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By Linda-Eling Lee, Global Head of ESG Ratings Research, MSCI ESG Research

If there is one thing that Hurricane Sandy in the US taught us, it is that preparation counts.

What seemed unlikely even just a day before the storm upended business-as-usual and reinforced the
primacy of risk management. Identifying vulnerabilities, however, requires challenging core assumptions
about what past data and experience can tell us in the face of the unexpected. As MSCI ESG Research
looks forward to 2013, we see clouds on the horizon in the context of accelerating climate change and
populist disenchantment in key emerging markets with the way business gets done. Yet, those who look
beyond the constrained horizons of stagnating home markets and business-as-usual to retool their
strategies for new growth drivers have the chance to seize a significant first mover advantage. As
growing risk awareness propels investors to seek long-term bets that will sustain them through the next
storms and upheavals, these far-sighted companies will gain momentum over the complacent.

1. Waiting For The Storm

What if Hurricane Sandy came every year, to a financial capital near you? Companies on the
MSCI World Index have located significant fixed assets in climate-vulnerable areas.

2. Bottom of the Pyramid and Top of the Pack

Sluggish economic growth and regulatory and fiscal constraints will push companies in
healthcare, consumer, and other sectors to seek growth in underserved market segments. Yet,
the opportunities remain largely unexplored.

3. What Health & Safety Metrics (Don’t) Tell Us

To uncover the next BP, relying on health and safety metrics alone is not enough. Failing to
factor in the geographic and industry context obscures the hidden risks that could precipitate
the next disaster.

4. Protesting Corruption

Public outrage over corruption has pressed governments in China, India, and Russia to pursue an
anti-corruption agenda. Companies most prone to being implicated in corrupt practices have
largely failed to shore up their ethics practices.

5. Meaningful Data and the Movement of Markets

There is evidence that signs of improved risk management on ESG issues are being rewarded in
the equity market. But while companies have improved their reporting on ESG issues, they
often report on issues where they face little financial impact while ignoring issues that pose
significant risks to their core businesses.
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1. Waiting for the Storm

Despite the heavy human toll, unprecedented infrastructure damage, and lost productivity, economists
agree that the cost of Hurricane Sandy will likely be absorbed by the US economy without substantial
negative impact on GDP growth.

But what if Sandy came every year, to a financial capital near you?

Recent talks at the UN Convention on Climate Change in Doha have refocused the spotlight on the
vulnerability of poorer countries to the effects of climate change. Because places such as Haiti,
Bangladesh, and Zimbabwe top the list of countries that are most vulnerable to climate change,
investors have paid relatively little attention to the vulnerability of their major assets to catastrophic
weather events.

But in fact, a significant share of assets located in developed markets is at high risk for weather-

related disasters.
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Figure 1: Percentage of Assets Locate in Areas Prone to Hydro-Related Risks

LEVI is developed by South Pacific Applied Geoscience Commission (SOPAC), the United Nations Environment Programme (UNEP) and their
partners (http://www.vulnerabilityindex.net/EVI Background.htm).
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At company level, our analysis shows that companies on the MSCI World Index have located significant
fixed assets in climate-vulnerable areas:

e We mapped the installed capacity of the 15 largest Electrical Utilities companies in the MSCI
World Index, which collectively serve an estimated 188 million people across Europe, US, and
Japan. We find that 62% of the aggregate installed capacity is located in areas vulnerable to
floods and cyclones.

o We estimate that approximately 46% of the assets held by the 17 largest REITs are located in
areas prone to flooding and cyclones, as defined by the World Bank and the Center for Hazards
and Risk Research at Columbia University. The 6,571 properties in these companies’ portfolios
are located in 27 countries and comprise just over 50% of property assets of REITS in MSCI
World Index.

As climate change exacerbates the intensity and frequency of extreme rainfall and raise sea levels,
investors will need to brace for economic disruptions and the kind of large scale damage to property and
infrastructure that could significantly impact asset values in developed markets around the world.

