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Transition risks: How to move ahead

This report is the last in a series of six which make up Kepler Cheuvreux
(KECH) and The CO-Firm’s contribution to the Energy Transition (ET) Risks
project (funded by the European Commission). It brings together the main
conclusions from our analysis of how transition risks could impact the
financial performance of companies through examples from the utilities,
autos and steel sectors. The in-depth analysis of these individual sectors can
be found in standalone reports that are also publicly available (link).

Key findings of the report

KECH and The CO-Firm’s conclusions provide insights into how climate
change scenario analysis could tie into traditional company- and sector-
level financial assessment. The results should not be seen as an investment
recommendation or forecast, however, but as one insight into how the
financial performance of companies could vary in the future.

e Thelow-carbon transition is generally a growth story for the
sectors under consideration. Our analysis suggests that a faster
transition scenario might even lead to stronger earnings growth
compared to a slower transition scenario, e.g. steel and utilities.

e Onacompany level, financial performance varies significantly,
with impacts from transition risks materialising in the short- to
medium-term in some cases, e.g. ArcelorMittal’s EBITDA could be
45% higher by 2030 in a 2°C scenario than taking no action at all.

¢ The analysis also shows that there could be discrepancies between
company valuations in our climate change scenarios and a market
“consensus” baseline, suggesting that the market may not be
effectively pricing in all transition risks.

e Analysts often lack conviction that transition risks can affect a
company's investment case, whether due to low probability, low
severity or, most commonly, because they feel that the risk falls
outside of the analyst's time frame.

e Ascenario analysis can help analysts manage the great uncertainty
around climate change and transition risks, and inform any
decision-making thereafter. The next step for analysts is to assign
probability weightings to each scenario and begin to factor in the
assumptions/inputs of the most likely future into their base case.

This analysis was produced independently from Kepler’s Autos, Utilities
and Steel teams and does not reflect their views or ratings of any
company mentioned.
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Key findings in six charts

Chart 1: Transition risks can affect the investment case of Chart 2: At the sector level, the low-carbon transition could be

companies, e.g. EU utilities case study agrowth story
BRWE ®EON  Enel =Engie(GDFSuez) WEDF Auto Steel &
250 E Y
5§ 200 =
x = 1 150%] 150%]
150 B
=% v
8 > 100%7 100%
2 100 <
(2] (9]
< & 50% 50% 1
T 50 ©
2 i _,4
S o, o | )
0 = 0% 2020203020402050 0% 2020203020402050
g 2 3§ & 2 ¥ 2 3 =
S o o o o o o o m -50%" -50%"
N N N N N N N N L
3 S 3 S S 3 S S
S S S S S S S S ACT = LCT
Source: Kepler Cheuvreux Source: The CO-Firm

Chart 3: At the company level, there are winners and losers  Chart 4: Why are transition risks often not integrated into an
(ACT (2°C)/MARKET REVENUE) analyst’s investment case assessment?
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Chart 5: An example (BMW) of our analysis of climate Chart 6: An example (autos) of questions we recommend
change scenarios compared to a market consensus baseline  investors ask companies in light of our analysis
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The Energy Transition (ET) Risk project

The ET Risk consortium, funded by the European Commission, is developing the key
analytical building blocks needed for energy transition risk assessment and is
bringing them to market:

1. Transition scenarios: The consortium has developed and made public two
climate change scenarios, the first (LCT) representing a limited transition
extending current and planned policies and technological trends (e.g. IEA
ETP RTS trajectory), and the second (ACT) representing an ambitious
scenario that expands on the data from the IEA ETP 2DS.

2. Company data: Oxford Smith School and 2° Investing Initiative have jointly
consolidated and analysed asset level information across six energy-relevant
sectors (power, automotive, steel, cement, aircraft, and shipping), including
an assessment of committed emissions and the ability to potentially “unlock”
such emissions (e.g. reducing load factors).

3. Valuation and risk models:

a.

ClimateXcellence model: The CO-Firm’s scenario risk model covers
physical assets and products and determines asset-, company-, country-,
and sector-level climate transition risks and opportunities under a
variety of climate scenarios. Effects on margins, EBITDA, and capital
expenditure are illustrated under different adaptive capacity
assumptions.

Valuation models: Kepler Cheuvreux. The above impact on climate- and
energy-related changes to company margins, cash flows, and capex can
be used to feed discounted cash flow and other valuation models for
financial analysts.

Credit risk rating models: S&P Global. The results of the project will be
used by S&P Global to determine if there is a material impact on a
company’s creditworthiness.

Assumptions on required sector-level technology portfolio changes are
aligned with the Sustainable Energy Investment (SEI) Metrics project
(link), which developed a technology exposure-based climate
performance framework and associated investment products that
measure the financial portfolio alighnment.

Acknowledgements

For sharing his insights and providing feedback in the writing of this report, we wish
to thank Mark Fulton. Mark is an advisor to the Carbon Tracker Initiative and the 2°
Investing Initiative; a senior fellow at CERES; and special advisor to the Climate
Bond Initiative.
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Introduction
What are transition risks?

Climate change has been on the agenda of global governance, business and society
for at least 50 years. Over time, greater understanding of climate science has ledto a
greater sense of urgency among some groups that believe action is needed.

In 2015, this sense of urgency was enshrined in the Paris Agreement, in which 197
parties (governments) pledged to take action to limit global warming to 2°C above
pre-industrial levels by 2100, with the ambition to keep it “well below” 2°C.

Delivering the Paris Agreement will require major shifts in the structure of the Delivering the Paris
global economy, including the energy, building, transportation and agricultural Agreement will
sectors. “Transition factors” relate to the risks (and opportunities) to companies, and :’e"’"'tr e ":""” sfhg'ts in
. . . . e structure o e
therefore investors, from this realignment of our economic system towards low- global economy
carbon or carbon-positive solutions. These differ from the physical risks of climate
change that threaten the global economy (Table 1).
Table 1: Transition risks differ from physical risks
Type Climate-related risks Potential financial impacts
Policy and legal Increased pricing of GHG emissions; enhanced emissions- Increased operating costs/reduced demand for products and
reporting obligations; exposure to litigation services results from higher compliance and judgement
Technology Substitution of existing products and services for lower Write-offs and early retirements of existing assets; capital
] emissions options; unsuccessful investments in new investment in technology development
2 technology; costs to transition to lower-emissions
5 technology
= Market Changing customer behaviour; increased cost of raw Reduced demand for goods and services; increased
§ materials production costs due to changing input prices (e.g. energy
= and water)
Reputation Stigmatisation of sector; increased stakeholder concernor  Reduced revenue from decreased demand for goods and
negative stakeholder feedback services; decreased production capacity (e.g. delayed
planning approvals)
Acute Increased severity of extreme weather events like cyclones  Reduced revenues from decreased production capacity (e.g.
T ., and floods transport difficulties, supply chain interruptions); damage to
i g property
£ ‘= Chronic Changes in precipitation patterns and extreme variability in  Increased capital costs (damage to facilities); reduced

weather patterns; rising mean temperatures; rising sea levels revenues from lower sales/output

Source: TCFD (link). For alternative categorisation of risks, please refer to the “Transition Risk-O-Meter: Reference Scenarios for Financial Analysis” (link)

Are transition risks relevant to the financial sector?

The financial sector could be very exposed to transition risks and any subsequent
value destruction.

Research has shown that investors’ equity portfolio exposure to the fossil fuel sector
is limited (4-13%) in the EU and US. However, its exposure to all sectors that could
be affected by the energy transition is large (45-47%), e.g. renewable energy,
electric vehicles, etc. (Chart 7).

6 keplercheuvreux.com
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Chart 7: Equity holdings with exposure to transition-sensitive sectors in the EU and the US
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A different study, conducted by the Bank of England, found that if energy stocks’
dividends began to fall by 5% a year (from 2020), the affected firms’ equities would
lose c. 40%, equivalent to a fall of c. 11% in global equity market capitalisation (link).
These figures ignore the large exposure to non-energy sectors that could be affected
by transition risks to which the financial sector is exposed, e.g. buildings and
transport.

However, transition risks are only a threat to financial performance if they are not
properly priced in by the financial markets. Our analysis tries to tackle this issue by
looking at the presence and scale of any valuation discrepancies between a current
market “consensus” baseline and climate change scenarios, and in doing so, inform
the reader of the more technical aspects of scenario analysis.

Why conduct scenario analysis?

As shown in Chart 7, transition risks can take different forms and have impacts that
branch across sectors, regions and timescales. Inherently, therefore, transition risks
are quite uncertain. Among this uncertainty, an analyst needs to decide whether to
integrate transition risks into their equity valuation. One way to inform this decision
is to consider a range of possibilities that assess the likelihood, severity and time
horizon of any impacts resulting from transition risks. Scenarios are an effective tool
to do this, as corroborated by the recommendations of the FSB’s Taskforce on
Climate-related Financial Disclosures (TCFD) issued in 2017 (link).

