the least effective.” it says.

But could the mainstream
financial sector be justified in its
reluctance to use environmental

issues as a guide to investment
performance?

Sceptics point out that correla-
tion is not the same as causation.
The link between environmental
and investment performance may
be because companies with good
environmental records are better
managed. More profitable compa-
nies have more money and
greater flexibility when it comes
to environmental projects.

There are dangers in making
sweeping generalisations about
such a complex issue. “There is
no reason to believe that environ-
mental performance is an equal
driver of value across all
sectors and industries,” says the
World Resources Institute, a
Washington-based environmental

It points out that environment
management is not a single topic.
Rather, it says, it can be split
into several issues: the need for a
company to protect its “fran-
chise” by complying with regula-
tions and preserving its reputa-
tion: “eco-efficiency” measures
that prevent pollution and reduce
waste; and the adaptation of
product and markets to take
advantage of new opportunities.

To lump all environmental
strategies together is to ignore
the motivation of individual com-
panies: “They aren’t merely
being green; they're being green
because specific environmental
actions make good business
sense.”

' Defining the environmental

actions that make good business
sense is not easy. A recent report
from Earthscan, the UK-based
environmental publisher, on the
link between company environ-
mental and financial perfor-
mance illustrates the point by
setting out a number of potential
“green” corporate benefits

ake-up call for fund managers

including cost savings, credit rat-
ings, recruitment, morale, risk
avoidance, employee morale,
stakeholder relations, media
attention and public respect.

In each case, however, it puts
forward a possible counter-argu-
ment. For example, promoting a
good environmental image may
increase a company’s vulnerabil-
ity to bad publicity. “It is much
easier to attack a high-profile
environmentally-aware company
like the Body Shop for a single
transgression from its stated
environmental policy because the
company has a high media pro-
file built on the back of its excel-
lence,” it says.

Perhaps the most important
issue concerning the business
impact is the question: Do envi-
ronment improvements lead to
savings or to extra ial bur-
dens? David Edwards, author of

the Earthscan report. says enthu-
siasm about cost savings has
given way to a more cautious
approach: “As diminishing
returns on environmental invest-
ment have set in, the new genera-
tion of environmental managers
have found it difficult to replicate
the impressive successes of the
19808 and are ner-
vous of stakeholder reaction to
expensive environmental invest-
ments.”

Baut this debate itself suggests
that for better or worse, environ-
mental issues have a financial
impact. Regardless of whether
environmental spending is a bur-
den or a benefit, arguably inves-
tors should take note of it.

Adopting this approach would
involve a change of investor atti-
tade. A survey carried out in 1994
by Extel Financial showed that
investment analysts often shied

t whether such investments are a blessing or a curse, says Vanessa Houlder

away from examining environ-
mental issues on the grounds
that they were “moral” or “emo-
tional”.

“Once you start taking an emo-
tional standpoint, you undermine
what you're there for,” says an
i{nsurance analyst.

This attitude was evident last
year when John Depham, a UK
government minister, proposed
that pension fimd trustees should

outline ethical positions.
His was criticised by the
pensions on the grounds
that it falled to recognise the

fiduciary duty of the trustee.
that trustees can-
not take account of environmen-
tal issues in shaping their invest-
ment |policy s a
It ignores

But the

Tromans. head of the environ-
mental law department of Sim-
mons & Simmons, a law firm: “It
is difficult to see how trustees

“exclusively” for the owner of the
assets has been generally consid-
ered to exclude social concerns
such as environmental issues.
But the World Resources Insti-
tuts argues that this logic could
eventually be turned on its head.
Once it has been firmly estab-
lished that there is a link
between environmental and

performance when selecting an
investment. “While this sounds
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BUSINESS & THE ENVIRONMENT

| For Big B_usiness, Ecological Policies Can Make- Sound Finéncial Sense
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For Wall S't'r'ee't, IhcreaSing Evidence that Green Begets Green

By CLAUDIA H. DEUTSCH

FOR years now, environmental-

ists have tried to persuade in-
veslors to eschew putting mon-

y inte companies that pollute. Not
urprisingly, Wall  Street has
neered, insisting that a good way to
naximize shareholder wealth is to
Ainimize environmental costs.