2. Bottom of the Pyramid and Top of the Pack

Sluggish economic growth and downward pricing pressure driven by regulatory and fiscal constraints
will make core developed markets increasingly tough terrain for a number of industries. Longer term,
growth will be determined by companies’ ability to tap underserved demographics both domestically
and abroad.

Despite a lot of lip service paid to the commercial potential of demographic shifts and ‘bottom of the
pyramid’ strategies, the opportunities remain largely unexplored even for sectors facing strong
headwinds in their existing markets. In the healthcare industry, for example, unsustainably high
healthcare costs in the US will push down drug prices in the long term for pharmaceutical companies
already being hit in the short term
by the ‘patent cliff,’ when top-
selling drugs lose patent
protection.
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new markets is clear. Yet, our
analysis shows that the top 15
global pharmaceutical companies
derive less than 6% of their
aggregate revenues from the
fastest growing but underserved
markets. The 20 fastest-growing
economies in the world have &
experienced average GDP growth &
of 9.9% over the past five years
and currently spend only about 6%

of GDP on healthcare. Figure 2: Percentage of Pharmaceutical Companies in the MSCI World Index Offering
Products Targeted at Top Ten Diseases
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As the largest pharmaceutical companies — both brand name and generics producers — adjust their
business models toward higher volume/lower price strategies that align better with longer term secular
growth trends, opportunities for both market growth and social impact are substantial.

Similar to analysis that MSCI ESG Research has conducted on behalf of the Access to Medicines
Foundation, our analysis of the current products addressing the ‘Top Ten Diseases’ in developing
countries shows that these pressing diseases continue to be largely underserved. In fact, only a handful
of companies have offered commercial products addressing these Top Ten Diseases (see Figure 2).
Hypertension alone is projected to afflict 1 billion people in developing countries by 2025; currently,
only four companies on the MSCI World Index offer products to address this growing market.

Products and services targeting the underserved segments in healthcare, consumer, banking, and
telecommunications continue to be treated by the vast majority of companies as philanthropic
endeavors with little commercial pay off rather than serious, long-term strategic bets. The ability to
differentiate these companies from the handful of first movers that are systematically building
distribution channels and developing products for high growth, underserved markets will put investors
in a strong position to ride the next big wave of market growth.

3. What Health & Safety Metrics (Don’t) Tell Us

In the wake of BP’s record breaking criminal fine resulting from the Deepwater Horizon accident,
investors have been paying increased attention to health and safety metrics. Because BP’s H&S track
record lagged prior to the blow up, there is increasing faith that these metrics can provide an early
warning signal to potential tail risk events.

But in fact, the usefulness of H&S statistics as a forward-looking signal is highly reliant on understanding
the industry and geographic context in which these statistics are produced. Injury rates, in particular,
tell investors very little unless the norms and standards for reporting are factored in, along with
qualitative analysis of specific incidents.

In our annual benchmarking of H&S trends for sectors prone to accidents, we find that while injury rates
have declined over the past four years for companies in Oil & Gas, Metals & Mining, and key industrial
sectors such as Steel, companies with substantial operations in Emerging Markets have in fact
experienced an uptick in fatality rates.

e In the mining sector, for example, companies with reserves predominantly in Developed
Markets show both decreasing injury rates and worker fatality rates over a four year period,
while companies with significant reserves (more than 70%) in Emerging Markets reported
decreasing injury rates while experiencing increasing fatality rates.

e Similarly, although Emerging Markets steel companies report both lower injury rates and larger
declines in injury rates over the past four years, compared to their Developed Market
counterparts, the average fatality rate is in fact almost four times higher than for Developed
Market peers (see Figure 3).

% Overall Disease Burden in developing countries as measured by DALY, or Disability Adjusted Life Years.
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This dynamic is explained through a combination of looser standards for reporting injuries in some
Emerging Markets (what constitutes an injury is certainly more subjective than what constitutes a
fatality) and stronger safeguards in Developed Markets to prevent mishaps from turning fatal, as well as
differences in worker skill levels that would drive some Emerging Market operations to experience more
serious accidents relative to Developed Market operations.

