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Disclaimer

About SolAbility

SolAbility isa sustainability service specialist based in Korea, providing sustainable management advice
to corporate clients and advanced sustainable investment research covering Pan-Asian equities for
institutional investors.

So | Ab icorpotatg 6dients have been recognised as sustainability leaders in their respective business
fields by various global corporate sustainability benchmarks and indexes, including the Dow Jones World
Sustainability Index (DJSI) and the FTSEGood Index. Three companies who have implemented

sustainability strategies and management systems developed and designed by SolAbility are recognised

as global super-sector leaders by the DJSI (most sustainable company globally in their respective
industry) .
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SolAbility

802 Meritwin 856

llIsan, South Korea
www .solability .com
contact@solability .com

Disclaimer

No warranty

Thispublication isderived from sources believed to be accurate and reliable, but neither its accuracy
nor completeness isguaranteed . The material and information in this publication are provided "asis"and
without warranties of any kind, either expressed or implied . SolAbility disclaims all warranties, expressed
or implied, including, but not limited to, implied warranties of merchantability and fitness for a particular
purpose . Any opinions and views in this publication reflect the current judgment of the authors and may
change without notice . It is each reader's responsibility to evaluate the accuracy, completeness and
usefulness of any opinions, advice, services or other information provided in this publication

Limitation of liability

All information contained in this publication is distributed with the understanding that the authors,
publishers and distributors are not rendering legal, accounting or other professional advice or opinions
on specific facts or matters and accordingly assume no liability whatsoever in connection with itsuse. In
no event shall SolAbility be liable for any direct, indirect, special, incidental or consequential damages
arising out of the use of any opinion or information expressly or implicitly contained in this publication

Copyright
Unless otherwise noted, text, images and layout of this publication are the exclusive property of
SolAbility . Republication iswelcome .

No Offer

The information and opinions contained in this publication constitutes neither a solicitation, nor a
recommendation, nor an offer to buy or sell investment instruments or other services, or to engage in
any other kind of transaction . The information described in this publication isnot directed to persons in
any jurisdiction where the provision of such information would run counter to local laws and regulation .

February 2013
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Sustainability trends 2013

Increasing management awareness for busine

Number of CSR report by KOSPI 100 companies
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Percentage of KOSPI100 companies disclosing sustainability
information & performance data, 2007 -2012
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Evolvement of the average sustainability performance of Koran
companies, 2007 -2012: 19% increased (Source: SolAbility ESG research)

Changing perception: from compliance
to business value

10 years ago, a majority of Korean companies
would not have know how to define corporate
sustainability, In the best case, they would have
referred to their social contributions and internal
(ethical) Codes of behaviour . Only a handful of
companies published sustainability -related
performance and activities .

Much has changed since then.

Increasing management awareness

Virtually all of the large Korean companies now
publish dedicated sustainability reports (and some
companies have already moved on to integrated
financial -sustainability reports in the meantime) .
However, reporting isnow considered a minimum,
and does not necessarily reflect the real
sustainability . The increase of the average
sustainability performance of 19% since 2007 has
been achieved through improvements in
management  systems and performance have
across most relevant sustainability  criteria,
including strategic sustainable product
development, reflecting increased awareness for
the intangible business success factors .

Late starters, fast catching up

However, one has to keep in mind that most
Korean  companies, party due to Korean
government policies, partly due to culture, started
late and at a lower level compared to globally
leading companies . Initial improvements are easier
to achieve . Nevertheless, the pace of
implementing sustainability = management has
been impressive, reflected in three Korean
companies making the list of 0 mo sstistainable
c o mp a nynd their respective business fields
according the DJSlin 2012.