But now the do-gooders are con-
ronting the money folk with evi-
‘ence that they are wrong, couched
A the language that Wall Street
nows best: numbers. They are
howing, through real and phantom
ortfolios, that eco-elficient compa-
lies — those that recapture raw ma-
erlals from waste, for example —
eward stockholders with more than
lean consciences.

“Analysts who don't respond to
alk_about emissions understand if
ou say that such measures lower
isks,"” said Linda Descano, vice
'resident for environmental alfajrs
:t Salomon Smith Barney.

The new eco-investors do not sug-
iest that environmental perform-
ince is more important than finan-
:ial indicators of a slock's prospects,
They avoid environmentally sound
-ompanies whose stocks seem fully
valued. And few will put more than 5
sercent of their holdings Into even
he greenest company.

Nor are they investing only in
‘clean” Industries — service firms,
-ay, or solar energy and windmill
ompanies. Instead, they are buying
he “best of class” stocks in basic
ndustries like steel or paper.

Few posit a direct cause-and-ef-
ect relationship between environ-
nental performance and stock price.
nstead, they say investors would do
sell to include environmental cri-
cria when picking stocks.

“Wall Street sees environment as
rrelevant, or bad news waiting to
1appen,” sald Matthew J. Kiernan,
hief executive of Innovest Strategic
‘alue Advisors, a Toronto-based
irm specializing in finance and the
nvironment that has a formula for
ylng environmental performance to
tock price. '‘We say it is a robust
roxy for financial performance.”
Conlirming evidence is pouring In
rom Europe. Two years ago Store-
‘rand, a big Norwegian Insurance
ompany, and Scudder Kemper In-
estments jointly created the Store-
-rand Scudder Environmental Vatue
und. Scudder screens a company's

financlals; Storebrand checks envi-
ronmental factors. Only the stocks
that pass both screens — Sony, Du-
Pont and IM, for example — are
included. . . :

The lund, which started with §10
million of Storebrand's money, has
appreclated about 51 percent 'since
its inception, outperforming the Mor-
gan Stanley Capital International
World Index by more than eight per-
centage points. . ;

Storebrand wlll offer the tund to
European institutional investors this
summer and expects to offer it later
in the United States. “Wé will nat
market this as a green tund, but as a
good financial returns fund with lim-
lted risk,”” said Jan-Olul Willums, a
Storebrand senior vice president.

That is the approach at UBS Brin-
son in Switzerland. On June 16, 1997,
as part of Swiss Bank, the group
began offcring two funds composed
of 101 companiles, including Johnson
& Johnson, British Telecommunica-
tions and Bristol-Myers Squibb, that
showed superior financlal and envi-
ronmental performance. A year lat-
er the two eco-efficiency funds,
which are distributed only In Europe,
had increased in value by 24 percent,
compared with 22.4 percent for the
Morgan Stanley index.

'An eco-elficlent company Is mak-
Ing elficient use of its resources, and
that's probabiy a strong signal that It
Is well-managed as a whole,”" said
Ingeborg Schumacher, an assoclate
director of UBS Brinson.

Now, North American environ-
mentalists-cum-linanciers are buy-
ing Into that idea. In January, Inno-
vest put together a phantom portfolio
that Included all the Standard &
Poor’s 500 companies but was over-
weighted in the stocks of 65 compa-
nies with high scores on environmen-
tal factors, including Boeing, Weyer-
haeuser and Xerox, and under-
wetghted In those with low scores. In
the first half of 1998 the environmen-
tally weighted portfollo outper-
formed the S& P. by 28 percentage
points.

That does not surprise Jackson W.
Robinson, president of the Winslow
Management Company, the environ-
mentally focused division of Eston
Vance, the mutual fund manag

Its stock Is up 45 percent this year,
vastly outperforming the S.& P.
‘‘Some of the best Investment op-
portunities are environmentally sen-
sitive companlies in otherwise ‘dirty*
industries,”” Mr. Robinson said.
Stitl, for most of Wall Street, that
idea remains a hard sell. **You say

‘environment’ to a bunch of analysts,
and they go, *Ugh, risk, negative,’
said Lisa Lafl, an asset manager at
Salomon Smith Barney who is a
chalrwoman of the New York Soclety
of Securities Analysts' social Invest-
ment working group.

Part of the problem is that envi.