For the purpose of starting to assess transition-related risks, target-oriented climate
scenarios tend to be the most insightful. The way these pathways unfold is largely
determined by a number of central indicators, e.g. economic and population growth
assumptions, technology mixes, commodity prices, etc. Different iterations are
produced by adjusting these variables.

7 keplercheuvreux.com
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Methodology: What was our approach?

Over the course of the ET Risk project, The CO-Firm and Kepler Cheuvreux
published five reports (including this one) that aimed to advance the low-carbon
transition discourse by modelling the potential impact of transition risks on earnings
and valuations at a company-level for the utilities, auto and steel sectors.® The
earnings charts presented in this report represent a selection of the most insightful
graphs, so as to not overburden the reader with too much information. A full
breakdown of the results from all scenario combinations, across all sectors, can be
found in the accompanying online tool, which you can access through www.et-
risk.eu or climatexcellence@co-firm.com.

The first report outlined the methodologies that could be used in bottom-up
modelling of transition risks and how this can be integrated into equity valuation
methodologies. Reports 2-4 applied the approach outlined in the first report to three
companies in the utilities, automotive and steel sectors. This approach is outlined
below and available in more detail in the Appendix.

The climateXcellence model

A schematic overview of the general working principles of our modelling of the
utilities, auto and steel sectors is depicted in Chart 8. The modelling involved six
main steps resulting in changes in financial impact assessment:

1. Derive the key risk drivers to translate a scenario into a narrative.

2. Build an asset-level database with financial information on individual
technologies.

3. Conduct a techno-economic assessment of risk mitigation measures
(“adaptive capacity”).

4. Assumptions about companies’ portfolio development with and without
adaptive capacities under different scenarios.

5. Calculate financial performance of individual assets in market models.

6. Calculate financial impacts on companies.

! An additional case study was published on cement by The CO-Firm

8 keplercheuvreux.com
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Chart 8: Six steps to financial assessment of transition risks
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Climate change scenarios

The CO-Firm analysed the financial transition risks from two climate change
scenarios from the International Energy Agency’s (IEA) 2017 Energy Technology
Perspectives (ETP):

e The Limited Climate Transition scenario (LCT), based on the IEA’s
“Reference Technology Scenario” (c. 2.7° C temperature increase by 2100);

e The Ambitious Climate Transition scenario (ACT), corresponding to the
[EA’s “2°C Scenario” (c. 2°C).

Adaptive capacity pathways
Within each climate change scenario, The CO-Firm illustrated the impact of two
different pathways for companies’ adaptive capacity:

e “MARKET” expects companies to grow in line with sector changes in the
scenario, relative to their current, and forecast (to 2020/23 depending on
the sector) market share by region and technology.

e “MARKET-EBIT/REVENUE” acknowledges that financially strong
companies (higher EBIT/sales revenues?) can capture a larger share of future
profitable growth.

2 Depending on the sector, a company’s financial strength is measured in terms of sales revenues or EBIT.

9 keplercheuvreux.com
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These two adaptive capacity pathways are compared against a third path (FROZEN)
that illustrates the potential cost of inaction for companies, i.e. no new investment
decisions are taken after 2020/23 (depending on the sector).

Earnings and valuation results

Based on the regulatory and technological changes in the markets in the climate
change scenarios and adaptive capacity pathways, The CO-Firm is able to calculate
company cash flows and earnings using its climateXcellence model.

KECH then takes the company-level earnings data and runs it through a discounted
cash flow (DCF) model under the assumptions of its stock/sector equity analysts, i.e.
terminal growth rate and discount rate. This results in a valuation for the company
under each of the four scenarios.

On its own, this valuation may not be particularly interesting. Therefore, it is
compared to a market “consensus” baseline scenario based on Bloomberg data. Any
difference between the two approaches suggests that a company could be
over/under valued by the market if governments were to take action to mitigate
climate change. It also implies that the market is not effectively pricing in all
transition risks.

This analysis was produced independently from Kepler’s Autos, Utilities and Steel
teams and does not reflect their views or ratings of any company mentioned.

10 keplercheuvreux.com
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Company earnings and sector performance:

What have we learned?
Is the low-carbon transition a financial growth story?

Under each of the scenarios, the revenues of the utilities, steel and automotive
sectors grow globally to 2050. However, growth rates vary significantly depending
on the scenario, sector and the company within that sector (Chart 9).

Chart 9: Auto and steel sector earnings to 2050 in both climate change scenarios
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The passenger vehicles segment grows at a 2.4% compound annual growth rate
(CAGR) in the LCT scenario to 2050. Growth is slightly more constrained in the ACT
scenario at a 1.8% CAGR. This leads to an absolute percentage change in sector
earnings of more than 120% in LCT and 80% in ACT by 2050 compared to 2016
levels.

Our analysis suggests that the crude steel sector could be a special success story:
the financial growth in the ACT scenario (a CAGR of 0.9% to 2050) is greater than in
an LCT scenario (a 0.7% CAGR), resulting in roughly 35% (ACT) and 30% (LCT)
absolute earnings growth, respectively.

For the utilities sector, the same holds true: sector earnings growth is stronger in the
ACT scenario than the LCT. The reason for this trend, in both the steel and utilities
sectors, is that a significantly higher CO2 price in ACT allows for more positive
business case efficiency improvements across the sector, as well as CCS becoming
profitable, which decreases company expenses for expensive CO2 certificates.

Do transition risks have a material financial impact in the
short- to medium-term?

In addition to analysing the potential impact of climate change scenarios on
company earnings, we also test future earnings against different strategies that
companies might adopt in light of the low-carbon transition.

11 keplercheuvreux.com

Generally, climate
change scenarios
illustrate financial
growth stories

Across sectors, we
see that risks to
EBITDA growth
can arise in the
short-term if
companies do not
adapt



4', Keﬁler
» Cheuvreux | Climate change and natural capital

We see that adaptive capacity plays a significant role in company earnings (MARKET
and MARKET-EBIT) and that the cost of inaction (FROZEN) might materialise as
soon as 2020, for example in the steel sector (Chart 10).

Chart 10: Steel company earnings under different adaptive capacity pathways (ACT
scenario)®
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Company earnings results start diverging from 2020 onwards for ArcelorMittal and
voestalpine. By 2030, the earnings of ArcelorMittal are 45pps higher in MARKET-
EBIT than the FROZEN (inaction) pathway. Thyssenkrupp’s earnings in the inaction
pathway (FROZEN) remain the same as the two adaptation pathways (MARKET and
MARKET-EBIT) to 2030 because investments upgrading its BOF production plants
are not yet business case positive. Thereafter, the company’s earnings start to
diverge across scenarios. Depending on the current position of a company, being
passive might reduce earnings in the short-term.

Is it sufficient to analyse the financial impact of transition
risks on the sector level?

We find that earnings performance varies significantly across companies. This wide
range means that average company earnings do not reflect the majority of sector
constituents, as illustrated in the automotive and steel sectors (Chart 11). Therefore,
company-level analysis is strongly preferable to assess transition risks if possible.

3 Note, the impact of thyssenkrupp’s current steel production on the overall group’s future steel
earnings and valuation will likely be less than when these scenarios were run as a result of its joint
venture with Tata Steel Europe (June 2018).
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Chart 11: Individual company earnings performance varies greatly in the auto and steel
sectors (ACT/MARKET)
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We see that the range of company earnings performance is especially large for the
steel sector, with a spread of 500pps in 2050. For the automotive sector, the spread
is smaller but still significant at 300pps in 2050. This implies that the climate
transition will see winners and losers.

Can financial winners and losers be identified in scenario
analysis?

Scenario analysis cannot give an absolute verdict on a company’s prospects relative
to others because no probability weighting is given to each scenario. It can, however,
suggest potential winners and losers under certain circumstances. The CO-Firm’s
research provides an illustration of how different companies and their assets
perform under two IEA scenarios with different temperature constraints. No
probability is assigned to these scenarios. The underlying dynamics of the model
take a sector perspective, i.e. all companies have the same dynamic capabilities at
their disposal to create a data-driven, reproducible basis. Regardless, the different
temperature targets in each scenario result in different earnings results for each
company, with some potentially coming out winners and some losers (Charts 12 and
13).
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Chart 12: Potential winners and losers in the LCT scenario (MARKET-EBIT/REVENUE)
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Chart 13: Potential winners and losers in ACT (MARKET-EBIT/REVENUE)
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As Charts 12 and 13 show, some companies appear to perform above or below the
average in the ACT scenario. For the companies analysed, we generally find a
positive picture. This could, however, be attributed to study bias, as our selection
focused on the largest companies in terms of market capitalisation. Other qualifiers
apply, as the analysis builds on two illustrative adaptation pathways, assuming the
same adaptive capacity across all companies, and constraints apply.
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What are the key drivers of future company earnings in our
scenarios?

