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Disclaimer:

Please refer to the Notice and Disclaimer page at the end of this response.

We provide this response on condition that our information will be kept confidential and
will not be disclosed to any third parties without our consent. As between you and us, we
retain all ownership to the information that we provide. Our response is given in good
faith but does not represent a contractual commitment or obligation nor a commitment
to continue current policies or intentions, and may not be relied on as such. Furthermore,
to the extent we have an existing agreement; our responses do not modify or amend any
such agreement(s). Any and all affirmations made by us are made to the best of our
knowledge, notwithstanding anything in the RFP documents to the contrary.

All product information included in this response, is specific to the version of the product
current as of the submission date of this response.

All products referenced in this response may be updated, changed and/or end of life’d at
the discretion of MSCI Inc. or its subsidiaries (collectively, “MSCI”), without notice.

Any references to individuals or teams in this response are representative only. MSCI
does not dedicate such resources to clients and allocates such resources at its sole
discretion.

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 2 OF 22
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EXECUTIVE SUMMARY

MSCI Inc. (“MSCI”) welcomes this opportunity to participate in the RFI. Based on our
understanding of the requirements mentioned in the RFI as well as those learnt through our
interactions with The Office of the New York City Comptroller (“NYC Comptroller”), we
propose “One MSCI” approach (which may include our subsidiaries) to gather insights and
knowledge on how to develop and structure a Request for Proposals (“RFP”) for services to
evaluate and determine a prudent strategy for potential divestment and exclusion of
securities issued by companies owning fossil fuel reserves from the investment portfolios of
the Systems.

MSCI offers content, applications and services to support the needs of institutional investors
throughout their investment processes. The world’s leading investors look to MSCI for an
integrated view of the drivers of risk and return in their portfolios, broad and deep asset
class coverage, quality data, an objective perspective and innovation.

Institutional investors use MSCI’s offerings to achieve a wide range of objectives, including
benchmarking, index-linked product creation, portfolio construction, risk management, ESG
integration, performance attribution and regulatory reporting. In addition, our clients are
increasingly integrating the new content developed across our company, such as factor and
ESG data and indexes, into their investment processes.

We operate as “One MSCI” and as a client-centric company. We achieve this by managing
our client coverage, research, data and technology groups in an integrated manner to best
leverage our unique intellectual property and differentiated know-how across product lines
to deliver innovative and high quality content to our clients. As the needs of our clients
change, we respond with offerings that address their evolving strategic and investment
objectives (our go-to-market strategy).

As of December 31, 2017, our clients included

e 99 of the top 100 global asset managers (as ranked by Pensions & Investments (“P&I”) in
its report dated April 2017);

e 90 of the top 100 global pension funds (as ranked by P&I/Tower Watson in their report
dated September 2017);

e 83 of the top 100 global banks (as ranked by S&P Global Market Intelligence in its report
dated July 2017);

e 75 of the top 100 global hedge funds (as ranked by Preqin in its report dated April 2017).

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 4 OF 22
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The major features of our response are:

The breadth and accuracy of the fossil fuel and climate change risk data are important
to consider in selecting a provider as well as the provider’s understanding of how
climate change risk can affect a long term portfolio and how to best mitigate these risks
in the investment process

Using an index may be useful as it will increase transparency, facilitate communication
and reporting with internal or external stakeholders, aligh the benchmark with the
climate change risk investment strategy

Divestment may be achieved though exclusions and / or re-weighting of companies in
the portfolio, which, from a financial perspective, may be a more prudent strategy as
exclusions can create significant short-term risk by potentially deviating sharply from
market risk and returns and may miss out on companies who are able transition their
business model to a low carbon economy

Please feel free to reach out to our point of contact for NYC Comptroller:

Name: [
Addres:: I
email:
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A. GENERAL INFORMATION

(All responders must provide the following information)

1. Name and business address of responding party (if responding on behalf of a firm or
organization, provide for that entity)

Name: MSCI Inc.
Business Address: 7 World Trade Center, 250 Greenwich Street, 49th Floor
New York, NY 10007, USA.