Sound, Environmentally and Financlally

Reseaich by Innovest identilied a number of industries in which
companies that rate higher on its scale of environmental performance
produced betier returns for stockholders than did less environmentally
conscious competitors. Here are five examples. In each case, the two
companies received the same raling Irom equily analysts al Standard &
Poor's; the company with the higher ecological rating from Innovest is

company. Winslow pumped money
Into KTI Inc, a Guttenberg, N.J.,
company that uses a relatively clean
method to burn waste to generate
electricity. KT! also extracts alumi-
num and other metals (or recycling.

shown in boid type.

-97
Communications equipment Compound returm 1994-9
Northern Telecom +47.7%
Andrew Corp. +190
Pharmaceulticals .
e
Abbott Laboratories +326
Ulilities
Edlson International r +316
Dominion Resources +10.4
Forest producls
Weyerhasuser F +1786
Louislana-Pacllic - 66
Qil
M‘obl — +25.3

. . A Clean Sweep

- A phéntom portiofio of
‘companies with strong

" environmental records
outperiormed the S.& P. 500-
stock index by 2.8
percentage points this year

8 - through June.

Percont roturn .y

Y N
7 .8 P. 500
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ronmental data are hard to get. “it's
a lot easier to check out a company's
margins than to figure how they
manage their waste,'” said Jack L.
Kelly, a conglomerate analyst at
Goldman, Sachs.

Still, prop of envir al
Investing are building a compelling

Source: innovest Stralegec ‘0;‘!01

case for making the effort. The Alli-
ance for Environmental Innovation,
a nonprofit group in Boston, recently
reviewed 70 research studies and
concluded that companfes that out-
perform their peers environmentally
will also outperform them on the
stock market, by as much as two
percentage points. They found no
studles that documented a negative
relationship between financial and
environmental performance. ‘““You
can't find them, because the facts
just don't support that concept,’ said
Ralph Earle 3d, the group's director.
In another study, released last
year, the ICF Kaiser Consulting
Group found that companles with
high scores on environmental cri.,
teria were 'lower-beta stocks,’ fi-
nancial jargon for less risky invest-
ments, and would thus enjoy a lower
cost of capltal and, uitimately, o
higher stock price. In fact, the study,
which looked at 327 of the S.& P. 500
companies, Indicated that companles
can push up their stock price 5 per-
cent by improving thetr environmen-,
tal performance. .
ICF Kalser, however, is not claim-,
Ing a definite cause-and-effect rela-
tionship between environment and.
stock price. *'What we've done,” sald,
Peter A. Soyka, an ICF Kaiser vice
president, "'is give executlves some-
thing they can use to persuade their,
own boards that it makes sease to
run an environmentally friendly op-,
eration." [m]

The New York Times '
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Business & ladustry Connection

Environmental performance linked to profitability, competlveness

Recent study contradicts tmdmonal views

By: JAMIE CRAIG
Eanor

In a recent study of the oil and gas
industry, Royal Dutch/Shell and Exxon
emuged as the two top environmental per.

among a ive set of lJluge
cap US. oil and gas stocks. The repont,
“The Petroleum fndustry — Hidden Risks
and Value Potential

Edinburgh as well as both a bachelor’s and
master’s degree in chemisry.

The study sheds light on a critical side
of the industry and examines:

—The full extent of the financial mine-
field created by looming US. and interna-
tional environmental regulations, policy
developments and related industry sustain-

detected in the enviroamental risk profiles
of companies regarded by mainstream Wall
Street analysts and rating agencies as virtu-
ally identical credit and investment risks.
Both Shell and Exxon scored high in 8
25-point snalysis of environmental manage-

" ment capabilitics, as well as in their capsci-

ty to profit from environmentally driven
business opportunities. Shells

for Strategic In.

vestors,” calls into ables and Exxon leading role
st the tradi- . . , ith GM, and Renault i

tonal ndustry view  “Environmentally driven attributes can and often do e mf ow-conissions
of the environment as . . 2 gasolines were notable plus points.
2 pure cost center and contribute directly to a company’s competitive The report aiso served a3 3 warn-
presents an argument . ”» ing to the companies by exposing
‘i: support of the link adl'l"mlge in the mark“pla“‘ inequalities in corporate risk

cween  superior —_ : 3 exposure, mansgement capability
cnvironmental | per- Dr. Martin Whittaker, Innovest Strategic Value Advisors and stategic positioning, With the
formance and superi- American Petroleum Institute, the
or World Energy Council and other
and proﬁubnlny influential organizations repeated-

The report was prepared by [nnovest
Strategic Value Advisors, an internationaily
mognized investment advisory firm spe-
cializing in environmental finance and
mwslm:.m oppoctunitics.

ability issues (for example, the estimated
$40 billion required for offshore facility
decommissioning).