The risk drivers differ between the sectors under consideration and the scenarios
applied. Generally, we analyse all relevant drivers that impact a plant or product’s
sales volumes, prices and cost base relative to its competition. In most cases,
changing market prices have an impact on the relative competitiveness of each plant
technology, and thus the competitiveness of the sales price. Overall demand for the
product changes according to the scenario and differs by region. Chart 14
demonstrates this through the steel sector.

Chart 14: Steel production changes technologically and regionally in the steel sector
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Input prices (such as energy-related costs for electricity or gas) change due to
market dynamics when a sector is in transition. Additionally, direct mechanisms that
foster the transition towards a selected scenario (such as CO2 prices) might apply.
The relative impact depends on their extent and the resulting relevancy in the
sector’s (plant’s) cost base.

For example, in the steel sector, a significantly higher CO2 price in ACT means CCS
becomes profitable after 2040 which causes an improvement in earnings from the
BOF route of steel production compared to its profitability post-2040 in the LCT
scenario. In ACT, most countries implement a CO2 price, which causes developed
countries to remain competitive with developing countries. This is not the case in the
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LCT scenario where CO2 prices are only implemented in developed countries, which
suffer a competitive disadvantage as a result.

What role does a company’s adaptive capacity play in the
low-carbon transition?

Three key aspects contribute to whether a company is future proof (Chart 15):

e Dynamic capabilities: Opportunity recognition, partnering, building,
integrating, reconfiguring.

e The current resource base, i.e. what is at the disposal of the company to
reconfigure. For example, financial means, physical assets, intellectual
property.

e Business strategies pinpoint where the company aims to go and how it
intends to get there. This often comprises a synthesis of trends in its
business environment, its resources and its capabilities.

These three components are critical to a company’s ability to adapt to a low-carbon
transition, i.e. its adaptive capacity.

I

Chart 15: A conceptual overview for a company’s “adaptive capacity”
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Source: The CO-Firm

To form an opinion on the adaptive capacity of a company, ask yourself the following
questions:

o Asset base:

o How aligned is the company’s current asset base with both future
growth markets and future technological requirements, e.g. cost of
production and demand? If it is not aligned, how costly is it for the
company to make the required adjustments, relative to competitors?

o Does the company have the financial means to implement the required
changes?

o Does the company already have access to the intellectual property
required to implement the transition?

e Strategy:

16 keplercheuvreux.com
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o Is the company’s current, and forecasted (until 2020/23 depending on
the scenario), strategy aligned with transition requirements? Does it
serve as a step into the right direction?

¢ Dynamic capabilities:

o Do you think that the company has realised the opportunity from the
low-carbon transition and is acting accordingly?

After answering these questions, the final evaluation regarding adaptive capacity is
more implicit:
o Do you trust in the company’s adaptive capacity to see the changes

required by the low-carbon transition early enough and to act upon
them in a target-oriented manner, relative to its competition?

How does financial strength impact company earnings?

The effect of financial strength is analysed in the MARKET-EBIT/REVENUE
pathway. The difference between MARKET and MARKET-EBIT/REVENUE
pathways illustrate the impact of financial strength on future company earnings.
Utilities

Of the companies analysed, the spread between the two adaptive capacity pathways
is largest for Enel (utility) (Chart 16). Integrating a financial strength variable in our
scenarios turns a stable, if rather limited, growth story for Enel of +50% in 2050
(compared to 2016) into a 160%+ improvement in the case of ACT. In essence, the
inclusion of financial means allows Enel to build upon its current investments in
renewables in a number of emerging markets.

Chart 16: A focus on the earnings curves of ENEL and Engie
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Steel

Whereas in MARKET ArcelorMittal’'s performance is slightly below average,
financial strength in MARKET-EBIT pushes it to slightly above the sector average,
doubling its earnings growth (Chart 10). Except for 2020, ArcelorMittal shows
steady growth, profiting from global and technological diversity. For thyssenkrupp
and voestalpine, EBITDA is more volatile compared to other companies and sectors.
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Thyssenkrupp is challenged by a rapidly increasing CO2 price in the ACT due to its
focus on the carbon-intense BOF method of steel production, under the assumption
that options other than CCS are not viable, e.g. carbon capture and utilisation. After
CCS becomes economically viable in 2040, thyssenkrupp is expected to move into a
phase of EBITDA growth in MARKET-EBIT where it uses its financial strength to
make long-term investments in CCS. Voestalpine faces similar, but less severe,
trends compared to thyssenkrupp, as it has significant exposure to BOF. The
company is also expected to make profitable investments in DRI, and later DRI with
CCS, after 2030.

Automotive

For the automotive sector, earnings results across companies vary significantly.
Daimler appears to be the winning company of the three in focus. Daimler sees
significant earnings growth due to its early expansion strategy in plug-in hyrbids
vehicles as well as regional diversity. Market strength results in 3x earnings in
MARKET REVENUE than MARKET (Chart 17).

Chart 17: Auto company earnings curves
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For Daimler, having a competitive advantage in technological expertise, based on its
investment plans through to 2023, pays off. BMW and VW benefit from regional
growth markets but are less competitive in plug-in hybrids (PHEVs) than Daimler.
For all companies, financial strength pays off and boosts EBITDA growth.

Cement

For cement, growth for the companies under consideration is comparatively low
compared to the other sectors, the reason being that the focus is not global but
restricted to six countries, the major growth countries in the cement sector: India
and other emerging Asian countries, the Middle East and Africa are excluded due to
data restrictions. Nevertheless, financial strength enables all cement companies to
increase EBITDA growth compared to MARKET.
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Chart 18: Earnings curves for cement companies (covers only six countries)
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What have we learned?

The low-carbon transition is generally a growth story for the sectors under
consideration assumed that all companies behave rationally. Our analysis
suggests that a faster transition scenario might even lead to stronger
earnings growth for the sector compared to a slower transition scenario, e.g.
steel and utilities.

If companies fail to act and adapt to the low-carbon transition, the earnings
hit can materialise in the short- to medium-term.

To gain a more complete picture, transition risks should be considered at the
company level rather than sector level, if possible, because financial
performance varies significantly across firms.

The underlying analysis provides an illustration of potential winners and
losers in the low-carbon transition. Financial stakeholders need to match our
scenario assumptions with their company-specific knowledge and opinions.

The key risk drivers differ across the sectors under consideration and the
scenarios applied, but include: the evolution of technology, regional
differentiation, as well as direct regulatory measures to promote the
transition, e.g. CO2 prices.

Adaptive capacity is a result of dynamic capabilities, which allow existing
resources (assets, financial pockets, intellectual property) to be put to good
use, by means of a strategy. The role of financial strength on adaptive
capacity is emphasised in this study as a key determinant of future
performance. This of course depends on the extent to which the sector in
guestion requires substantial investment for the low-carbon transition.
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Company valuations: What have we

learned?

If climate change and transition risks are going to change from a “nice to have
consideration to a mainstream financial metric, one must be able to make the
case that they could affect the valuation of a stock, portfolio or sector on a time
horizon deemed material by the analyst.

”

Can transition risks affect the investment case?

Transition risks can affect the investment case more than is currently assumed. In
valuing a stock, analysts consider three main criteria when assessing whether a risk
needs to be integrated: probability, severity and the degree to which it falls within
the analyst’s time horizon (Chart 19).

At present, uncertainty around transition risks is often so great that analysts have
little motivation to integrate them into valuation modelling, denoted by the orange
box in Chart 19. The value of scenario analysis is in informing analysts about
alternative futures outside of their base case, to reduce perceived uncertainty and
increase conviction that a risk could change the investment case.

The value of scenario
analysis is in
informing analysts
about possibilities
other than their base
case

Chart 19: Why might an analyst decide not to integrate transition risks into their valuation models and investment case?
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Which sectors discuss transition risks?

Transition risks are not an entirely new phenomenon. Similar factors have been
relevant in financial analysis for a number of years but have not been labelled as
“transition risks”, for example, air pollution, water quality/scarcity etc. As such, some
transition risks are being discussed by sector equity analysts today.

To understand the degree to which transition risks are already being considered,
Kepler Cheuvreux’s ESG team scanned its analysts’ research reports (360s, Q&As
and Espressos) from August 2016 to February 2017 to identify any comment or
analysis on transition risk-related topics. Chart 20 shows the results of the review of
around 150 pieces of analysis across 31 sectors and 100 companies.

