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The oil sector and ESG issues

The oil industry is often criticised and singled out when it comes to
Corporate Social Responsibility. The very nature of its business
puts it squarely in the middle of the CSR debate. And while
environmental issues would appear to be the most pressing,
companies in the industry also deal with major issues relating to
governance, labour, and stakeholder interaction. All of these
issues generate specific risks and opportunities that significantly
impact enterprise valuations. Over the course of our discussions
with oil groups, we have seen a more active commitment on their
part to address ESG issues over the last several years.

The history of the oil sector is fraught with industrial accidents with
catastrophic consequences for the environment. The last large-
scale accident was, of course, the BP Deepwater Horizon oil spill
in the Gulf of Mexico in 2010. In the space of two months, and
after emptying less than 0.5% of its annual production into the
ocean, 50% was shaved off the group's market capitalisation. The
magnitude of this collapse illustrates the financial risk associated
with a deficient CSR policy and underscores the importance of
ESG issues for oil companies. Our talks with these companies
have shed light on their involvement, above and beyond
operational risk alone. There are indeed other but often harder to
pinpoint factors that add financial risk to the sector. For example,
the risk of stranded assets, liable to arise from oil price variations
or the energy transition. With the price of the barrel having
tumbled from $100 to under $50, many assets are no longer
profitable, which is why the Shell Group was forced to discontinue
and write off its Canadian oil-sands projects in 2015. Based on our
analysis of balance sheet viability and cash flow sustainability
among the oil majors, we were able to identify the companies with
the greatest exposure to this type of risk. Similarly, the advent of
alternative energy sources is liable to prove just as detrimental to
the least well-positioned assets, as are regulations for that matter,
as German energy producers can attest with the country's
decision to phase out nuclear power. Though an opportunity on
the one hand, the energy transition also represent a financial risk
for the oil industry on the other hand.
Oil groups are well aware of this, and most of them have
enhanced their procedures and improved their processes to
prevent such risks from materialising. Moreover, the regulatory
authorities are helping this trend along by increasing their
requirements, particularly when major industrial accidents occur, in
a bid to tighten regulations governing the development of new
projects.
Finally, oil groups are increasingly affected by the energy
transition and are playing a greater role in the movement. Eni, for
example, set a target of using alternative energies to meet over
30% of its electricity needs as from 2022. Similarly, companies are
doing more to incorporate renewable energy into their strategy:
Total plans to include an all-renewable energy division in its
reports. This division will house its solar power (Sunpower) and
battery (Saft) operations. The Group also relied on its employees
to determine its 20-year renewable energy target of 20%.

Having said all that, oil groups cannot be seen as having a
comprehensive CSR approach if they only focus on environmental
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issues. In many other areas as well, the oil industry can find itself
embroiled in controversies with considerable consequences.

This is because, first of all, access to energy is not just an
economic issue, but a geopolitical one as well. Governance matters
are therefore critical for such groups, which are in direct contact
with the local authorities. While the financial impact of a
controversy may seem less immediate, a company can
nevertheless be hurt by heavy financial sanctions or even be
excluded from a market. This is why, in our view, companies ought
to establish clear upstream procedures to prepare for as many
situations as possible. At the ESG presentation organised by Eni
that we attended in Paris, the company described its internal
conflict of interest policy while referring to an ongoing court case
against Eni and its CEO. One of the Directors, who also sits on the
Risk and Control Committee, was temporarily removed from the
Committee. As we see it, implementing upstream policies not only
limits the risks addressed by the policies, but also prevents
companies from having to establish a rule once an incident has
already occurred. An analysis of governance also highlights how
important the various stakes and challenges are to Management
teams. The more a given issue is addressed by a high managerial
level, the more visibility and credibility it is given by the company,
which is why we are pleased to note that Total has entrusted the
Group's Strategy Department with responsibility for climate-related
issues.
Furthermore, in an industry subject to high risks of accidents, oil
groups must ensure the safety of their employees as well as that of
local communities. In addition to the obvious reasons for doing so,
such as protecting their workforce, it's also a major credibility and
development factor. By nature, oil groups need the support of the
local authorities and people that they employ and work alongside in
order to run their business. If they are unable to guarantee the
safety of their employees in a satisfactory way, they may find
themselves excluded from the market and generate serious
reputational risk for the subsequent development of the company.
The resulting operational and financial consequences are
significant. This convergence of social responsibility and economic
issues sets a virtuous circle in motion in that it drives companies to
constantly improve their procedures and training programmes in
this area: Total, for example, has reduced its accident rate by 58%
over the last five years. And since this issue also concerns the
selection of reliable partners, Total has inspected 98% of the
transporters it works with in the last three years. For the same
reasons, occupational health and the impact of operations in terms
of public health are also key areas of focus for oil groups.

According to our analysis of the incorporation of ESG issues in the
industry, oil groups have been getting more and more involved in
recent years. ESG issues and their incorporation can have
considerable financial impacts for oil groups, creating a virtuous
circle in which policies and allocated resources are constantly
improved. All of which supports our Best Effort approach,
consisting in selecting companies deeply committed to
improvement. In that way, we are putting a spotlight on the most
deserving companies, capable of assuming their role as driving
forces for positive change in their sector.
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