—The internal environmental man-
agement dynamics of the top U.S. oil and

Strategic Value Advisors’
investment model, EcoValue "21, evaluates
environmental risk and opportunity pro-
files of companies to determine the impli-
cations for investors. EcoValue "21 is a dis-
ciplined, proprictary investment analysis
platform used to uncover lucrative hidden
value potential.

Information for lhe feport was derived
from I, senior
exceutive mmvu:\vs, industry groups, fed-
eral apencics and  databases, nongovern-
mental ongunizations, mduslrv expens, pri-

fi

gas p
—How the various environmentsl risk
and profitability drivers are translated into
financially meaningful terms.

—How leading companies are position-
ing themsclves in natural gas, renewables,
sltemative fuels, emissions trading and
technological innovation.

The report provides insight into criteria
that investors should use when considering
oil and gas stocks. In addition to consider-
ing the financial fundamemals, the report
looks at company risk

ly citing environmental matters as being
amoag the most pressing of all issues faced
by the oil and gas sector, it is clear that
tomorrow's winners and losers will be
increasingly defined by environmentally

The repont contradicts two pieces of
conventional wisdom. First, the notion
that the environment is purely a cost cen-

$500 million investment in renew- -

efficiency. The findings should add snother
dimension to the relationship between the
business, financial and investment commu-
nity that would allow leaders to distinguish
themselves from others.

“Many companies are doing grest things
when it comes to the environment that are
cither being buried in the language of regu-
lations and compliance or are jumped in
with what we call ‘greenwash,™ Whittaker
said. “These insights provide a much more
serious platform for companies engaged in
environment and sustainability to build on
their achicvements and reach out o the
investment community through a means
other than ‘ethical funds,’ for example.”

The report should serve to benefit
institutional, retail and individual
mvuton, companies themselves; mduury

groups; and all those interested in envi-
mnmcnt and finance. )

As for the future of the oil and gas
industry, Whittaker predicts a greater role
for those presenting a “business case”™ for
the environment and a continuing decline in
significance of the “compliance mentality™
toward more voluntary initiatives designed
to enhance undertying corporate goals (new
markets, improved eamings, market share).

“The oil and gas industry has a tremen-
dous upside potential in energy provision,
fuel technology and ic development

ter — by and large consistent b
companies as all companies are subject to
the same environmental laws and regula-
tions — is proved untrue. The study
refutes the idea and allows the correlation
of specific environmental, hesith and
lafely management elements with their

b rrhin s )

for value.

on 3 large scale. These upside opportunities
must be brought to bear upon the markets,
especially in the developing world.”
Whittaker said. “Ultimately, we will see the
emergence of the lnple bottom line —
social, envil | and imper-
atives of sustainable development — as a
corporate sirategy. Later,
these imperatives  will

lvsts, and

7 their envi-

personal contacts, among other
The study taps into an undiscovered

ment expertise and

source of sharcholder value for
imvestors — corporate eco-efficiency.
“Environmentaily driven auributes can
and oficn do contribute directly to a compa-
ny’s competitive advanage in the market-
place. Environmental management is sim-
ply a good proxy for overall good
management throughout a company, which
is the prime driver of shareholder value and
financial performance,” Dr.  Martin
Whittaker, the report’s principal author,
saul. “This relationship will only sirengthen
a environmental mgulanons tighten, as

market o is for env
mp«msnblu products and corporate puhclcs
0 ase, and as p on cor-

porate cost struciurcs mlennfy"

Whittaker 15 2 semor research analyst
for lnnovest Stratepic Value Advisors Inc.
and 1y an cavironmental consulam with a
specialization in nsk management. His
arcas of expentise include the petrol

their ity to prof-
it from environmen-
tally driven busincss
opportunitics.

“Our message to
investors would be
that environment does '
make a difference 10 a

“Our message to investors would be that environment does
make a difference to a company’s bottom line. Even investors
with little interest in environmental issues should take note.”