2. Website address, if available

Our website address: https://www.msci.com

3. Name, address, email address and phone number for single point of contact for all
communications.

Name: [

Address: [
email: I

Phone Number: IINNENENGNGgNNEEEEEE

4. Please briefly describe your occupational and professional status and background,
expertise related to the issues in this RFl and any other relevant background information.

MSCI Inc. is an independent provider of research-driven insights and tools for institutional
investors. We have deep expertise in the areas of risk and performance measurement that
is based on more than 40 years of academic research, real-world experience and
collaboration with our clients. Our line of products and services includes indexes, analytical
models, data, real estate benchmarks and ESG research.

MSCI ESG Research products and services are provided by MSCI ESG Research LLC, which is a
Registered Investment Adviser under the Investment Advisers Act of 1940 and a subsidiary
of MSCI Inc.

MSCI ESG Research provides in-depth research, ratings and analysis of the environmental,
social and governance-related business practices of thousands of companies worldwide. Our
ESG research is designed to provide critical insights that can help institutional investors

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document MSCIL.COM ‘ PAGE 6 OF 22
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identify risks and opportunities that traditional investment research may overlook. Our
clients use our research to help implement their responsible investment objectives.

MSCI ESG Research offers a suite of tools that can help investors implement a fossil fuel
exclusion or low carbon strategy and uncover opportunities. We provide extensive carbon
metrics, pre-defined screening options, carbon portfolio analytics reports and research on
clean tech leaders as well as low carbon and fossil fuel exclusion indexes.

5. Please state whether the responder is able to provide the Investment Analysis Services,
or a portion of such work, including legal fiduciary analysis services, and is likely to
respond to an RFP that includes Investment Analysis Services. If yes, please respond to the
questions in Attachment 1.

We thank you for the opportunity to present MSCI capabilities to NYC Comptroller. We
appreciate our long standing relationship and look forward to continuing to support your
ESG needs as they expand. We have focused this response on the basis of “One MSCI”
approach to the requirements and questions in the RFI.

We look forward to discussing this response with you and answering any questions you or
your extended team you might have.

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 7 OF 22
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B. INFORMATION REQUESTED REGARDING RFP AND INVESTMENT ANALYSIS
SERVICES

(Responders must address one or more of the following questions). Responders are
encouraged to respond with other considerations and approaches not covered herein that
would achieve the comptroller’s and systems’ purpose and objectives regarding potential
prudent divestment strategies.

RFP Structure for Investment Analysis Services

1. What specific areas, factors, risks and impacts should an RFP consider in order enable
selection of a provider or providers that can best conduct comprehensive and in-depth
Investment Analysis Services?

Below are the areas that we suggest NYC Comptroller to consider while building an RFP for
Investment Analysis Services:

e Breadth and accuracy of data coverage

Identification of fossil fuel reserve owners requires comprehensive data on global
securities across asset classes. The largest portfolio segment is in publicly traded
securities in equities and fixed income. Investment Analysis Services will require
comprehensive coverage of Fossil Fuel Reserve ownership across a global portfolio of
public equities and fixed income. What is the firm’s availability of accurate and
extensive data?

What is the level of estimation used in services related to fossil fuel divestment and
analysis?

e Understanding Climate change risk:

The economic and investment risks related to Climate Change impacts a long-term
investment portfolio in a number of ways. Fossil fuel reserve owners represent one of
the risks, but not the only risk embedded in any investment portfolio. Appropriate
investment analysis should measure and manage a broader scope of risks related to
climate change, including carbon emissions, carbon risk management, and clean tech
opportunities.

e Portfolio divestment/exclusion implementation:

Fossil fuel divestment and exclusion can be implemented across active and passive
strategies. Investment analysis should provide thoughtful execution on both active and
index based strategies. Approaches vary based on the long term objectives, definition of
securities to be divested/excluded, the weighting strategy of remaining securities, the