The turning point : financial crises 2008/ 2009

The big turning point for the recognition of the
business value of sustainability management was
the collapse of the financial system geared to
maximise short-term gains with a complete neglect
of long-term profitability . In 2009, the Korean
government defined a new O Nat i oGreen
Growth P o |l i. &Wilé there are controversies to
what extend the policy is truly green, there is a
clear focus on increased resource efficiency and
green technologies, and identifies a set of core
technologies that the country wants to achieve
leadership status in, including energy efficiency,
smart applications, and solar energy .
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Sustainability trends 2013

Green growth, resource efficiency

Continued improvements, accelerated
since 2009

Strategic  sustainable  improved, governance
stagnating

A fairly unique and interesting characteristic of
Korea is the high level of interaction between
government and the industry. Since the official
green growth policy has been defined, sustainable
business opportunities have been pursued actively
by many companies . In addition to improved
strategic sustainability, risk management  systems
have been improved at many companies .
However, the close relationship between
government and economic entities also have
negative aspects, reflected in stagnant corporate
governance practices across where true checks
and balance remains non -existent.

Energy efficiency, climate risk management

Availability of cheap energy was considered a
cornerstone for successful development in Korea.
Due to low taxes on energy and cross-subsidising
of industrial user through private consumers,
energy efficiency was a minor concern for most
companies until the rise in global energy prices
over recent years, leading to low energy efficiency
compared to similar economies . However, energy
measuring, fuel replacement, and process -related
energy efficiency improvement  measurements
have and are being addressed vigorously across
all industry sectors as a result of rising energy cost.
In addition, new regulation requires all companies
of a certain seize to establish and report on GHG
emissions. What gest measured gets done 0O the
fundaments for improved energy efficiency (and
therefore lower operational costs) are laid in most
companies .

Elaborate  HR management, but low awareness for
supply chain risks & cost

Large Korean companies have gone far in
implementing elaborate HR  development

programs and employee incentive  systems
However, the same cannot be said about the
smaller second -tier companies that provide the
bulk of jobs, effectively leading to a two -class
society . Thismight be a result of the previous lack
of attention paid to supply chain management

Risksand opportunities in the supply chain beyond
procurement cost have insufficiently  been
evaluated and managed up to this point in time.
Leading companies have only recently started to
implement non -financial supply chain
management measurements .
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Evolvement of the average economic sustainability increased only
10.3% from 2007-2012. (Source: SolAbility ESG research)
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Environmental management capabilities have increased 27.5% from
2007-2012. (Source: SolAbility ESG research)
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Social sustainability performance have increased 23.2 % from 2007 -
2012. (Source: SolAbility ESG research)
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The business value:

Sustainable management yields higher returns

Long -term investment value

ESG performance: 1.1.2012 -31.12.2012 2012 YoY: 2.7% gain against the market

The most sustainable companies stock value

outperformed the market by 2.7% in 2012. a

somewhat disappointing  performance against
PR sustainable out-performance reached in previous
106.22% years: Since the incepton of SolAbility's ESG
portfolio in 2007, the outperformance was never
below 5% against the market. The lower
performance in 2012 is attributed to the high
market fluctuation, investor alienation in light of
unclear future market developments and the on-
85% going detachment of the financial markets and
the real economy .
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Long-term investment value : significant
outperformance

Sustainable investment, by definition, is geared
towards long -term investment and performance
ESG performance: 1.2011 -12.2012 Sort-term returns are modestly higher than the
market (2.7% in one year, 6% over two years).
However, the long-term performance of the SolA

Year-on-year performance (2012): 2.7% outperformance against
the market (data sources: KRX, DJSI, SolAbility)

120%

110%

50 (the 50 most sustainable companies in Korea
1000 W , SRR according to SolAbility ESG research) shows a
w,? W%M% clear and significantly outperformance, underlying
o050 ’ M the value of sustainable investment value for
I 05.41% investors with a long -term perspective .
80%

ESGdoes not equal ESG

0% Unfortunately, ESG does not equal ESG (or SRI)
While companies have made significant progress

Sk . o s in implementing sustainability, most ESG research
PEITs — R SET still builds have stagnated and are based on