—Dr. Martin Whittaker, Innovest Strategic Value Advisors

become a fundamental
tenct of business activity.”
The report was written
as part of a series of pub-
lications that Innovest
Strategic Value Advisors
produces on a regular
basls Similar repornts arc
available for the forest
industry, chemicals and

company's  bottom
line. Even investors with little interest in
environmental issues should take note,”
Whitaker said. “The results of our study
are cvidence that investors, particularly
fiduciarics, would be wise to add environ-
mental performance to their monecy man-
agement critena, Indced, we argue that
fiduciaries would not be fulfilling their
ibilities if they ignorcd environ-

me'mal factors.”
Central findings of the report provide a
wake-up call ‘for both companies and

mining  and  petrochemical  sectors.
Wintaker holds a doctorate in environmen.
tfal scwence from the Umiversity  of

JUNE 1999

— top envi | performers
outperformed their industry rivals by 17
percent over the course of 1998, In addition,
vdriances as great as 500 percent were

Second, the report sheds light on the

belief that “big oil” is bad for the environ- -

ment. The top two companies in the study
are global leaders that have been associated
with negative incidents (Shell’'s Brent Spar
and the Exxon Valdez).

“By going beyond the headlmes to look
at internal i
dynamics, we feel that we can prescm adif-
ferent view of corporate environmental
engagement that invesiors can relate to,”
Whittaker said.

The report’s implications for investors
and industrial ies are that i
refurns can be substanuially improved hy
mvcsllm, in companies with supenor eco-

electric utilities. Plans for
reports on other sectors are underway,
including mining, heavy industry/manufac-
turing, and transportation, among others.

“Innovest Strategic Value Advisors sells
its reports primarily ¢o the financial com-
munity — pension funds, mutual fund com-
panics, investment banks and the like.
Although, companies themselves, including
those wishing to be benchmarked against
others in the industry understandably take a
keen interest as well,” he said.

For more information on the
report, contact Martin \Whittaker at
(905) 707-0876 or visit Innovest
Strategic Value Advisors’ \Web site at
www.innovestgroup.com. O
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wo facets of the convergence of

environmental and capital markets
became visible in September 1999 as final
preparations were being made for the COP 5
climate change meetings in Bonn.

The early news from the markets is good.
The cost of reducing greenhouse gases is less
than early forecasts and corporations that are
sustainable yield superior value to shareholders.

In London, British Petroleum reported on
the success of its pilot program in greenhouse
gas emissions trading and announced its plan to
expand to group-wide emissions trading in
January, 2000.

In Zurich and Chicago, Dow Jones and the
SAM Sustainability Group announced the
launch of a family of comprehensive stock
indexes — the Dow Jones Sustainability Group
Index (DJSGI) — that track the share prices of
the leading companies that have a proven
record of being financially, socially and environ-
mentally sustainable.The select companies rep-
resented in the new indexes demonstrate a
real commitment to reducing pollution and
safeguarding human and natural resources.

In 1998 British Petroleum — a component
of DJSGI — announced that it would voluntari-
ly reduce its greenhouse gas emissions to 10%
below 1990 levels by the year 2010. It began a
pilot emissions trading program to accomplish
this objective in the most cost effective way.
Twelve business units initially participated. The
cost of reducing a ton of carbon emissions in
early trades was approximately $63-$70
($17-$20/ton CO,). Although the initial prices
should be viewed cautiously, they are signifi-
cantly below some early forecasts of $200 per
ton. Furthermore, the expansion to group-
wide emissions trading and the inclusion of
credit-based trading (e.g. net emission reduc-
tions associated with external investments in
energy efficiency and carbon sequestration)

should witness a further reduction in costs
associated with meeting the corporate targets.
It is important to emphasise that British
Petroleum extended its commitment when it
acquired two US companies,Amoco and Arco.

The comprehensive sustainable stock
index family includes an index with global cov-
erage, the DJSGI World, as well as regional
indexes focused on companies in Europe,
North America, Asia-Pacific, and a country
index — DJSGI USA.

The table shows salient features of the
global D|SGI index. o

The DJSGI index is fully integrated with the
Dow jones Global Index in the sense that it
uses the same calculation, publication and
review methodologies. Sustainability ratings for
individual companies are based on general sus-
tainability criteria, industry sustainability and a
corporate sustainability criteria. In addition to
public information a proprietary corporate
sustainability questionnaire is used.