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 8 OF 22
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timeline of implementation, and portfolio risk management. For example, divestment
and exclusions may only be necessary for certain industries (coal), or if carbon intensive
companies fail to reduce greenhouse gas emissions over time. Other mechanisms, such
as over/under weighting of companies or industries may be useful to consider.

e Appropriate governance, benchmarking, policy setting and reporting:

Services should include experience and expertise in evaluating the ongoing
organizational setup; policy benchmarking and reporting that will enable appropriate
measurement and maintenance over time by the investment staff and network of third
party service providers. The decision to divest and its impact will need to be monitored
for financial impact while ensuring that implementation is consistently applied. Creation
and maintenance of indexes that reflect current and accurate data on companies
exposed to fossil fuel reserves and carbon risk. The ability to track this and maintain
accurate data throughout time.

e Integration of divestment policy into investment process:

To what extent can fossil fuel divestment or exposure reduction divestment is
integrated into the firm’s ongoing risk management, and portfolio decision making
process and benchmarks. Will the Investment Analysis Service take into account the
integration of policy with current risk management and portfolio construction processes
at NYC Comptroller? Can the analysis services provide sophisticated risk analysis
including scenario analysis, factor risk modeling, and forward looking risk related to
fossil fuel and carbon risk exposure?

2. What other important questions should be included in an RFP that includes Investment
Analysis Services?

In order to understand investment risks posed by fossil fuel reserve owners and impacts of
potential approaches to divestment on the risk, return and diversification of the Systems’
portfolios. Below are other important questions that we suggest should be included in an
RFP:

e What are the economic and investment risks related to climate change? How can these
risks be measured, managed and accounted for?

e How can you report, measure, and communicate the impact of fossil fuel divestment
over time?

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 9 OF 22
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e What are your means and methods of identifying and measuring exposures to fossil fuel
reserve owners, carbon emissions, forward looking carbon management, and
opportunities for clean tech investments?

e How should fossil fuel divestment be accomplished across passive and active portfolios?

e What are your fossil fuel and climate change data points available across global equities
and fixed income? How is your organization capable of ensuring accuracy in climate
change data?

e Have you worked with similar organizations, including large global asset owners on their
fossil fuel divestment and climate change risk initiatives?

e What equity and fixed income indexes would you recommend for passive and active
implementation benchmarking?

3. What information and format do you believe would be useful for soliciting and
evaluating Investment Analysis Services?

Below information should be considered while evaluating Investment Analysis Services
provider:

e Performance and risk characteristics of recommended benchmarks.
e Available data points and global security coverage.

e Include sample analysis from index metrics and ESG Research.

4. What criteria, experience and qualifications for services providers should be considered
for Investment Analysis Services?

NYC Comptroller should consider:
e Range of ESG and climate change risk services that service providers’ offer.

e Experience working with similar organizations to implement fossil fuel divestment and
climate change risk polices.

e In-house research capabilities and access to data. Quality and amount of publications of
research.

e Experience constructing and maintaining indexes that fully reflect fossil fuel divestment
and other climate change risk factors.

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 10 OF 22
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Approaches to Investment Analysis Services

5. What do you believe are best approaches to:

a. Determining the scope of companies, including further defining fossil fuel reserve
owners, appropriate for divestment.

Institutional investors pursuing a divestment strategy may have multiple objectives, some of
which may need to be balanced against each other, including:

e  Minimizing short-term financial risk and deviation from standard market returns

e Mitigating long-term climate and financial risk posed by potentially stranded assets

e Minimizing stakeholder risk though simplicity of implementation and communication
e Sending a clear, strong message to the market

e  Minimizing short-term portfolio carbon footprints

With those objectives in mind, investors typically consider the following questions when
constructing divestment policies and mandates:

1) Which fossil fuel(s) should be targeted?
2) What types of involvement or business activities should be excluded?
3) What measures should be used and where should the divestment thresholds be set?

4) How should the strategy be implemented from an investment perspective?

Which fuels? What activities to What measures to use and How to implement the
consider? where to set thresholds? strategy?