Chart 20: Percentage of Kepler Cheuvreux publications that mention transition risk-related
topics (August 2016-February 2017)
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The review found that:

e Transition risks were most often discussed within the autos and parts, oil
and gas, and utilities sectors, followed by the beverage, chemicals and capital
goods sectors.
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e Apart from the food, insurance, oil services and property sectors, these
topics are more often discussed from a positive (opportunistic) rather than
negative (risk-oriented) perspective.

e Most often, climate change was discussed in relation to the offering of
products and services.

On the whole, discussion of transition risks was low. Those sectors that have the
highest percentage of mentions, e.g. autos, oil and gas, and utilities, should be
expected to discuss these factors because they are the most exposed sectors.

Transition risks can affect the investment case for companies in a number of sectors,
i.e. result in significant value destruction in the short term, and, therefore, could be
discussed and integrated into mainstream equity valuations more often.

Why should transition risks be considered more widely in
equity analysis?

It is often suggested that transition risks are too long-term to materially affect a
company’s investment case. However, over the past ten years there have been a
number of examples of transition risks contributing significantly to severe value
destruction of certain sectors in the short term (1-5 years). These examples serve as
awarning that transition risks can significantly affect equity investment cases.

Case Study 1: EU utilities - past, present and future

The major utilities in the EU have suffered financially over the past ten years and,
according to Kepler Cheuvreux’s analysts, the pain may not be over yet. Transition
risks have played an increasingly significant role in the tribulations and will continue
todoso.

The period between 2003 and 2008 was a boom cycle for EU utilities as coal, CO2
and spread prices all rose. It was a period of unforeseen profitability. Kepler warned
that utilities needed to use this excess cash to prepare for less supporting times.

EU utilities instead invested this capital into new conventional generation capacity.
Then, when “less supporting times” arrived after the global financial crash (GFC), EU
utilities suffered at the hands of falling power demand, e.g. a 5.4% decline in
Germany in 2009, and a misread of the growth of renewables. By today’s
taxonomies, the expansion of renewable energy is firmly a transition risk.

In 2013 an average of 15% of electricity generation was supplied by renewables. On
average, only 5% of electricity supplied by the EU’s five largest utilities (RWE, EON,
EDF, Enel and Engie) came from renewables. The misread of this transition risk
contributed to the cumulative decrease of EUR100bn in the market caps of these
five EU utilities (Chart 21).
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Chart 21: Five EU utilities have lost over a combined EUR100bn over the past seven years
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Kepler Cheuvreux’s utilities analyst, Ingo Becker, CFA, predicts that the pain is not
over for EU utilities as the sector trends towards decarbonisation. He points to
decentralisation, digitalisation, demand response and energy storage as megatrends
that mean “utilities face their structural demise” (March 2016) (link).

Case Study 2: The US coal sector to 2016

Between the GFC and 2016, the US coal sector fell from a historical high to rock
bottom, which resulted in approximately 30 producers filing for bankruptcy,
including the largest US coal producer, Peabody Energy. This was the result of three
core drivers, each of which was either unforeseen by the industry or dismissed.

e The emergence of shale gas: The price of shale gas fell dramatically from
2008 onwards as hydraulic fracking swept across the US.

e The growth of renewable energy: Coal lost over 10% of the share of the US
power market from 2008 to 2013 as renewable energy grew (along with
natural gas).

e Environmental regulations: A host of environmental pollution and air quality
regulations were implemented and strengthened that served to constrain
the US coal sector, e.g. Mercury and Air Toxics Standards (MATS), Cross-
State Air Pollution Rule, etc.

In the midst of this crisis, the US coal industry continued to tell investors that
demand would grow both domestically and on the global market (see Peabody’s
2014 quarterly disclosures). This absolute dismissal of transition risks such as
renewable energy and environmental regulation, and how they interplay with other
market trends, resulted in widespread value destruction across the sector.
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Methodologically, how could equity analysts integrate
transition risks into company valuations?

The schematic below (Chart 22) summarises the options available to analysts
looking to integrate transition risks into equity valuations. We believe that DCF
models are better suited to scenario analysis than multiple-based models, given the
nature of transition risks and opportunities.

THE-éo FIRM
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We believe that DCF
models are better
suited to scenario
analysis than
multiple-based
models

Chart 22: A possible decision tree for analysts thinking of integrating transition risks into equity valuation
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However, DCF models require making additional assumptions and doing additional
research, specifically: 1) short-term cash flows; 2) a terminal (long-term) growth
rate; and 3) a discount rate. As Chart 22 suggests, these three core variables can be
grouped into factors that affect either the company’s growth profile and/or risk
profile. Both of these aspects of an equity valuation can be amended to reflect
transition risks.

In each of our sector-specific reports (utilities, autos and steel), we seek to answer
the following question by adjusting the growth profile of a company: What could the
valuation of a company be under climate change scenarios?
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Adjusting the growth profile

The CO-Firm’s modelling outputs are best suited to amending the growth profile of a
company rather than the risk profile. Again, two options exist for amending a
company’s growth profile.

¢ Extending the forecasting horizon of specific cash flows. This option offers
more precise results and therefore is better suited to testing tail/non-linear
risks.

e Adjusting the terminal growth rate to reflect the impact of different
transition scenarios on global economic growth. This is a simpler but less
granular approach.

The granular nature of The CO-Firm'’s outputs allows our analysis to adopt the first,
more detailed approach. This means that:

¢ In the consensus baseline and company valuations in the climate change
scenarios we apply company cash flows that are projected for the next five
years, for the relevant segment, as downloaded from Bloomberg.

e Thereafter, in the consensus baseline, we apply the relevant KECH analyst’s
terminal growth rate for the stock to the company cash flows from 2024-50.

e  Whereas we apply the annual cash flows projected by The CO-Firm for the
company valuation in the climate change scenarios over this period.

e To calculate the company valuation to perpetuity, for both the consensus
baseline and our valuations, we apply the KECH analyst’s terminal growth
rate and discount rate to the average cash flows for the company from 2040-
50.

e In essence, therefore, the vast majority of the difference in company
valuations in the consensus baseline and the climate change scenarios
results from variable cash flows from 2024-50.

Adjusting the risk profile

When conducting a DCF valuation, one must make an assumption about the
discount rate, which captures the perception of risk to a company’s future cash
flows. A company is considered to have high financial risk if the likelihood that
investors could receive a return that is lower than what was expected is high. A
company with higher financial risk than its peers will have a higher assumed discount
rate than its peers, and vice versa.

For each of the utilities, auto and steel reports, we apply the discount rate (and
terminal growth rate) of Kepler Cheuvreux’s sector equity analyst. We also conduct
a sensitivity analysis on the discount rate to understand how variable a company’s
valuation is to this input, as well as identifying sector-specific drivers that might
result in an analyst changing their discount rate (and perception of risk).

Assigning a probability weighting

Our analysis within the ET Risk project identifies how the cash flows and valuations
of companies could vary depending on assumptions of transition risks and climate
change. A follow-up question to this process is: How do you integrate transition
risks into analysts’ current baseline valuations?
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To answer this question, analysts must assign a probability weighting to the
different scenarios that include various transition risks and incorporate it into their
equity valuation models. The scenario analysis in our studies does not assign a
probability to each pathway. Therefore, this additional step for a mainstream analyst
to take a view on which risks are more or less likely is not tackled in our reports.

Analysis results: How could transition risks change equity
valuations of companies?

The full results of our DCF modelling for the nine featured companies (three utilities,
autos and steel) can be found in the in-depth standalone reports on each sector.
Charts 23-25 below feature the results for one company from each report, drawing
on wider conclusions from that study.

Chart 23: While Engie could benefit more from the ACT than the LCT scenario, its valuation is
lower in three of the four climate/adaptation scenarios, compared to the consensus baseline
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Across the three sectors, the regional and technological breakdown of revenue-
generating assets is key to company earnings and valuation. For example, in the
utilities sector, Engie is assumed to focus on gas technologies in the LCT scenario,
which are needed to cover demand peaks, while in the ACT scenario it is able to
invest heavily in renewables. In both climate change scenarios, the company is able
to profit from adaptation measures, represented by the “MARKET-EBIT” scenarios.

Elsewhere, Enel and EDF are both valued more highly in each climate change
scenario than the consensus baseline, suggesting greater alignment with the low-
carbon transition.

See the “Transition Risks for Electric Utilities” report for full analysis (link).
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Chart 24: BMW appears to be overvalued in the consensus baseline compared to its valuation
in the four climate/adaptive capacity scenarios
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In the automotive sector, BMW's value in climate change scenarios is lower than a
consensus baseline, in large part because its expansion plans for electric
powertrains are thought to be behind the industry average. Also, BMW'’s EV
portfolio is assumed to focus on smaller vehicles sizes with lower profit margins.