The results of backcasting the price appre-
ciation performance of the indexes are very
instructive. As shown in the chart, in all
instances the sustainable indexes outper-
formed the standard Dow Jones index.
Furthermore, these superior returns were
realised with minimal increases in volatility
(risk) relative to comparable indexes. Evidence
from the markets shows that sustainability and
maximisation of shareholder value are entirely
compatible.

Both these examples of the convergence
of the environmental and financial markets pro-
vide interesting price signals.The cost of reduc-
ing greenhouse gas emissions appears to be
lower than many predicted and corporations
that cut pollution and manage for sustainability
will increase value to their shareholders.
Special thanks to Dr Alois Flatz, Dr Michael Walsh
and Rafael Marques for their valuable input.
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Dow Initiative
ignites debate

Sustainable investing has taken a giant stride towards the mainstream with the launch of the
Dow Jones Sustainability Group Indexes. But, as Mark Nicholls finds, the methodology has
proved controversial. '

ost analysts, consultants and
environmental fund managers
have warmly welcomed the September launch
of Dow Jones’ new family of sustainable
indexes. The heavyweight US index provider,
they say, brings kudos and publicity to the sus-
tainable investing debate. But behind the
broad expressions of approval, the company
has run into criticism for the methodology it
has chosen to calculate the indexes — high-
lighting just how controversial the rating of
companies for sustainability remains.
“They've done a good job, given the cur-
rent state of the art,” says David Coles, head
of the sustainability advisory services group at
consultants KPMG in London. “That isn't to
say that the methodology won't need to be
substantially improved. There’s currently not
enough information [on sustainability] in the
public domain.”

“My first reaction is that | support the ini-
tiative,” says Matthew Kiernan, executive man-
aging director of Innovest Strategic Value
Advisors, a New York-based investment
research firm, which offers clients an alterna-
tive eco-rating methodology.“But
'm mildly surprised that Dow
Jones would build a methodology
that is so open to question.
Kiernan, and others, have ques-
tioned the objectivity and reliabil-
ity of the data used to select the
229 companies that make up the
flagship Dow Jones Sustainability
Group Index (DJSGI).

The New York-based presi-
dent of Dow Jones Indexes,
David Moran, is not slow to
acknowledge the difficulties in
formulating an index of this type.
“The sustainability concept is not
static — there's always going to be
a certain amount of subjectivity
in component selection. But after

“The sustainability
concept is not static —
there’s always going to

be a certain amount
of subjectivity in
component selection”

David Moran, Dow Jones

a period of consultation, we've decided that
[the approach Dow Jones has taken] is suffi-
ciently analytically rigorous.”

To produce the indexes, Dow Jones has
entered into a partnership with the Zurich-
based SAM Sustainability Group, to form Dow
Jones Sustainability Group Indexes GmbH,
also headquartered in Zurich. SAM, which
specialises in corporate sustainability assess-
ment, has provided the methodology and the
research behind the indexes. The process is
based on questionnaires sent to the 2000
largest components of the Dow Jones Global
Index. Their responses are cross-checked
against company reports, regulatory filings
and an ongoing media review.

The DJSGI index family consists of one
global, one US, and three regional (North
America, Europe and Asia-Pacific) indexes.
Four specialised indexes are also calculated
for each of these geographical regions exclud-
ing alcohol, gambling, and tobacco stocks, and
all of the above.

Over the last five years, the US dollar
global DJSGI returned [37%, compared to
96% for the Dow Jones Global Index.The US
sustainable index, however, returned a stag-
gering 290%, compared to 194% for its main-
stream equivalent. Dow Jones is reluctant to
make too much of this, pointing out that back-
testing indexes is notoriously unreliable. The
returns will, however, give heart to those
investors who believe sustainable investing
makes good financial sense.

Returns aside, criticisms have centred on
the indexes’ reliance on questionnaires for
assessment of each company.“You have to be
a little cautious about questionnaires. They're
useful, but you need independent verification,”
says Mark Mansley, at London-based Claros
Consulting, which specialises in ethical and
environmental investing.