Figure 1 Constructing Divestment Policies and Mandates

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 11 OF 22
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All of these questions center around the dilemma of how wide a net to cast in identifying
business models and issuers ineligible for investment. While the net has three possible
dimensions and we see considerable variation in how different investors and mandates
approach these questions, the resulting decisions fall along a rough spectrum in terms of the

extent of divestment.

Revenue and
Generation

Business
Activities

Reserves

50%

Reserves Own p

Extraction

3
%
. + Equipment & s
Coal + Qil Sands Services + Midstream o
All reserves owners
All fossil fuels
+ Power Generation >0%

Largestreserves
owners

30%

Less restrictive

<More restrictive

Figure 2 Summary of Fossil Fuel Divestment Options and Scope Decisions

Further analysis on those options is available in the MSCI ESG Research paper in Appendix
01-Fossil Fuel Divestment A Practical Introduction

b. Determining the timetable and specific milestones within a five year period appropriate
for divestment.

IMPLEMENTING THE INVESTMENT STRATEGY

Having considered the questions above, the next step for an institutional investor is to
decide how to implement the divestment strategy, which may be managed actively or
passively — this would also inform the appropriate timetable and milestones. The most
common options include:

e Active: Using data to match the desired approach, or starting with a fossil fuel-free or
Low carbon index to define the eligible investment universe, an investor may take an
active approach to portfolio construction. An active strategy affords the investor the

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document MSCIL.COM | PAGE 12 OF 22
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ability to customize their approach in terms of companies eligible or ineligible for
investment.

Index-based strategy: Track a fossil fuel-free index such as the MSCI ACWI ex Coal Index
or MSCI ACWI ex Fossil Fuels Index or a Low Carbon Index. This approach provides a
transparent, systematic and cost effective way to meet the desired objectives of fossil
fuel exposure reduction. A Low Carbon index achieves a significant reduction in
exposure to fossil fuel reserves and large carbon emitters while managing tracking error.

Large institutional investors such as CalSTRS and AP4 have adopted Low Carbon indexes

Low Carbon indexes aim to achieve a tracking error of 0.3% (30 basis points) while
minimizing the carbon exposure. By overweighting companies with low carbon
emissions (relative to sales) and those with low potential carbon emissions (per dollar of
market capitalization).

Another recent example is the New Zealand Super Fundl which wanted to make its
portfolio more resilient to climate risk, and set clear targets in terms of reducing the
carbon emission intensity and reserves of the fund by 2020. NZ Super decided to reduce
its carbon exposure without excluding companies with strong carbon risk management.
To meet their specific needs MSCI Index and ESG research teams worked in
collaboration with them to develop a custom index with the objective to reduce the
carbon emissions intensity & fossil fuel reserves intensity of a portfolio compared to the
benchmark while not excluding the companies having strong carbon risk management
using MSCI ESG Research data in the index construction as well as optimization
techniques. As a result the Fund was able to reduce its carbon emissions intensity and
its exposure to fossil fuel reserves; at the same time excluded companies have the
opportunity to re-enter the index in future if they improve their carbon risk
management — as such it sends a clear and strong message to the market and
incentivize companies to address their carbon related risks.

Index providers such as MSCI regularly work with large investors to design tailored
indexes such as the one described above.

Considering that the Systems objective is (1) to reduce its portfolios’ exposure to carbon
risk in general and specifically to reduce exposure to securities issued by fossil fuel
reserve owners and (2) to mitigate financial risks resulting from climate change within a
five year period, MSCI could develop an index to transition the existing portfolio into the
target index portfolio. Once an overall objective is defined consistent within the
Systems five year period, a transition index could be used to reduce or exclude exposure

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 13 OF 22
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to companies within fossil fuel reserves while limiting turnover and controlling tracking
error versus the target index. A transition index approach could be implemented using
portfolio optimization techniques or by systematically imposing increasingly stringent
thresholds throughout the five year period until the target index has been fully
implemented. Using a glidepath approach could help the Systems reduce its exposure to
climate relate risks over time.

c. Assessing appropriate divestment approaches based on asset classes, strategies and
styles.

