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Foreword

The Earths climate is changing. Global temperatures are predicted to continue rising and
this will alter our weather patterns, with increased frequency and intensity of extreme
weather as well as gradual changes. The severity of these changes will depend largely on
our e orts to reduce emissions, which is why Copenhagen is so crucial. Yet some climate
change is inevitable as a result of past emissions.

A changing climate is one of the most serious long-term issues facing companies, both

in the UK and globally and is likely to have an impact on company assets, operations,
logistics, supply chains, and employees. There will also be shifts in markets as demand for
goods and services change. Opportunities will emerge in a diverse range of industries,
such as new technologies in water harvesting and conservation, consultancy and risk
management, tourism and agriculture. Companies that are well prepared for the impacts
of a changing climate will be well-placed to maximise opportunities, minimise costs, and
protect and enhance common assets.

There are steps companies can take today to start to manage the impacts of a changing
climate. The UK Climate Projections 09 will help companies analyse their exposure to
climate change whilst the UK Climate Impacts Programme provides practical guidance to
companies and organisations about how to adapt to those changes. Leading companies,
such as those in the water industry, are already starting to take action and report on how
they are managing the risks they face. Those that aren t will be catching up.

In outlining the risks that inevitable climate change poses for companies, this report
encourages investors to examine adaptation-related risks in their portfolios and use their
in uence to encourage companies to manage these risks more e ectively. | welcome
Managing the Unavoidable as a valuable contribution towards our e orts in adapting
to the risks and opportunities from a changing climate, and look forward to further
collaboration with the investment community in the future.

~

Hilary Benn
UK Secretary of State for Environment, Food and Rural A airs
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Executive summary

Setting the scene

The worlds climate is changing with immense, albeit still poorly understood,
implications for investors. The changes some of which are already observable

are expected to include alterations in prevailing weather patterns as well as shifts
in the frequency and consequences of extreme weather events. These changes
and associated impacts, such as the potential damage to physical assets and
the implications for supply chains, employees and customers, have potentially
profound implications for investors.

The Managing the Unavoidable Project

In January 2008, Henderson Global Investors, Insight Investment, RAILPEN
Investments and the Universities Superannuation Scheme (USS) launched the
Managing the Unavoidable project, with the aim of better understanding how
companies and their investors are likely to be a ected by the physical impacts of
climate change. Over the period January 2008 to September 2009, we researched
the implications of climate change adaptation for four sectors (electric utilities, oil &
gas, real estate and water utilities).

Key ndings

1

Climate change adaptation is starting to receive more management attention
but, with the exception of the water sector, management systems and processes
are much less developed than for climate change mitigation. This comment
applies across all major elements of governance and management. Speci cally:

Climate change adaptation is not yet recognised as a strategic issue
warranting board-level attention and oversight. In most companies,
responsibility for climate change adaptation is spread across operational and
head o ce functions.

Monitoring processes in relation to the physical and business e ects of
climate change remain relatively weak. Monitoring is usually conducted at
the site or operational level; in most companies, there is limited coordinated
oversight to enable the business as a whole to capture wider trends and to
share knowledge and expertise across the business.

Reporting on adaptation is highly variable. While there is quite a lot of detailed
analysis in the water and, to a lesser extent, electricity and property sectors, the
issue receives limited explicit attention in reports from the oil and gas sector.
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2 There appear to be signi cant weaknesses in companies risk assessment
processes. Speci cally:

Incremental changes are being under-emphasised. To date, extreme weather
events have received the most attention in risk assessment processes. In
contrast, creeping average changes have received much less attention. These
changes are more subtle and their impacts on business models may pass
undetected until critical thresholds are breached, potentially resulting in step-
change impacts on a company (e.g. increasing operational costs beyond
forecasts, falling revenues, unplanned capital investments).

Indirect impacts on business models are being neglected. Companies have
focused most of their attention on their xed assets, and have underemphasised
risks such as supply chain disruptions.

3 Companies are more concerned about risks than opportunities. Most
companies see climate change primarily in terms of downside risk management.
However, from an investment perspective, climate change may also present
opportunities. For example, disruptions to electricity supply may lead to higher
electricity prices, thereby bene ting companies whose generating facilities are not
a ected by the disruption.