Hence a critical component of our assessment to uncover hidden risks that could precipitate the next
disaster is a systematic analysis of
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isolation tell an incomplete story.

Figure 3: Injury and Fatality Rates of Steel Companies, Developed Markets versus Emerging Markets

For investors seeking warning signs O1 HIPENUITE dLLIUETIL, LIAURITIE I EPUTLEU SLALUdLILD UL T 1> 11UL
enough. To uncover the next BP, H&S statistics need to be critically evaluated for the context and scope
of reporting and amply augmented by a thorough review of specific incidents to identify the harbinger
for future operational disasters.

4. Protesting Corruption

It's not exactly Arab Spring, but the size, scope, frequency, and intensity of mass protests in China have
risen dramatically in the past several years, culminating in a number of high profile protests this year
that have aborted plans for new industrial plants. At the heart of China’s social discontent is first and
foremost a growing intolerance of corruption and concerns about growing inequality. According to the
2012 Pew Global Attitudes Survey, 50% of China’s respondents cited corruption as a ‘very big problem,’
more than any other concern.

To preserve social stability especially in a sensitive period of political transition, newly elected leader Xi
Jinping at the first Politburo meeting called for a major program to fight corruption, which if unchecked
could ‘kill the party and ruin the country.’
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The public mood against corruption appears to be infectious:

e InIndia, anti-corruption sentiments that were given voice last year by activist Anna Hazare
through mass demonstrations and hunger strikes, and Arvind Kejriwal, who launched a political
party last month on an anti-corruption platform, have put the government on the defensive.
Scandals involving mobile spectrum allocations resulted in revoked licenses for key telecom
players; recent accusations over mis-allocation of coal blocks have similarly implicated top
Indian companies including Tata Steel and Jindal Steel.

e In Hong Kong, as many as 400,000 protestors demonstrated in July to air grievances on social
issues, including perceived collusion between government and business elites. Worries about
resurgent corruption has put a spotlight on the Independent Commission Against Corruption
(ICAC), which enhanced its credibility with the public this year through high profile cases
including the arrest of the city’s number two government official.

e Even in Russia, Putin has recently signaled an anti-corruption campaign to shore up support
among a public that has become deeply skeptical of a system perceived to condone widespread
corruption in business dealings and civic life.

Whether these shifts in policy focus result in sweeping structural changes or simply in a wave of high
profile prosecutions, for investors, it should augur a serious look at companies and sectors vulnerable
to being targeted for corrupt practices. There are two ways that any upcoming corruption sweeps
could impact investors: (i) through an immediate hit to a single stock or (ii) a longer term attrition of
competitive advantage through lost political access.

In the first case, exemplified this year by cases such as Sun Hung Kai, the headline impact can be large
(15% in one day for Sun Hung Kai), but it is the second case whereby the removal of top officials or delay
in permitting that can have larger cumulative impact on growth and competitiveness. The arrest of a
top official in the Railway Ministry in China, for example, contributed to a 35 percent cut in railway
investment in 2011 from 2010, continuing into slow spending in 2012. New bidding procedures
introduced in recent months use third party experts to evaluate tenders rather than rely on political ties
to allocate projects, potentially eroding the pipeline of future contracts for some infrastructure players.

Among companies we assess to have the highest susceptibility to corrupt practices in the MSCI All
Country World Index — based on share of revenues from government contracts and prevalence of
bribery in their core business activities and geographic areas of operation — over one-third of the 283
companies we see facing the highest risk exposures currently lack any strategy to ensure integrity of
business conduct throughout their operations. Of the companies that appear least prepared to tighten
the ethical reins, 40% are based in India, Russia, and China and concentrated in heavy industry,
extractives, real estate, and banking.