Ongoing assessment of divestment approaches as described in Section 5b can be done by
measuring the portfolios’ carbon emissions intensity, exposure to fossil fuel reserves as well
as carbon risk management. Additionally, MSCI’s analytics tools can be used to monitor the
portfolios’ risk profile across asset classes, strategies, and styles.

d. Analyzing the investment risks posed by climate change and fossil fuel reserve owners
to the Systems’ portfolios (including scenario analysis).

One approach is to use climate change and fossil fuel exposure research as input within risk
management tools — for example our MSCI Climate Change Research, including research on
carbon emissions and fossil fuel exposure, feeds into MSCI Analytics platforms, Barral, BPM
and RiskManager.

It is worth noting that both MSCI research teams on ESG and Analytics sides have been
collaborating in the last few months to develop product and services around climate change
scenarios and stress testing, combining our ESG research and risk engine experience and
expertise. The framework has the following steps:

e Model possible Climate Change outcomes (in terms of degree of warming)

e Group assets (corporates or sovereign) with similar exposure to climate transition risks,
using MSCI Climate Change research on various dimensions of climate change risks,
including fossil fuel exposure.

e Model each group’s response through climate risk impact curves, with a need to
calibrate shock on equity prices, credit spreads, sovereign yields

e Stress test and re-price entire portfolio using MSCI RiskManager engine.

We are finalizing the proof of concept on this project and will be happy to share more details
in the coming weeks should this be of interest.

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 14 OF 22
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e. Analyzing potential investment impacts on the Systems’ portfolios of divesting from the
securities of fossil fuel reserve owners, including impacts on return, risk, diversification
and cost (including tracking error).

The investment impact of fossil fuel divestment may vary depending on the precise nature
of the divestment strategy. A narrow focus (for example, requiring only divestment of
thermal coal with a high revenue threshold) is likely to have a more limited impact, both in
terms of the number of issuers that must be avoided as well as the deviation in performance
from a benchmark. A wider focus (for example, divesting large portions of the energy and
utilities sectors) is likely to have a more substantial impact. These impacts include shrinkage
of the universe eligible for investment, possible differences in performance, and reductions
in portfolio carbon footprints.

These impacts can easily be analysed combining MSCI Climate Change Research within MSCI
Analytics platforms — Please refer to Appendix 01-Fossil Fuel Divestment A Practical
Introduction for an illustration of the analysis that can be done using these capabilities.

f. Assessing potential alternative investments available to the Systems that have risk and
return characteristics equivalent to the securities that may be divested.

Assessment of potential alternatives that have risk and return characteristics equivalent to
the securities that may be divested can be conducted using MSCI Analytics tools including
equity and multi-asset class risk models.

6. Are there any precedents that can help guide the approach to analyzing the impacts of
and determining a prudent strategy for divesting from fossil fuel reserve owners? Whether
out of concern for financial riskz, the future of the planet3, or both4, the number of
institutions under pressure to explicitly divest from at least some fossil fuel holdings has
risen rapidly since 2015.

2 See, for example, https://www.insurance.ca.gov/0400-news/0100-press-releases/2016/statement010-16.cfm

? E.g. http://www.theguardian.com/environment/2015/apr/30/church-of-england-ends-investments-in-heavily-polluting-
fossil-fuels

¢ E.g. https://www.axa.com/en/newsroom/press-releases/axa-accelerates-its-commitment-to-fight-climate-change

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCIL.COM | PAGE 15 OF 22
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Examples of institutional investor’s divestment approach:

California State Teacher’s Retirement Divest from companies deriving >50% of

System (CalSTRS) revenue from thermal coal extraction by
July 1, 2017. Divestment mandated by
California State Legislature.

Norwegian Sovereign Wealth Fund Divest from companies deriving >30% of
revenue or generated >30%of power
from thermal coal. Divestment
mandated by Parliament.