4 Weaknesses and inconsistencies in public policy are major obstacles to action.
Current regulation seems as likely to stymie e ective industry responses as
promote them. There are a number of di erent factors at play: policy time horizons
that are incompatible with adaptation planning time horizons, adaptation not
being an important factor for the primary regulator and competing policy priorities
between regulatory bodies. For example, in the property sector, local authority
planning policies often prevent businesses from installing embedded generation
technology which enable property developers to develop more resilient property
portfolios in the face of extreme weather events.

Recommendations for investors

1 Investors should be integrating climate change-related risks and opportunities
into their investment analysis and decision-making processes. Changes in
weather patterns are already being seen (e.g. changes in summer electricity
demand due to higher temperatures, increasing numbers of sewer ooding
incidents). Companies are taking action to mitigate the negative impacts of these
changes and are starting to take account of some of the longer-term e ects of
climate change in their investment decisions and business strategies. We believe
that investors need to examine how the risks and opportunities associated with
climate change adaptation a ect company-speci ¢ business models, value drivers,
strategy, governance, cash ows and assets. A rst step in this process could be to
encourage greater sell-side research in this area.
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2 Investors should ensure that companies have appropriate governance and
management systems in place. Speci cally, investors should ensure that
companies have governance and management systems that are suited to the
scale and nature of the challenge o ered by climate change impacts. This would
likely include: robust risk identi cation and assessment processes, clear strategies
for managing and responding to climate change, and clear reporting on risk
assessment and management processes and on the company s views on the
materiality of climate change-related risks for their business.

3 Investors should play a much more proactive role in public policy debates
on adaptation. Well designed adaptation policy should provide economy-
wide bene ts through ensuring the resilience of critical assets, sending clear
signals on where capital can best be deployed, and ensuring that economic and
environmental policy are aligned. Investors should encourage policy makers to:

Develop clear, long-term policies that enable companies to plan and invest
appropriately.

Ensure that unsuitable/risky developments (for example, on ood plains) are
either regulated against or are designed with appropriate adaptations measures.

Ensure that di erent regulators for the same sector work together more
coherently.

Require companies to explicitly discuss the nancial and other implications of
climate change adaptation (and associated public policy) for their businesses.
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Introduction

The adaptation imperative: the investor perspective

The

-

N}

The world s climate is changing with immense, albeit still poorly understood, implications
for investors. The changes some of which are already observable are expected to
include changes in prevailing weather patterns as well as changes in the frequency and
consequences of extreme weather events.

These changes and associated impacts, such as the potential damage to physical assets
and the implications for supply chains, employees and customers, are likely toa ect
investors in sectors dependent on large xed assets, such as tourism, water, property,
construction, energy, and infrastructure, as well as other climate-sensitive sectors including
health care, agriculture, forestry and insurance. While there are obvious risks associated
with a changing climate, there will also be signi cant investment opportunities arising
from adaptation. For example, the need to increase expenditure on ood defences will
probably bene tcompanies specialising in the nancing, management and engineering of
large infrastructure projects.

Institutional investors, therefore, have a clear interest in integrating consideration of the
physical impacts of climate change into their investment analysis as an integral part of
generating long-term returns for their clients. However, while the broad consequences of
climate change are increasingly well understood, there are signi cant uncertainties around
how climate change will impact on speci ¢ companies or speci ¢ sectors. Moreover,
properly understanding these risks is not a trivial matter and it requires that investors
consider climate change risk on a sector-by-sector and company-by-company basis.

Managing the Unavoidable project

In January 2008, Henderson Global Investors, Insight Investment, RAILPEN Investments and
the Universities Superannuation Scheme (USS) launched the Managing the Unavoidable
project®. Our aims were, rst, to identify how companies and their investors are likely to

be a ected by the physical impacts of climate change and, second and perhaps more
importantly, to catalyse a wider discussion on the responsibilities of investors in this area.

To these ends, we have researched the implications of climate change adaptation for

four sectors: electric utilities, oil & gas, real estate and water utilities?. The rationale was

that these sectors have a number of common characteristics owning or operating large
xed assets with long asset life times, that require signi cant capital investments and/or

have high operational costs that mean that (a) there is at least a prima facie case that the

Rory Sullivan, David Russell and Nick Robins (2008), Managing the Unavoidable: Understanding the Investment
Implications of Adapting to Climate Change (Henderson Global Investors, USS, RAILPEN Investments and Insight
Investment, London). www.acclimatise.uk.com/resources/investors