Tw-year performance (2011 -12): 6% outperformance against the smppﬂed |nd|cators' (reportln.g, certlflcatgg,
market (data sources: KRX, DJSI, SolAbility) policies) as proxy while neglecting sustainability
performance and the strategic sustainability

ESG performance: 1.2009 -12.2012 direction  (sustainability affects the bottom -line:
350% cost, customer perception, revenue generation) .
The increase in sustainability -related reporting and
o0 283% compliance driven formulation of policies to satisfy
250% rating agencies makes it nearly impossible to
identify  outstanding  sustainable = management

200% 1879 capabiliti_es and hence _sustainable investment

173% value with such methodologies
oo 1o The SolA 50 not outperforms the market by a large
100% I margin, but also other ESG/SRIindices (DJSI Korea,
' KRXSRI)
Sl For more information on SolAbility's ESG 2.0
s methodology, please follow this link.

12/2008 6/2009 12/2009 6/2010 12/2010 6/2011 12/2011 6/2012 12/2012
DJSI Korea KRX SRI KOSPI SolA 50

Long -term performance: significant outperformance against the
market and other SRI indices(data sources: KRX, DJSI, SolAbility)
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ocorporate governance

the chaebols
& the governance question




No developmentin sight:

The Chaebol governance issue

Best The formal Korean governance

Corporate Governance ——— Average

100 Due to legal requirements, Korean companies
9% oday comply with formal governance Obes't
80 pract i theys éave 0i ndepen dbamd 6

(majority of non-executive on the Board of
Directors), separated CEO-Chairman functions,
remuneration and Director selection committees,

audit committees composed of independent

40 Directors, and in some cases even ethical or
30 sustainability committees . The problem is that the
Boards do not have any real power . Being a Board
member of a Korean company isnot considered a
role that controls and checks the management ; it
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0 ' ' ' ' ' ' isa role of honour after a long life in academics,
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government positions, or in jurisdiction. And the

Formal Corporate Governance structures has improved by 14% bigger the company, the bigger the honour . No

from 2007 -2012 (Source: SolAbility ESG research) wonder that Boards approve more than 99% of

management  propositions . And for the unlikely

Best case that they s h o ul dhe 6Ghaebol structure

Ownership structure " . X
W Average ensures that a critical Director can be fired

100

. anytime . Which is probably why there never has
been any critical independent Director in the

8 history of Korean conglomerates to this date .

7

o

o

o

o0 The Chaebol structure

U ————— History and culture have lead to form of corporate

40 organisation unique that it received its own name
30 ( 0 Ch a e kandl addedicated Wikipedia page .

20 The word 0 Ch ae b slcomposed of 0Chae 6

(meaning wealth, or property) and 0 p o (méaning
clan, or family), which would suggest that
2007 2008 2009 2010 2011 2012 Chaebols are family -owned enterprises. They or e
not. They are family -controlled .
Average corporate control has been stagnant over the years at .
alow level (Source: SolAbility ESG research) Chaebols  are chara(_:terlsed by ar! elaborate
structure  whereby different companies of the
Best conglomerate own parts of other group
i Average companies . This structure can be circular,
(whereby each company owns a share in another
group company, ending in a circle), defined by

g0 cross-ownership (whereby all companies own parts
70 of other group companies in a net-like structure),
60 or in a top -down circle (companies organised in a
formal  holding structure,  whereby holding
———a—A—— g —N subsidiaries control the holding company) . The aim
of this structure is to guarantee absolute control
%0 over all conglomerate companies to a small group
20 of minority shareholders, normally the heirs of the
10 company founder . In other words: Chaebol are
. . . . . . structured as kingdoms with the aim of keeping the
2007 2008 2009 2010 2011 2012 power within the dynasty, and passing it on to the
heirs.

10

Management transparency
100

920

50

40

Average governance transparency remains low, while top
companies increased transparency. However, executive
compensation disclosure remains a taboo in Korean culture
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Formal governance and real governance

Unpredictable risks remain

Chaebol issues

Empiric evidence from Europe and the USsuggest
that family -run businesses are more successful on
the long-term than listed companies : family
management  or ownership is not necessarily a
negative thing .