Church of England Divest companies deriving > 10% of
revenue from extraction of thermal coal
or oil sands

City of Copenhagen Divest all companies earning 5% of

revenue from coal, oil and gas
prospecting, extraction, refining, and
equipment & services.

Figure 3 Investor’s Divestment Approaches

Source: MSCI ESG Research “Fossil Fuel Divestment: A Practical Introduction” September 2016.

7. What are ways to address the costs of externalities in investment portfolios that can
help mitigate risk?

Many large institutional investors regard themselves as permanent or “universal”
owners who cannot diversify away long-term risks to their portfolios. Hence, some
investors may employ a variety of tactics to reduce those risks by taking a more public
stance. For example, they may engage with companies with poor corporate practices,
selectively divest a small set of companies to help set minimum corporate standards and
collaborate with other asset owners to influence policymaking. Some institutions also
have committed to display high levels of transparency on the impact of their
investments on social and environmental issues, including their contribution to climate
change.

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCIL.COM | PAGE 16 OF 22
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The support of initiatives for better disclosures around climate risks such as the Task Force
on Climate-related Financial Disclosure and collaborating engagement with companies for
better disclosure on climate risks management would be an option. Another could be to re-
allocate capital to companies that are well positioned in the transition to a low carbon
economy (e.g. managing those risks well), as well as those likely to benefit from this
transition such as those developing clean technologies, alternative energy or energy
efficiency.

8. How do you view the extent to which the market currently prices in climate change risk
and, specifically, the economic and investment risks related to the carbon intensive
businesses such as fossil fuel reserve owners?

According to the research below, about two-thirds of the fossil fuel reserves that we have
already discovered but have not yet extracted could remain unused. According to the
International Energy Agency (IEA), this could represent 50% of current oil and gas reserves
and 80% of coal reserves.

(Source: Please refer to Page 56-57

https://www.iea.org/publications/insights/insightpublications/PerspectivesfortheEnergyTra
nsition.pdf

Carbon Brief: https://www.carbonbrief.org/the-iea-weighs-in-on-stranded-assets-not-just-a-
green-conspiracy)

Fixed assets reliant on burning fossil fuels could also be abandoned if future carbon
emissions exceed the carbon budget or if new energy sources become economically
competitive. This concept is typically referred to as “locked-in” emissions associated with
fixed assets, particularly long-lived assets. The most relevant example is power plants that
may be prematurely retired because new regulations and/or a shift in energy technology
make them uneconomical to operate for their full expected life.

Main Risks:

e Regulatory: While regulatory changes that limit GHG emissions would have the most
direct role in triggering the stranding of carbon-intensive assets, the rapid development
and falling costs of new technology could also trigger large-scale substitution of current
energy sources with cleaner sources of energy. In fact, as with other examples of
technology displacement — from the transition of radio-to-television to the ubiquity of
personal computers and tablets — energy substitution could be a more disruptive threat
than regulations which often allow more time for businesses to adapt.

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 17 OF 22
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Energy Efficiency: An important trend that could dampen future demand for fossil fuels
is improvements in energy efficiency. Technologies targeting the residential, transport
and industry sectors, including more efficient appliances and lighting, improved electric
motor systems, better use of automation and control system and electric/hybrid
vehicles, have the potential to significantly reduce aggregate energy demand.

New Energy: In recent years, the share of renewable energy in the world’s energy mix
has grown substantially due to a range of technological improvements that have
brought their costs closer to parity with those of fossil fuels. As these alternative sources
of energy become less costly, they could challenge the dominance of fossil fuels, even in
the absence of stringent regulations on GHG emissions or high carbon prices.

Current Market Pricing:

In terms of regulatory oversight, Norway, Canada, European Union (EU) and to a large extent
China have introduced in the past years a carbon levy, in the form of taxes or in the case of
EU and China, a carbon pricing mechanism. We anticipate that the compliance cost against
these market mechanisms will increase and therefore it is possible that more assets may be
deemed stranded, i.e. not able to be produced economically.