Meanwhile, Daimler’s valuation grows under climate change scenarios compared to
the consensus baseline, whereas VW trends in the opposite direction.

See the “Transition Risks in the Automotive Sector” report for full analysis. ArcelorMittal’s
valuation is higher in

both climate change
Chart 25: ArcelorMittal’s valuation is higher in both climate change scenarios compared to a scenarios compared to

consensus baseline a consensus baseline

140
120
100
80
60
40
20

=100)

cash flows (Baseline

"Consensus" LCTMarketEBIT  LCTMarket ACT Market EBIT ~ ACT Market
baseline

Indexed sum of cumulative discounted

mFirst 5years ™ Years 2023-2050 Perpetuity

Source: Kepler Cheuvreux

In spite of the fact that the steel sector will be severely threatened by the low-
carbon transition, ArcelorMittal benefits from having an asset base spanning
conventional BOF, lower carbon electric arc furnaces (EAF) and direct reduction
iron-based steel production methods. It is also diversifying from OECD countries
(Europe and North America) to South American and South Africa-based production.

27 keplercheuvreux.com



Qo X

epler
Cﬁeuvreux Climate change and natural capital

voestalpine’s valuation seems to benefit in the different climate change scenarios,
while thyssenkrupp’s valuation declines compared to a market consensus baseline.*

See the “Transition Risks in the Steel Sector” report for full results.

What have we learned?

That transition risks can affect the investment case of a company. Even so,
transition risks are discussed sparingly in current equity valuations and are
actually integrated into valuations even less frequently.

This is because analysts still tend to lack conviction that transition risks
affect a company’s investment case, whether due to a perception of low
probability, low severity or, most commonly, that the risk falls outside of the
analyst’s time frame.

Scenario analysis can help analysts reduce uncertainty on complex issues. It
can indicate how transition risks could affect the future earnings and
valuations of companies, sectors and regions, and how this might vary over
time.

Our analysis shows that there could be a discrepancy between company
valuations in our climate change scenarios and a market consensus baseline,
suggesting that the market is not effectively pricing in all transition risks.

Upon seeing results like those of this analysis, the next step for equity
analysts is to assign probability weightings to each scenario and begin to
factor in the assumptions/inputs of the most likely future into their base
case.

* Thyssenkrupp’s valuation is based upon the performance of its steel business segment only, although it is a

diversified company. Also, the impact of thyssenkrupp’s current steel production on the group’s future steel

earnings and valuation will likely be less than when these scenarios were run as a result of its joint venture with
Tata Steel Europe (June 2018).
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Recommendations: How could this

information be used?

KECH and The CO-Firm'’s reports, as part of the ET Risk initiative, seek to broaden
the understanding of transition risks and scenario analysis among equity analysts,
asset managers, project managers and risk managers. This section outlines how
these stakeholder groups can best interpret and use the results of our analysis.

Best practices

Financial service providers are beginning to grapple with the idea of climate change
scenario analysis. A few ideas for best practices in this endeavour emerge from our
analysis.

¢ Focus on the sectors that are potentially most exposed: Scenario analyses
and identifying risk drivers can be time-consuming. Therefore, it is advisable
to focus on the sectors that are most likely to be affected by transition risks
and opportunities, which at the same time make up a significant proportion
of one’s equity holdings.

e Joint effort in scenario selection within the organisation: The selection of
the scenarios, and the narratives within them, is critical to the subsequent
credibility and interpretation of the results. Therefore, they should be well
understood and accepted upfront. This may also allow a common assignment
of probabilities to scenarios after the analysis.

e Interpret results in the context of drivers and strategies: Based on the
identification of relevant financial risks or opportunities, internal
organisational changes can be implemented. This includes, for example, the
mapping of new risk drivers in risk assessment. Corporate engagement can
only be achieved if risk drivers and corresponding strategies are commonly
understood.

e Discuss the results with the companies concerned: Outside-in analyses can
only work on the basis of assumptions. Companies are often planning more
far-reaching plant or product portfolio changes, or entry or exit from certain
business areas, than the analyst might know about. Communication with the
company can help integrate such factors into an evaluation.

Barriers to use

The application of climate change scenarios and their impact on mainstream
financial services faces some barriers.

e Materiality evaluation: The financial impact of transition risks might
become material outside of the analyst’'s timeframe for assessing the
investment case of a company.

e Scope of analysis: A company’s product portfolio might span beyond sectors
covered by the scenario modelling. The same holds for regional coverage -
the country-specific assessment of opportunities and risks might not
coincide with global or regional reporting of the company. Data gaps are
often par for the course.
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Ongoing process of reporting development: Another challenge for financial
service providers is that some companies (though not all) are only beginning
to conduct their reporting on the basis of scenario analyses. This results in
limitations in the comparability of the scenarios and the reported results.
The work of the TCFD in creating transparency regarding emerging
approaches to valuation and reporting will be critical to facilitating
comparability across corporate reporting and the risk analysis of financial
service providers.

Use by different practitioners

As an equity analyst, ask yourself the following

To what degree do you believe the scenario/do you assign a probability to
it?

Do you consider climate risk/opportunity to be material for your sectors
and companies?

Does the risk/opportunity materialise soon enough for you to integrate it
into your investment case? Or does managing the risks and capturing the
opportunities already require preparation on the side of companies that
impacts their financial performance within your time horizon?

The schematic below introduces an example decision-tree that an equity analyst
might follow when first interpreting a climate change scenario analysis (Chart 26).

Chart 26: How an analyst can interpret their climate change scenario analysis
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Ignore the scenario analysis

Validate with your overall
perception of the company!

Source: The CO-Firm

As an asset manager, ask yourself the following

Do you want to foster the transition by investing strategically into it, for
example by supporting companies that are already transitioning, at the
expense of a lower current financial performance?

In the event that a risk manifests itself, can the company credibly
transform? If so, do you need to engage with the company to either
transition within its current business segments or more fundamentally shift
to other business segments?

In the event that the company can transform, do you agree with its belief it
will be a winner in the market?
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If the company cannot align with the transition, can the risk be ignored or
hedged outside the business segment/sector concerned?

Do you need to divest from the company due to unacceptable financial risks
due to the low-carbon transition?

As a portfolio manager, ask yourself the following

What are the risk and opportunity drivers of the underlying scenario?
How might transition risks impact the sectors’ relative risk-return profiles?

How large is the gap between traditional valuation and longer-term scenario
dynamics and what are the main drivers?

After performing a scenario analysis, transparency should have increased
and one could ask whether the structural characteristics of companies for
have been identified in terms of their resilience.

To what extent can stock picking impact the average sector risk?

As a risk manager, ask yourself the following

What are the drivers and early warning indicators for climate risks in a 2°C
scenario in TCFD-relevant sectors?

Do | want to assign the scenario a probability weighting? If so, which?

Can |l identify the structural nature of the opportunities and risks that exist
for companies?

Would a change in the materiality of risk factors or new risk factors imply
changes to general risk management?
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Appendix 1

Overview of the climateXcellence model

Chart 27: How the model works
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Financial modelling of the different sectors with respect to climate scenario analysis
can be divided into six central steps (Chart 16; subsequent numbering is consistent
with the chart; for more general information on each of the following steps, please
refer to the “Transition Risk Compass”, link).

When modelling a sector we mostly restrict the analysis to the business field, such as
impacts from new car sales, production of crude steel or electricity generation from
energy. Other typical revenue streams (e.g. after sales or insurance, production of
steel-based capital goods, transmission or energy trading) were excluded from the
analysis, as they are less material with respect to climate change and transition
impacts.

1. Derive the key risk drivers to translate a scenario into a narrative. First,
develop a holistic transition narrative by extending scenario data with
consistent transition drivers. As a basis, a consistent scenario needs to be
chosen (e.g. IEA Energy Technology Perspective 2017 and IEA World Energy
Outlook 2017); further steps include analysing, extrapolating, and breaking
down available scenario data to country- and region-specific technology
pathways. Next, a determination of the main drivers of the scenario based
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on current and announced regulatory regimes, climate targets, and
anticipated technology pathways, etc. is needed.

2. Build an asset-level database with financial information on individual
technologies. Since climate transition impacts technologies differently (even
within the same sector), building a financially meaningful asset-level
database is central to the modeling. The necessary steps vary by sector
depending on the asset-level information available.

3. Conduct a techno-economic assessment of risk mitigation measures
(“adaptive capacity”). Financial modelling of climate risk must incorporate
companies’ ability to anticipate transition risk and develop mitigation
strategies. With respect to the automotive sector, analysing risk mitigation
has to take into account a variety of aspects such as the scenario, the current
position of the company, and its financial strength.