However, power tends to corrupt human beings.
Of Koreas 10 major conglomerates, 4 chairmen
have been sentenced to prison terms for illegal
financial transactions and shady business practices
between group companies to increase family
control, missuse of company assets, creating
secret slush funds to influence (bribe) officials and
prosecutors, and illegally diverting company assets
into their own pockets. They all have been
pardoned, or their sentences overturned .

Thiscreates two main national problems :

AA two -class legal systems, whereby the haveds
are treated differently then the no-hav e ds

AAccording to surveys, the lack of real
governance is the single biggest barrier to
increased foreign direct investment in Korea

Investor perspective

This structure that gives near absolute power to
single individuals leads to certain risksfor investors
in these companies

Aa constant (and not foreseeable risk) of
incidents/scandals that might affect the
company value and continuity

Arisk of sudden restructuring of companies (e.g.
moving a division from one company to
another without proper compensation), shady

transaction between group companies
negatively affecting the value of one of the
companies

Arisk of continued feuds between  family
members (heirs) over  control of the
conglomerate, making strategic  decisions
impossible

ARisk of discontinuity : next-generation leaders
are chosen based on birth, not based on merit.
If they do not possess the foresight required to
steer a company, the company is in risk of
loosing its edge

Given the level or normality of these structures,
and the lack of investment alternatives (the only
exceptions to Chaebol structure are former state -
enterprises such as KT, POSCO, etc.), Korean
investors generally are willing to accept those risks

Real Formal
Company governance governance

rank rank
KT 1 1
Daum Communication 3 4
POSCO 4 17
Kookmin Bank 6 23
NHN 7 12
KT&G 19 65
Seoul Semiconductor 24 76
Yuhan Corporation 32 79
Korea Exchange Bank 35 57
Korea Gas Corporation 39 56
AMOREPACIFIC 42 112
Daewoo Shipbuilding 44 60
Kumho Tire 51 82
KEPCO 66 28
Woori Financial Group 68 111
Daewoo Construction 73 80
Hana Financial Group 74 117
Hyundai Steel 83 186
Hankook Tire 85 20
Shinhan Financial Group 86 79
Hanjin Shipping 87 145
LG Holdings 96 129
Hanjin Shipping Holdings 98 61
CJ Corporation 99 126
OCI Chemical Company 100 210
LG Chem 101 159
SK Hynix 104 137
Doosan Corporation 105 91
LG Display 106 18
Korea Air 108 172
GS Holdings 115 118
GS E&C 126 93
LG INNOTEK 130 49
Samsung Life Insurance 131 162
Kumho Petrochemical 136 74
STX Corporation 143 43
SK Telecom 146 54
Doosan Infracore 147 194
Hyundai Heavy Industry 151 87
Samsung Techwin 153 82
LG Electronics 155 85
LS Corporation 157 174
Hanjin Heavy Industry 163 134
Samsung Heavy industry 165 126
Samsung Electro -Mechanics 172 84
Samsung C & T 173 165
Samsung Electronics 180 119
LG Household & Health Care 183 142
Samsung SDI 188 75
Doosan Heavy Industry 191 109
SK Holdings 197 134
Hyundai Construction 202 112
Kia Motors 206 105
Samsung Fine Chemicals 209 172
Hyundai Motors 211 155

Difference between formal governance (excluding control

structure and governance scandals) and real governance for

selected Korean companies
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strategic sustainability

green growth:
status of integrating sustainability



Investing in the future

Pursuing sustainable business opportunities

Sustainability management & business
development

The classic approach to sustainability/responsibility
corporate development can generally be divided
in 4 stages of evolvement : do some good
(distribute  some  profits  through  charitable
donations), do no bad (implement systems that
prevent corruption and major pollution), control
costs  (implementing systems that reduce
operation cost, e.g. through resource intensity
reduction), and finally, make money form doing
good (i.e. investing in new business lines in line with
sustainability trends). Korean companies have by
and large followed the same path, albeit & due to
a later start - at a faster pace .