Markets: Already we have seen some signs of companies in the market, showing a
preference for assets that are not tied to an increasing carbon tax. That was particularly
evident in the beginning of 2017, when upon the implementation of a carbon tax in
Canada, some companies like Marathon Oil, Conoco Phillips chose to divest from oil
sands assets and instead opt for acreage in the United States, containing shale oil (tight
oil) and gas

Companies: Some MSCI ACWI constituents, mainly from the integrated oil and gas set of
companies and depending on the geography of a particular asset/reserve, have been
using carbon prices in order to determine the projects’ profitability. It has been reported
that BP, Exxon, Statoil, ENI, Shell and Total are using an internal carbon price starting
from USD 40/tCO2e to USD 70/tCO2e.

Investors: MSCI ESG Research has come across a variety of use cases relating to
investments towards companies with oil and gas reserves and also pending on the type
of reserves and methods of extraction.

o Divestment: Investors choose to divest from companies involved in specific oil and
gas extraction methods: oil sands, or geographies: Arctic.

o Investors choose to divest from the highest carbon emitters in a given industry set.

© 2018 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. MSCI.COM | PAGE 18 OF 22
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o Integration of ESG: Investors do not follow an exclusion approach and choose to
invest in the company that is managing carbon emissions and associated risks better
than its peers within an industry segment.

9. How could divestment be effective in influencing fossil fuel reserve owners to take steps
toward addressing carbon risk?

Our Research paper published in 2015 here in Appendix 02- Beyond Divestment Using Low
Carbon Indexes discusses in great details the pros and cons of various approaches to climate
change risks.

Initially much of the pressure to manage carbon stranded assets risks has focused on
divesting from companies in the fossil fuel sectors. This approach seems to communicates to
various stakeholders an investor’s concerns about climate change. But, from a financial
perspective, the strategy may not be optimal as it can create significant short-term risk by
potentially deviating sharply from market risk and returns. In addition, such an approach
largely ignores fixed assets from non-Energy sectors in the portfolio that are at risk of being
stranded due to their dependence on burning fossil fuel reserves, such as coal-based power
plants.

The shortcomings of the divestment approach may have led major asset owners to seek
more financially practical solutions to managing carbon risk. Instead, some investors have
turned to strategies that re-weight the market-capitalization portfolio to effectively
minimize broad carbon exposure while using optimization to reduce tracking error. These
approaches appear to take into consideration both current emissions and fossil-fuel
reserves, thus aiming to capture a broader exposure to carbon-intensive companies while
seeking to minimize short-term risk. As illustrated earlier through the recent example of
NZSuper Fund, alternative approaches also take into consideration, in addition to current
emissions and fossil-fuel reserves, how companies are actually managing their carbon risks
in order to distinguish them from their peers and not divest from those.
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LIST OF SUPPORTING APPENDICES

e Appendix 01-Fossil Fuel Divestment A Practical Introduction
e Appendix 02 -Beyond Divestment Using Low Carbon Indices
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are provided by MSCI ESG Research LLC,
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worldwide. ESG ratings, data and analysis
from MSCI ESG Research are also used in
the construction of the MSCI ESG Indexes.
MSCI ESG Research LLC is a Registered
Investment Adviser under the Investment
Advisers Act of 1940 and a subsidiary of
MSCI Inc.

ABOUT MSCI

For more than 40 years, MSCI’s research-
based indexes and analytics have helped
the world’s leading investors build and
manage better portfolios. Clients rely on
our offerings for deeper insights into the
drivers of performance and risk in their
portfolios, broad asset class coverage and
innovative research.

Our line of products and services includes
indexes, analytical models, data, real estate
benchmarks and ESG research.

MSCI serves 97 of the top 100 largest
money managers, according to the most
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For more information, visit us at
WWW.Mmsci.com.
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any trading strategy.
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of a security within an MSCI index is not a recommendation by MSCI to buy, sell, or hold such security, nor is it considered to be investment advice.
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respect to any applicable products or services from MSCI ESG Research, neither MSCI nor any of its products or services recommends, endorses,
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