Alois Flatz, head of sustainability research
at SAM in Zurich, vigorously defends the




methodology. He says that the media review
can often pick up on the less-than honest.
“Some companies that claimed that they
weren't involved in corruption cases were
automatically excluded from the index when
press reports showed large numbers of viola-
tions.” Flatz adds that because the question-
naires are signed by senior company man-
agers, there would be “legal implications” in
providing incorrect information to DJSGI
GmbH, as this could amount to misinforming
shareholders.

Dow Jones and SAM have also come
under fire for their lack of company visits to
verify the information they receive. “I'm old
fashioned,” says Kiernan. “| like to visit the
companies we rate.”

ut the drawback with company vis-

its, says Flatz, is that they would add

another layer of subjectivity to the

assessment process. Unless SAM
was to visit all of the sites of all of the com-
panies they analyse, then they would be
unable to assess companies fairly, he says. This
would also be prohibitively expensive, he
adds.

And Flatz argues that it is possible to
attempt to collect too much information from
companies. One of SAM’s competitors, he
says, recently sent a 36 page questionnaire to
a German bank. The bank — which told Flatz
that it struggled to complete the |4 page
questionnaire sent by DJSGI GmbH — simply
declined to respond. “You can ask |50 ques-
tions or 1000,” he says, “and you will most
likely see the same companies leading”

Many observers agree that SAM and Dow
Jones were forced down the questionnaire
path by the paucity of third party information
available on sustainability issues. Outside the
US, where companies have a legal obligation
to provide certain information to regulatory
bodies, it can be extremely difficult to access
data without going directly to the company
itself, they say.

But Kiernan also questions how SAM has
weighted the relative importance of the vari-
ous factors that it has chosen to ask about.
“The number of environmental audits and the
amount of carbon dioxide produced by a
company do not have the same financial
impact.” he argues. Equally, the very choice of
questions asked of companies — particularly in
the industry specific sections — is subjective,
say some analysts.

Flatz says that DJSGI GmbH has made
every effort to reach some sort of consensus,
involving external consultants and industry
experts. Some companies themselves were
asked to comment on draft questionnaires.
“At the end of the day, it will always be sub-
jective. We've tried to limit this as much as
possible,” he says. The process also involves
standards where they exist, such as the
United Nations Environment Programme
standards on environmental reporting.‘What
is important is that we treat all the companies
in the same way,” he says.

Moran also points out that the judge-
ments made in assessing sustainability criteria
are not set in- stone. “We're only making
judgements on the relative sustainability
prospects of a particular company in a partic-
ular industry at a particular point in time. As
the sustainability concept develops and
changes, | hope we can take that into account
as we review the index components on an
ongoing basis,” he says.

Leslie Christian, president of Seattle-
based asset management company,
Progressive Investment Management, believes
that all definitions of sustainability are subjec-
tive. “The index’s perceived subjectivity is no
reason to dismiss it. It's wonderful that there’s
this much focus on sustainability from a com-
pany like Dow Jones.”

Adrian Henriques, head of corporate
accountability at London-based pressure
group, consultancy and auditors New
Economics, believes that the index should
encourage companies to provide ‘harder’
information on sustainability: “Given that it’s
not easy to get this kind of information, it's
better that this index exists than not. But I'd
like to know how Dow Jones intends to
develop it, to influence companies to provide
objective, verified information.”

KPMG?'s Coles believes that the very exis- -

tence of the index will push companies in the
direction of a greater emphasis on sustainabil-
ity issues, and towards greater accountability.
“The great plus with this index is that it will
put pressure on companies to address
sustainability.”

t the time of writing, six
European companies had signed
letters of intent with DJSGI
GmbH to launch products based
on the indexes. In mid-September, Germany’s
HypoVereinsbank listed five year index certifi-
cates on the Frankfurt Stock Exchange.
Deutsche Bank is to manage a private fund
linked to the index, and Swiss insurance group
Biloise Assurance is planning to launch a
product aimed at Swiss pension funds.

As of September, Dow Jones had yet to
begin marketing the indexes, according to
Dow Jones’ European regional director Scott
Stark. Hence, the only concrete interest thus
far had come from European institutions that
had learnt about the indexes via SAM, he
says.

The response from one of those compa-
nies that has signed a letter of intent to
licence the DJSGI underfines the extent to
which sustainability analysis remains a work in
progress. Robeco plans to use the index to
benchmark its €110 million ($116 million)
sustainability equity fund, the RG
DuurzaamAandeelen Fund, which it launched
in February.