Sustainable management integration has
increased by 25% over the period of 2007-2012,
due to better structure and assignment of
responsibility for sustainability management, better
definition of  performance measuring, and
increased R&D and investment in sustainable
business opportunities . However, there is currently
no Korean company that has a truly and fully
integrated sustainability management
performance system that  would integrate
sustainability ~ KPIs in financial performance
measuring .

Sustainability management  performance is not
only about protecting the reputation, maintaining
customer and stakeholder trust, and controlling
operational cost. Sustainable corporate
development and sustained business success also
involves identifying and actively pursuing new
business opportunities, ie. incorporating
sustainability not only in management systems, but
in strategic  business development decision
making .
Successful implementation of sustainable business
development strategy beyond reputation
protection and cost control requires 2 main stages:
Aldentification of future trends, risks, and
opportunities arising from those risks
AAllocating adequate resources and making the
right investments, taking into consideration
competitor behaviour and market trends
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Development of strategic sustainability management
performance in Korea, 2007 -2012 (Source: SolAbility ESG research)
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Green growth strategy —— A
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Development of pursuing green business opportunities in Korean
companies, 2007 -2012 (Source: SolAbility ESG research)
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From fast adaption to technology leadership

Increasing allocation for R&D

Green growth and accelerating R&D

R&D spending (% of GDP) Following the governments announcement for
national green growth strategy in 2009, Korean
4 businesses have started to explore green business
.- growth opportunities in their respective fields (or
/_fé e Koren beyond), namely related to solar energy,

8 electricity storage (batteries), water treatment, as
25 OFCD well as pharmaceutics and  bio -engineering .
— However, blindly following and copying others (i.e.

| (Al paying insufficient consideration to changing
B I I I R | | USA regulations, competitor moves and market tends)
Germany can lead to over -capacity in the market. For
example, nearly all large Korean companies have
set up solar PV business lines (manufacturing of
0 solar panels) over the past 5 years as a first step
2000 2001 2002 2003 2004 2005 2006 2007 2008 q q g
towards green business just like everybody else.
Spending on R&D in Korea, 2000 -2008 (latest available data; The resulting over -capacity lead to diminishing
source: World Bank) revenues and profits; negative experiences that
could affect perception of the viability of future
investments.

Large companies like Samsung and LG have

9000 earmarked significant investments for green
facilities as well as sustainability -related R&D, and
car makers have announced increased resource

e Korea allocation for R&D (albeit form a level below

OECD global lading companies) @ presenting moves in

the right direction.

Korea finds itself at a crossroad: economic
a000 | — I development and relative wealth have ben

I achieved on the back of the combination of price
2000 I I —— (Al competitiveness, quality, and the ability to adapt
2000 (or copy) new trends. However, cheaper and
— —— technically fast advancing nations are pushing
2000 2001 2002 2003 2004 2005 2006 2007 2008 from behlnd (China), requiring Korea to become a
Employees active in R&D in Korea, 2000 -2008 (latest available true technology leader in the face of cheaper
data; source: World Bank) competition in order to sustain future growth.
International comparison shows that Korea has
surpassed the OECD average in terms of R&D
spending and manpower allocation in the past
decade, and is approaching the levels of high -
tech exporters such as Finland and Japan.

Future success is a combination of many factors,
including innovation, quality, price
competitiveness, governance , education, and
work ethics. The government strategic direction
setting in the 7008s has | ai
success of Korean companies today in
construction, electronic appliances, car & ship
building, and other sectors. With the blend of a
new national strategic industrial direction,
combined with increasing R&D allocation
(financial, educational, and manpower), the basis
for sustained growth are laid.
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energy:
resource efficiency
& supply roadmap

corporate efficiency management
ol ow carbon gr e
