As these governments attempt to appease populist outrage and shore up political support through an
anti-corruption agenda, companies where corruption might be ‘business-as-usual’ could pose significant
risk for investors who ignore the evolving social and political context in key markets.
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5. Meaningful Data and the Movement of Markets

According to Institutional Shareholder Services Inc. (ISS), more than 20% of shareholders voted ‘yes’ on
proxy proposals last year involving Environmental and Social issues, an increase from 7.6% in 2000 and
9.8% in 2005. As investors and stakeholders groups put pressure on companies to increase their
attention to ESG issues, company reporting on these issues has been on the rise. But does the improved
disclosure help investors gain insight into companies’ risks and opportunities, and how can it help them
make better investment decisions?

Because companies are under pressure to address a wide variety of issues of concern to various
stakeholders, they are often reporting on issues where they face little financial impact while ignoring
issues that pose significant risks to their core businesses.

MSCI ESG Research

© 2012 MSCI Inc. All rights reserved.

For example, more than 60% of MSCI World companies have reported their carbon emissions in
some form over the past three years. Yet, according to our analysis, the percentage of
companies in an industry reporting on carbon emissions bears only a mild relationship to the
relative carbon intensity of the industry’s core business activities (see Figure 4). Although
insurance companies are among the least carbon intensive businesses according to our data,
67% of MSCI World Index insurance companies reported on their carbon emissions, compared
to only 55% of airlines, which are on average the most carbon intensive businesses.
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Figure 4: Average Carbon Intensity and Percentage of Companies Reporting on Carbon Emissions, by GICS Industry

Conversely, on the operational risks arising from water stress, although our analysis estimates
that roughly 200 companies in the MSCI World Index are operating in water intensive industries
that are located in high water stressed regions, among those companies, only about 90
companies have any programs in place to manage water efficiency and mitigate water-related
operational disruptions.
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Hence, while companies may be reporting more and on more issues, there continues to be a major gap
between where companies face the greatest operational and financial risks in their core business and
their strategies and track record on managing those risks.

To the extent that some companies narrow the gap between their high exposure to the few, material
ESG-driven risks and their ability to manage those risks, there is some evidence that signs of improved
risk management are being rewarded in the equity market. In a recently released study® that analyzed
MSCI ESG IVA's company ratings using Barra’s Global Equity Model (GEM3), the authors found that a
portfolio overweighting companies that improve their ESG rating over the period from 2008 to 2012
achieved better returns relative to the benchmark portfolio (see Figure 5).
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Figure 5: Return Decomposition of ESG Momentum Strategy, February 2008 — June 2012

As investors pay more attention to the longer term macro risk drivers in their portfolio, they will
demand that companies, too, demonstrate a greater capacity to identify and close those key gaps in
managing their long term risks. Companies that get there first will reap advantage, both in their appeal
to investors and in their own operations.

® Zoltan Nagy, Doug Cogan, and Dan Sinnreich. Optimizing Environmental, Social, and Governance Factors in Portfolio Construction: An Analysis
of Three ESG-tilted Strategies. MSCI ESG Research, Insights Whitepaper, December 2012.
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About MSCI ESG Research

MSCI ESG Research products and services are designed to provide in-depth research, ratings and analysis of
environmental, social and governance-related business practices to companies worldwide. ESG ratings, data and
analysis from MSCI ESG Research are also used in the construction of the MSCI ESG Indices. MSCI ESG Research is
produced by MSCI Inc.’s indirect wholly-owned subsidiary Institutional Shareholder Services Inc. (“ISS”). ISS is a
Registered Investment Adviser under the Investment Advisers Act of 1940.

For further information on MSCI ESG Research, contact esgclientservice@msci.com, or visit www.msci.com/esg

About MSCI

MSCI Inc. is a leading provider of investment decision support tools to investors globally, including asset managers,
banks, hedge funds and pension funds. MSCI products and services include indices, portfolio risk and performance
analytics, and governance tools.