“We're not 100% happy with the thor-
oughness of current research [carried out to
assess sustainability], which is why we use a
total of four consultants to screen the com-
panies included in the fund,” says Ronald

Wauijster, sustainability fund manager at the
Rotterdam-based asset management compa-
ny. Robeco also supplements its analysis with
its own assessment of the 500 companies that
comprise the fund’s investible universe.

That said, Whuijster acknowledges that
there is as yet no perfect answer. “This is a
field in a very early stage of development. It is
very easy to criticise such initiatives without
actually delivering anything yourself”” And, as
Moran cheerfully notes, “in this environment,
you can expect criticism about anything you
do” EH




Finance and Climate Change

Summary: Wall Street can and should play « larger role today in mainstreaming carbon risks
and benefits in asset valuation, which would in turn accelerate corporate commitments fo
become more climate friendly. A high-level dialogue with senior policy makers could help
achieve this goal.

White House climate change outreach efforts to date have focussed almost exclusively on
manufacturing and basic industry, utilities and technology developers. We have not aggressively
engaged with the financial sector, which arguably has the greatest potential to leverage change.
Capital markets are the “financial oxygen” on which companies depend for debt and equity
financing, and are therefore effective tools to both punish and reward corporate behavior.

Over the last decade, institutional investors increasingly have recognized the linkage between
environmental performance and financial performance. Inclusion of environmental concerns as
contingent liabilities on balance sheets is now common practice, but has not extended to carbon
dioxide. The recently released “Dow Jones Group Sustainability Index”, which tracks
environmentally responsible companies which consistently outperform their peers globally, is
another confirmation of this enviro-finance link.

The one aspect of climate that has captured limited attention is the nascent carbon offset market.
PriceWaterhouse Coopers recently created a group focussed exclusively on carbon trade issues,
and one of the largest trading firms on the Street, Cantor Fitzgerald, has launched a carbon
practice (Howard Cantor of Cantor Fitzgerald is personally engaged on this issue and very
knowledgeable about the carbon market).

Although climate change is likely to have a greater impact on the U.S. business community and
financial markets than other environmental issues in the decades ahead, Wall Street has not yet
“mainstreamed” the issue, due largely to lack of information about the potential impacts of a
carbon-constrained world. Other countries, however, are moving ahead: Germany, Switzerland
and Australia have legislation pending which would require companies to include carbon
reporting in their annual reports.

Companies that have large fossil fuel reserves, for example, arguably carry a carbon “liability”
over the next twenty years — a fact that should be incorporated in any calculation of net present
value. Similarly, companies with large carbon offset potential may be more richly rewarded in a
carbon-constrained world and their value should reflect that in some measure. But this issue is
poorly understood by senior managers on Wall Street. There is not yet a widespread recognition
that some form of carbon regime will likely take effect over the next twenty years, nor is there
anything like a common metric for understanding carbon liabilities.

As Mark Moody-Stuart, CEO of Shell, has stated:
“Applying a rough estimate for future carbon prices to new long term investments,



despite all the inherent uncertainties, seems to me an imminently more sensible way to
manage the risk and win competitive advantage, than continuing to assume, as we have
historically done, that the costs of emitting carbon will remain or return to zero.”

To help broaden and deepen Wall Street’s understanding of climate change and its impact on
their industry, it may be useful to convene a trilateral dialogue among policymakers in the
Administration, financial leaders and business leaders. The meeting would focus on “best
practices” of successful companies, assessment of carbon liabilities, potential for carbon assets
and profits from trading, the need for common disclosure and accounting approaches to carbon,
and the potential for a corporate-led initiative to “value” carbon in trade and investment.

Some major players on Wall Street have demonstrated environmental credentials and could be
looked to for leadership, e.g. John Hill Wilson (Managing partner at Morgan Stanley and ED
Board member); John Rosenwald (Vice Chairman, Bear Stearns also on ED Board); Hank
Paulon (CEO Goldman Sachs is on TNC Board) etc.

From the Administration perspective, the optimal outcome of such an event would be a
commitment by several “blue chip” companies to work towards a common approach to including
carbon liabilities, premised on the assumption that some form of global carbon regime will
emerge. The signal sent by such a move by major financial houses would significantly accelerate
corporate commitments to address climate change.
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