4. Assumptions about companies’ portfolio development with and without
adaptive capacities under different scenarios. This step makes assumption
about how companies make use of their available options (Step 3) to adapt
their physical asset bases (Step 2) to the changing climate scenario (Step 1).
We modeled three portfolio development pathways: FROZEN, MARKET,
and MARKET-EBIT/REVENUE.

5. Calculate financial performance of individual assets in market models: The
financial performance of assets varies depending on the sector dynamics and
the scenario under consideration.

6. Calculate financial impacts on companies. For the last step, the financial
performances of the individual assets obtained in step 5 are aggregated
together with the capital requirements for step 3 and 4 at the company level.
This step ensures the linkage to the TCFD recommendations by outlining the
scenario-related impacts on the income, cash-flow statement and balance
sheet.

A more detailed description of all steps and underlying assumptions can be found in
the in-depth standalone reports on each sector (see the list below). This could be
important because the methodology differs depending on respective market
dynamics, as well as availability of information regarding, for example, scenario and
asset level data.

Further results of scenario analysis for all companies across the four
sectors

This report builds on the following reports, where a more detailed description of the
underlying concept of scenario analysis, adaptive capacity as well as a more detailed
description of all company results can be viewed.

The Transition Risk-o-Meter: Reference Scenarios for Financial Analysis (2°C Investing
Initiative, The CO-Firm, June 2017, link).

Technical Supplement: The Use of Scenario Analysis in Disclosure of Climate-Related Risks
and Opportunities, TCFD (June 2017, link).

Adaptive capacity: changing colors. Adaptive capacity of companies in the context of the
transition to a low carbon economy (2dii, The CO-Firm, Allianz, Allianz Global Investors,
August 2017, link).
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Climate scenario compass: Investor primer to transition risk analysis (Kepler Cheuvreux,
The CO-Firm, January 2018, link).

Climate scenario compass: Transition risks for electric utilities (The CO-Firm, Kepler
Cheuvreux, January 2018, |ink).

Climate scenario compass: Transition risks for the automotive sector (Kepler Cheuvreux,
The CO-Firm, forthcoming).

Climate scenario compass: Transition risks for the steel sector (The CO-Firm, Kepler
Cheuvreux, forthcoming).

Climate scenario analysis: Cement’s financial performance under 2° C and 2.7° C - A how-
to guide for the sector, and three companies across six countries (The CO-Firm,
forthcoming).

These reports mostly focus on results that take the 2°C ACT scenario as their basis,
in order to not overburden the reader with too much information. A full breakdown
of the results from all scenario-pathway combinations can be found in the
accompanying online tool, which you can request access to at climatexcellence@co-
firm.com, or www.et-risk.eu.
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Research ratings and important disclosure

This research report or summary ("Research") has been prepared by KEPLER CHEUVREUX or one of its affiliates or branches (collectively referred to as “KEPLER
CHEUVREUX”"). The term "KEPLER CHEUVREUX" shall, unless the context otherwise requires, mean each of KEPLER CHEUVREUX and its affiliates, subsidiaries and
related companies (see “Regulators” table below).

All prices are those current at the end of the previous trading session unless otherwise indicated. Prices are sourced from local exchanges via ThomsonReuters or
Bloomberg unless otherwise indicated. Data is sourced from KEPLER CHEUVREUX and subject companies.

Organizational and administrative arrangements to avoid and prevent conflicts of interests

KEPLER CHEUVREUX promotes and disseminates independent investment research and has implemented written procedures designed to identify and manage
potential conflicts of interest that arise in connection with its research business, which are available upon request. KEPLER CHEUVREUX research analysts and other
staff involved in issuing and disseminating research reports operate independently of KEPLER CHEUVREUX's Investment Banking business. Information barriers and
procedures are in place between the research analysts and staff involved in securities trading for the account of KEPLER CHEUVREUX or clients to ensure that price
sensitive information is handled according to applicable laws and regulations.

It is KEPLER CHEUVREUX's policy not to disclose the rating to the issuer before publication and dissemination. Nevertheless, this document, in whole or in part, and
with the exclusion of ratings, target prices and any other information that could lead to determine its valuation, may have been provided to the issuer prior to publication
and dissemination, solely with the aim of verifying factual accuracy.

Please refer to www.keplercheuvreux.com for further information relating to research and conflict of interest management.

Analyst disclosures

The functional job title of the person(s) responsible for the recommendations contained in this report is Equity/Credit Research Analyst unless otherwise stated on
the cover.

Regulation AC - Analyst Certification: Each Equity/Credit Research Analyst(s) listed on the front page of this report, principally responsible for the preparation and
content of all or any identified portion of this research report hereby certifies that, with respect to each issuer or security or any identified portion of the report with
respect to an issuer or security that the equity research analyst covers in this research report, all of the views expressed in this research report accurately reflect his/her
personal views about those issuer(s) or securities. Each Equity/Credit Research Analyst(s) also certifies that no part of his/her compensation was, is, or will be, directly or
indirectly, related to the specific recommendation(s) or view(s) expressed by that equity research analyst in this research report.

Each Equity/Credit Research Analyst certifies that he/she is acting independently and impartially from KEPLER CHEUVREUX shareholders, directors and is not affected
by any current or potential conflict of interest that may arise from any of KEPLER CHEUVREUX’s activities.

Analyst Compensation: The research analyst(s) primarily responsible for the preparation of the content of the research report attest that no part of the analyst’s(s’)
compensation was, is or will be, directly or indirectly, related to the specific recommendations expressed by the research analyst(s) in the research report. The research
analyst’s(s’) compensation is, however, determined by the overall economic performance of KEPLER CHEUVREUX.

Registration of non-US Analysts: Unless otherwise noted, the non-US analysts listed on the front of this report are employees of KEPLER CHEUVREUX, which is a non-
US affiliate and parent company of Kepler Capital Markets, Inc. a SEC registered and FINRA member broker-dealer. Equity/Credit Research Analysts employed by
KEPLER CHEUVREUX, are not registered/qualified as research analysts under FINRA/NYSE rules, may not be associated persons of Kepler Capital Markets, Inc. and
may not be subject to NASD Rule 2711 and NYSE Rule 472 restrictions on communications with covered companies, public appearances, and trading securities held by a
research analyst account.

Research ratings
Rating ratio Kepler Cheuvreux Q12018

Rating Breakdown A B
Buy 46% 48%
Hold 36% 38%
Reduce 15% 10%
Not Rated/Under Review/Accept Offer 3% 4%
Total 100% 100%

Source: KEPLER CHEUVREUX

A: % of all research recommendations

B: % of issuers to which material services of investment firms are supplied

KEPLER CHEUVREUX makes available all views expressed since the latest change or up to the preceding 12 months.

Please refer to the following link: https://research.keplercheuvreux.com/app/disclosure for a full list of investment recommendations issued over the last 12 months
by the author(s) and contributor(s) of this report on any financial instruments.

Equity research

Rating system

KEPLER CHEUVREUX'’s equity research ratings and target prices are issued in absolute terms, not relative to any given benchmark. A rating on a stock is set after
assessing the 12 month expected upside or downside of the stock derived from the analyst’s fair value (target price) and in the light of the risk profile of the company.
Ratings are defined as follows:

Buy: The minimum expected upside is 10% over next 12 months (the minimum required upside could be higher in light of the company’s risk profile).
Hold: The expected upside is below 10% (the expected upside could be higher in light of the company’s risk profile).
Reduce: There is an expected downside.

Accept offer: In the context of a total or partial take-over bid, squeeze-out or similar share purchase proposals, the offer price is considered to be fairly valuing
the shares.

Reject offer: In the context of a total or partial take-over bid, squeeze-out or similar share purchase proposals, the offered price is considered to be undervaluing
the shares.

Under review: An event occurred with an expected significant impact on our target price and we cannot issue a recommendation before having processed that new
information and/or without a new share price reference.

Not rated: The stock is not covered.
Restricted: A recommendation, target price and/or financial forecast is not disclosed further to compliance and/or other regulatory considerations.
Due to share price volatility, ratings and target prices may occasionally and temporarily be inconsistent with the above definition.

35 keplercheuvreux.com


https://research.keplercheuvreux.com/app/disclosure

4', Keﬁler
» Cheuvreux | Climate change and natural capital

1
THE-C O FIrRM
1

Valuation methodology and risks
Unless otherwise stated in this report, target prices and investment recommendations are determined based on fundamental research methodologies and rely on
commonly used valuation methodologies such as discounted cash flow (DCF), a valuation multiple comparison with history and peers, dividend discount model (DDM).