This research has been conducted on our behalf by Acclimatise the specialist climate change risk management
advisers. For each sector, Acclimatise prepared an initial report that provided a high-level review of the

risks and opportunities for companies in the sector from an investment perspective, identi ed the speci ¢
investment drivers at risk and provided guidance on the questions investors could ask of companies in

the sector. Each report, following a review by Henderson Global Investors, Insight Investment, RAILPEN
Investments and USS, was discussed with industry experts. These discussions provided us with the opportunity
to ensure the completeness and relevance of the report and to understand current practice in managing
adaptation risks. The reports were then nalised by Acclimatise. The reports can be found at: www.acclimatise.
uk.com/resources/investors
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physical impacts of climate change will be a relevant factor in management decisions (e.g.,
on the deployment of capital), and (b) there is a signi cant likelihood that climate change
will impact on the company s existing assets (see, for example, Box 1). Within these sectors,
attention was focused mostly on larger companies, as these are most likely to have well
developed management and reporting systems and, hence, likely to be the best examples
of how companies may respond.

Box 1 Case-study asset resilience: Mythe water treatment works 2007

BN o e oS

The UK ooding events in summer 2007 were exceptional, with some areas seeing two months
worth of rainfall in just 12 hours. The design standard levels of protection for both sewers and in
some areas main river ood defences proved to be inadequate.

Gloucestershire was particularly badly a ected during the oods. The Mythe water treatment
works near Tewkesbury was ooded leaving 350,000 people without mains water supplies.
Severn Trent Water implemented its emergency plan to maintain drinking water supplies by
deploying 1,400 bowsers and distributing bottled water supplies. Water supplies were restored
17 days later. The total costs to Severn Trent Water arising from the Mythe ooding event were
£29.6 million. The costs to other businesses a ected by the disruption in supply are not known.

Extreme ooding events are becoming more regular in the UK as a result of inevitable climate
change, causing millions of pounds of damage, requiring extensive adaptation measures and
increasing capital expenditure. Following the ooding events of 2007, Ofwat requested that all
water utilities prepare a ood risk assessment to identify critical assets and develop action plans
to mitigate the risks to these assets.

About this report

In this report we present the wider ndings from our research?. The report is divided

into two sections. The rst presents the key ndings in relation to current business
practice on managing and responding to climate change. The second presents a series of
recommendations for investor action in the areas of investment research and decision-
making, engagement with companies and engagement with policy makers.

% Although the focus of our project was largely on UK-listed companies, the conclusions are generally applicable
to companies in other countries, and to investors in asset classes other than equities.
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Key ndings

Adaptation from a business perspective can be de ned as actions taken to cope with a
changing climate, with the objective of reducing risk and damage, and exploiting potential
bene ts. Within this frame of reference, company actions involve trading-o the costs
incurred in taking action to respond to climate change and the potential costs associated
with the residual risks that remain after the adaptation actions (if any) have been taken.

Our earlier report Managing the Unavoidable: Understanding the Investment Implications
of Adapting to Climate Change * set out the view that company management, as with any
other business risk, is responsible for evaluating the risks and opportunities associated with
the need to adapt to climate change, and for ensuring that corporate risk management
and strategy processes take proper account of these risks.

In relation to company disclosure, we noted that where climate change-related risks
impinge on the ability of the company to deliver on its business strategy and/or create
opportunities, this information should be provided to investors. Speci cally, we suggested
that companies should explain how climate change-related risks and opportunities

are identi ed and assessed, describe the actions that are taken to address these (i.e. to
minimise downside risks and maximise upside opportunities) and discuss the nancial
implications (e.g. costs incurred, residual risks) of the actions taken.

Governance and management

Key Finding 1
Climate change adaptation is not necessarily managed as a discrete issue

We found that climate change adaptation is not necessarily managed as a single issue but,
rather, responsibility is often spread across operational and head o  ce. In many of our
company meetings, the companies were able to explain how this functioned in practice
and how they ensured that speci ¢ dimensions of climate change adaptation did not

fall between the cracks. However, we were left with the impression  with the notable
exception of the water sector that climate change adaptation is not yet recognised as a
strategic issue warranting board-level attention and oversight.

We do not see that it is appropriate for us to demand or specify speci ¢ forms of
management structure for dealing with climate change/weather-related risks, although
we are of the view that climate change is clearly a risk that companies need to manage. We
do, however, believe that companies should be able to explain to their investors how they
manage these risks, and that they should have established a management structure that is
appropriate to the risks and opportunities presented to the business.

4 Sullivan et al. (2008) (Note 1).
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