The company’s flagship product offerings are: the MSCI indices with close to USD 7 trillion estimated to be
benchmarked to them on a worldwide basis*; Barra multi-asset class factor models, portfolio risk and performance
analytics; RiskMetrics multi-asset class market and credit risk analytics; MSCI ESG (environmental, social and
governance) Research screening, analysis and ratings; ISS governance research and outsourced proxy voting and
reporting services; FEA valuation models and risk management software for the energy and commodities markets;
and CFRA forensic accounting risk research, legal/regulatory risk assessment, and due-diligence. MSCI is
headquartered in New York, with research and commercial offices around the world.

“As of March 31, 2012, as published by eVestment, Lipper and Bloomberg in September 2012.

For further information on MSCI, please visit our web site at www.msci.com
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Notice and Disclaimer

This document and all of the information contained in it, including without limitation all text, data, graphs, charts
(collectively, the “Information”) is the property of MSCI Inc. or its subsidiaries (collectively, “MSCI”), or MSCI’s licensors,
direct or indirect suppliers or any third party involved in making or compiling any Information (collectively, with MSCI,
the “Information Providers”) and is provided for informational purposes only. The Information may not be reproduced
or redisseminated in whole or in part without prior written permission from MSCI.

The Information may not be used to create derivative works or to verify or correct other data or information. For
example (but without limitation), the Information many not be used to create indices, databases, risk models, analytics,
software, or in connection with the issuing, offering, sponsoring, managing or marketing of any securities, portfolios,
financial products or other investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the
Information or any other MSCI data, information, products or services.

The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.
NONE OF THE INFORMATION PROVIDERS MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR REPRESENTATIONS WITH
RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM
EXTENT PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY DISCLAIMS ALL IMPLIED
WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS,
NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT
TO ANY OF THE INFORMATION.

Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any
Information Provider have any liability regarding any of the Information for any direct, indirect, special, punitive,
consequential (including lost profits) or any other damages even if notified of the possibility of such damages. The
foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited, including without
limitation (as applicable), any liability for death or personal injury to the extent that such injury results from the
negligence or willful default of itself, its servants, agents or sub-contractors.

Information containing any historical information, data or analysis should not be taken as an indication or guarantee of
any future performance, analysis, forecast or prediction. Past performance does not guarantee future results.

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or
other investment vehicle or any trading strategy.

MSCI’s indirect wholly-owned subsidiary Institutional Shareholder Services, Inc. (“ISS”) is a Registered Investment Adviser
under the Investment Advisers Act of 1940. Except with respect to any applicable products or services from [SS
(including applicable products or services from MSCI ESG Research, which are provided by ISS), none of MSCI’s products
or services recommends, endorses, approves or otherwise expresses any opinion regarding any issuer, securities,
financial products or instruments or trading strategies and none of MSCI’s products or services is intended to constitute
investment advice or a recommendation to make (or refrain from making) any kind of investment decision and may not
be relied on as such.

The MSCI ESG Indices use ratings and other data, analysis and information from MSCI ESG Research. MSCI ESG Research
is produced by ISS or its subsidiaries. Issuers mentioned or included in any MSCI ESG Research materials may be a client
of MSCI, ISS, or another MSCI subsidiary, or the parent of, or affiliated with, a client of MSCI, ISS, or another MSCI
subsidiary, including ISS Corporate Services, Inc., which provides tools and services to issuers. MSCI ESG Research
materials, including materials utilized in any MSCI ESG Indices or other products, have not been submitted to, nor
received approval from, the United States Securities and Exchange Commission or any other regulatory body.

Any use of or access to products, services or information of MSCI requires a license from MSCI. MSCI, Barra, RiskMetrics,
ISS, CFRA, FEA, and other MSCI brands and product names are the trademarks, service marks, or registered trademarks
of MSCI or its subsidiaries in the United States and other jurisdictions. The Global Industry Classification Standard (GICS)
was developed by and is the exclusive property of MSCI and Standard & Poor’s. “Global Industry Classification Standard
(GICS)” is a service mark of MSCI and Standard & Poor’s.
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