Valuation methodologies and models can be highly dependent on macroeconomic factors (such as the price of commodities, exchange rates and interest rates) as well as
other external factors including taxation, regulation and geopolitical changes (such as tax policy changes, strikes or war). In addition, investors’ confidence and market
sentiment can affect the valuation of companies. The valuation is also based on expectations that might change rapidly and without notice, depending on developments
specific to individual industries. Whichever valuation method is used there is a significant risk that the target price will not be achieved within the expected timeframe.

Unless otherwise stated, models used are proprietary. Additional information about the proprietary models used in this report is accessible on request.

KEPLER CHEUVREUX'’s equity research policy is to update research ratings when it deems appropriate in the light of new findings, markets developments and any
relevant information that can impact the analyst’s view and opinion.

Credit research

Rating system (issuer or instrument level)
Buy: The analyst has a positive conviction either in absolute or relative valuation terms and/or expects a tightening of the issuer’s debt securities spread over a
six-month period.

Hold: The analyst has a stable credit fundamental opinion on the issuer and/or performance of the debt securities over a six month period.
Sell: The analyst expects of a widening of the credit spread for some or all debt securities of the issuer and/or a negative fundamental view over a six-month period.

Not covered: KEPLER CHEUVREUX’s credit research team does not provide formal, continuous coverage of this issuer and has not assigned a recommendation to
the issuer.

Restricted: A recommendation, target price and/or financial forecast is not disclosed further to compliance and/or other regulatory considerations.

Recommendations on interest-bearing securities mostly focus on the credit spread and on the rating views and methodologies of recognized agencies (S&P, Moody’s and
Fitch). Ratings and recommendations may differ for a single issuer according the maturity profile, subordination or market valuation of interest bearing securities.

Valuation methodology and risks

Unless otherwise stated in this report, recommendations produced on companies covered by KEPLER CHEUVREUX credit research, rely on fundamental analysis
combined with a market approach of the interest bearing securities valuations. The methodology employed to assign recommendations is based on the analyst
fundamental evaluation of the groups' operating and financial profiles adjusted by credit specific elements.

Valuation methodologies and models can be highly dependent on macroeconomic factors (such as the price of commodities, exchange rates and interest rates) as well as
other external factors including taxation, regulation and geopolitical changes (such as tax policy changes, strikes or war) and also on methodologies’ changes of
recognized agencies. In addition, investors’ confidence and market sentiment can affect the valuation of companies. The valuation is also based on expectations that
might change rapidly and without notice, depending on developments specific to individual industries.

Unless otherwise stated, models used are proprietary. If nothing is indicated to the contrary, all figures are unaudited. Additional information about the proprietary
models used in this report is accessible on request.

KEPLER CHEUVREUX's credit research policy is to update research rating when it deems appropriate in the light of new findings, markets development and any
relevant information that can impact the analyst’s view and opinion.

KEPLER CHEUVREUX research and distribution

Regulators

Location Regulator Abbreviation
KEPLER CHEUVREUXS.A - France Autorité des Marchés Financiers AMF
KEPLER CHEUVREUX, Sucursal en Espaiia Comisién Nacional del Mercado de Valores CNMV
KEPLER CHEUVREUX, Frankfurt branch Bundesanstalt flir Finanzdienstleistungsaufsicht BaFin
KEPLER CHEUVREUX, Milan branch Commissione Nazionale per le Societa e la Borsa CONSOB
KEPLER CHEUVREUX, Amsterdam branch Autoriteit Financiéle Markten AFM
Kepler Capital Markets SA, Zurich branch Swiss Financial Market Supervisory Authority FINMA
Kepler Capital Markets, Inc. Financial Industry Regulatory Authority FINRA
KEPLER CHEUVREUX, London branch Financial Conduct Authority FCA
KEPLER CHEUVREUX, Vienna branch Austrian Financial Services Authority FMA
KEPLER CHEUVREUX, Stockholm Branch Finansinspektionen Fl
KEPLER CHEUVREUX, Oslo Branch Finanstilsynet NFSA
KEPLER CHEUVREUX, Bruxelles Branch Autorité des Services et Marchés Financiers FSMA

KEPLER CHEUVREUX is authorised and regulated by both Autorité de Controéle Prudentiel and Autorité des Marchés Financiers.
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Legal and disclosure information

Other disclosures

This product is not for distribution to retail clients.

MIFID 2 WARNING: We remind you that pursuant to MiFID 2, it is your responsibility, as a recipient of this research document, to determine whether or not your firm is
impacted by the provisions of the Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial instruments (“MiFID 2”)
regarding the unbundling of research and execution (the “MiFID 2 Research Rules”). For any request on the provision of research documents, please send an email to

crystal.team@keplercheuvreux.com.

The information contained in this publication was obtained from various publicly available sources believed to be reliable, but has not been independently verified by
KEPLER CHEUVREUX. KEPLER CHEUVREUX does not warrant the completeness or accuracy of such information and does not accept any liability with respect to the
accuracy or completeness of such information, except to the extent required by applicable law.

This publication is a brief summary and does not purport to contain all available information on the subjects covered. Further information may be available
on request.

This publication is for information purposes only and shall not be construed as an offer or solicitation for the subscription or purchase or sale of any securities, or as
an invitation, inducement or intermediation for the sale, subscription or purchase of any securities, or for engaging in any other transaction.

Any opinions, projections, forecasts or estimates in this report are those of the author only, who has acted with a high degree of expertise. They reflect only the current
views of the author at the date of this report and are subject to change without notice. KEPLER CHEUVREUX has no obligation to update, modify or amend this
publication or to otherwise notify a reader or recipient of this publication in the event that any matter, opinion, projection, forecast or estimate contained herein,
changes or subsequently becomes inaccurate, or if research on the subject company is withdrawn. The analysis, opinions, projections, forecasts and estimates expressed
in this report were in no way affected or influenced by the issuer. The author of this publication benefits financially from the overall success of KEPLER CHEUVREUX.

The investments referred to in this publication may not be suitable for all recipients. Recipients are urged to base their investment decisions upon their own appropriate
investigations that they deem necessary. Any loss or other consequence arising from the use of the material contained in this publication shall be the sole and exclusive
responsibility of the investor, and KEPLER CHEUVREUX accepts no liability for any such loss or consequence. In the event of any doubt about any investment, recipients
should contact their own investment, legal and/or tax advisers to seek advice regarding the appropriateness of investing. Some of the investments mentioned in this
publication may not be readily liquid investments. Consequently, it may be difficult to sell or realise such investments. The past is not necessarily a guide to future
performance of an investment. The value of investments and the income derived from them may fall as well as rise and investors may not get back the amount invested.
Some investments discussed in this publication may have a high level of volatility. High volatility investments may experience sudden and large falls in their value which
may cause losses. International investing includes risks related to political and economic uncertainties of foreign countries, as well as currency risk.

To the extent permitted by applicable law, no liability whatsoever is accepted for any direct or consequential loss, damages, costs or prejudices whatsoever arising from
the use of this publication or its contents.

Country and region disclosures

United Kingdom: This document is for persons who are Eligible Counterparties or Professional Clients only and is exempt from the general restriction in section 21 of
the Financial Services and Markets Act 2000 on the communication of invitations or inducements to engage in investment activity on the grounds that it is being
distributed in the United Kingdom only to persons of a kind described in Articles 19(5) (Investment professionals) and 49(2) (High net worth companies, unincorporated
associations, etc.) of the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005 (as amended). It is not intended to be distributed or passed on,
directly or indirectly, to any other class of persons. Any investment to which this document relates is available only to such persons, and other classes of person should
not rely on this document.

United States: This communication is only intended for, and will only be distributed to, persons residing in any jurisdictions where such distribution or availability would
not be contrary to local law or regulation. This communication must not be acted upon or relied on by persons in any jurisdiction other than in accordance with local law
or regulation and where such person is an investment professional with the requisite sophistication to understand an investment in such securities of the type
communicated and assume the risks associated therewith.

This communication is confidential and is intended solely for the addressee. It is not to be forwarded to any other person or copied without the permission of the sender.
This communication is provided for information only. It is not a personal recommendation or an offer to sell or a solicitation to buy the securities mentioned. Investors
should obtain independent professional advice before making an investment.

Notice to U.S. Investors: This material is not for distribution in the United States, except to “major US institutional investors” as defined in SEC Rule 15a-6
("Rule 15a- 6"). KEPLER CHEUVREUX has entered into a 15a-6 Agreement with Kepler Capital Markets, Inc. ("KCM, Inc.”) which enables this report to be furnished to
certain U.S. recipients in reliance on Rule 15a-6 through KCM, Inc.

Each U.S. recipient of this report represents and agrees, by virtue of its acceptance thereof, that it is a "major U.S. institutional investor" (as such term is defined in Rule
15a-6) and that it understands the risks involved in executing transactions in such securities. Any U.S. recipient of this report that wishes to discuss or receive additional
information regarding any security or issuer mentioned herein, or engage in any transaction to purchase or sell or solicit or offer the purchase or sale of such securities,
should contact a registered representative of KCM, Inc.

KCM, Inc. is a broker-dealer registered with the Securities and Exchange Commission (“SEC”) under the U.S. Securities Exchange Act of 1934, as amended, Member of
the Financial Industry Regulatory Authority (“FINRA”) and Member of the Securities Investor Protection Corporation (“SIPC”). Pursuant to SEC Rule 15a-6, you must
contact a Registered Representative of KCM, Inc. if you are seeking to execute a transaction in the securities discussed in this report. You can reach KCM, Inc. at
Tower 49, 12 East 49th Street, Floor 36, New York, NY 10017, Compliance Department (212) 710-7625; Operations Department (212) 710-7606; Trading Desk (212)
710-7602. Further information is also available at www.keplercheuvreux.com. You may obtain information about SIPC, including the SIPC brochure, by contacting SIPC
directly at 202-371-8300; website: http://www.sipc.org/.

KCM, Inc. is a wholly owned subsidiary of KEPLER CHEUVREUX. KEPLER CHEUVREUX , registered on the Paris Register of Companies with the number 413 064 841
(1997 B 10253), whose registered office is located at 112 avenue Kléber, 75016 Paris, is authorised and regulated by both the Autorité de Contréle Prudentiel et de
Résolution (ACPR) and the Autorité des Marchés Financiers (AMF).

Nothing herein excludes or restricts any duty or liability to a customer that KCM, Inc. may have under applicable law. Investment products provided by or through KCM,
Inc. are not insured by the Federal Deposit Insurance Corporation and are not deposits or other obligations of any insured depository institution, may lose value and are
not guaranteed by the entity that published the research as disclosed on the front page and are not guaranteed by KCM, Inc.

Investing in non-U.S. Securities may entail certain risks. The securities referred to in this report and non-U.S. issuers may not be registered under the U.S. Securities Act
of 1933, as amended, and the issuer of such securities may not be subject to U.S. reporting and/or other requirements. Rule 144A securities may be offered or sold only
to persons in the U.S. who are Qualified Institutional Buyers within the meaning of Rule 144A under the Securities Act. The information available about non-U.S.
companies may be limited, and non-U.S. companies are generally not subject to the same uniform auditing and reporting standards as U.S. companies. Securities of some
non-U.S. companies may not be as liquid as securities of comparable U.S. companies. Securities discussed herein may be rated below investment grade and should
therefore only be considered for inclusion in accounts qualified for speculative investment.

Analysts employed by KEPLER CHEUVREUX S.A., a non-U.S. broker-dealer, are not required to take the FINRA analyst exam. The information contained in this report is
intended solely for certain "major U.S. institutional investors" and may not be used or relied upon by any other person for any purpose. Such information is provided for
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informational purposes only and does not constitute a solicitation to buy or an offer to sell any securities under the Securities Act of 1933, as amended, or under any
other U.S. federal or state securities laws, rules or regulations. The investment opportunities discussed in this report may be unsuitable for certain investors depending
on their specific investment objectives, risk tolerance and financial position.

In jurisdictions where KCM, Inc. is not registered or licensed to trade in securities, or other financial products, transactions may be executed only in accordance with
applicable law and legislation, which may vary from jurisdiction to jurisdiction and which may require that a transaction be made in accordance with applicable
exemptions from registration or licensing requirements.

The information in this publication is based on sources believed to be reliable, but KCM, Inc. does not make any representation with respect to its completeness or
accuracy. All opinions expressed herein reflect the author's judgment at the original time of publication, without regard to the date on which you may receive such
information, and are subject to change without notice.

KCM, Inc. and/or its affiliates may have issued other reports that are inconsistent with, and reach different conclusions from, the information presented in this report.
These publications reflect the different assumptions, views and analytical methods of the analysts who prepared them. Past performance should not be taken as an
indication or guarantee of future performance, and no representation or warranty, express or implied, is provided in relation to future performance.

KCM, Inc. and any company affiliated with it may, with respect to any securities discussed herein: (a) take a long or short position and buy or sell such securities; (b) act as
investment and/or commercial bankers for issuers of such securities; (c) act as market makers for such securities; (d) serve on the board of any issuer of such securities;
and (e) act as paid consultant or advisor to any issuer. The information contained herein may include forward-looking statements within the meaning of U.S. federal
securities laws that are subject to risks and uncertainties. Factors that could cause a company's actual results and financial condition to differ from expectations include,
without limitation: political uncertainty, changes in general economic conditions that adversely affect the level of demand for the company's products or services,
changes in foreign exchange markets, changes in international and domestic financial markets and in the competitive environment, and other factors relating to the
foregoing. All forward-looking statements contained in this report are qualified in their entirety by this cautionary statement.

France: This publication is issued and distributed in accordance with Articles L.544-1 and seq and R. 621-30-1 of the Code Monétaire et Financier and with Articles
313-25t0 313-27 and 315-1 and seq of the General Regulation of the Autorité des Marchés Financiers (AMF).

Germany: This report must not be distributed to persons who are retail clients in the meaning of Sec. 31a para. 3 of the German Securities Trading Act
(Wertpapierhandelsgesetz - “WpHG”). This report may be amended, supplemented or updated in such manner and as frequently as the author deems.

Italy: This document is issued by KEPLER CHEUVREUX Milan branch, authorised in France by the Autorité des Marchés Financiers (AMF) and the Autorité de Contréle
Prudentiel et de Résolution (ACPR) and registered in Italy by the Commissione Nazionale per le Societa e la Borsa (CONSOB) and is distributed by KEPLER
CHEUVREUX. This document is for Eligible Counterparties or Professional Clients only as defined by the CONSOB Regulation 16190/2007 (art. 26 and art. 58).Other
classes of persons should not rely on this document. Reports on issuers of financial instruments listed by Article 180, paragraph 1, letter a) of the Italian Consolidated
Act on Financial Services (Legislative Decree No. 58 of 24/2/1998, as amended from time to time) must comply with the requirements envisaged by articles 69 to 69-
novies of CONSOB Regulation 11971/1999. According to these provisions KEPLER CHEUVREUX warns on the significant interests of KEPLER CHEUVREUX indicated
in Annex 1 hereof, confirms that there are not significant financial interests of KEPLER CHEUVREUX in relation to the securities object of this report as well as other
circumstance or relationship with the issuer of the securities object of this report (including but not limited to conflict of interest, significant shareholdings held in or by
the issuer and other significant interests held by KEPLER CHEUVREUX or other entities controlling or subject to control by KEPLER CHEUVREUX in relation to the
issuer which may affect the impartiality of this document]. Equities discussed herein are covered on a continuous basis with regular reports at results release. Reports
are released on the date shown on cover and distributed via print and email. KEPLER CHEUVREUX branch di Milano analysts is not affiliated with any professional
groups or organisations. All estimates are by KEPLER CHEUVREUX unless otherwise stated.

Spain: This document is only intended for persons who are Eligible Counterparties or Professional Clients within the meaning of Article 78bis and Article 78ter of the
Spanish Securities Market Act. It is not intended to be distributed or passed on, directly or indirectly, to any other class of persons. This report has been issued by
KEPLER CHEUVREUX Sucursal en Espafa registered in Spain by the Comisién Nacional del Mercado de Valores (CNMV) in the foreign investments firms registry and it
has been distributed in Spain by it or by KEPLER CHEUVREUX authorised and regulated by both the Autorité de Contréle Prudentiel et de Résolution and the Autorité
des Marchés Financiers. There is no obligation to either register or file any report or any supplemental documentation or information with the CNMV. In accordance
with the Spanish Securities Market Law (Ley del Mercado de Valores), there is no need for the CNMV to verify, authorise or carry out a compliance review of this
document or related documentation, and no information needs to be provided.

Switzerland: This publication is intended to be distributed to professional investors in circumstances such that there is no public offer. This publication does not
constitute a prospectus within the meaning of Articles 652a and 1156 of the Swiss Code of Obligations.

Canada: The information provided in this publication is not intended to be distributed or circulated in any manner in Canada and therefore should not be construed as
any kind of financial recommendation or advice provided within the meaning of Canadian securities laws.

Other countries: Laws and regulations of other countries may also restrict the distribution of this report. Persons in possession of this document should inform
themselves about possible legal restrictions and observe them accordingly.

None of the material, nor its content may be altered in anyway, transmitted to, copied or distributed to any other party, in whole or in part, unless otherwise agreed
with KEPLER CHEUVREUX in writing.
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