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Using carbon pricing as a research input is an illustration of our integrated approach to
evaluating ESG considerations in our normal investment due diligence process.

The integrated energy sector was recently rocked

by shareholder and judicial activism that would put
these global businesses on an accelerated path to
decarbonization. Whether it be new board members
appointed by an activist hedge fund (ExxonMobil),
or an adverse court ruling that would accelerate the
pace to zero carbon (Royal Dutch Shell), these events
reinforced the need to assess the sustainability of any
business that is either a producer or a consumer of
fossil fuels. (You can find our update on ExxonMobil
and Royal Dutch Shell in the Global Research Review
on page 6.)

We believe the optimal way to think about this issue
is an integrated approach that incorporates material
ESG considerations into the normal investment due
diligence process. Integrating carbon pricing into

the analysis is one way investors can financialize an
element of climate transition risk for businesses that
consume material amounts of fossil fuels. It helps us
estimate the impact on long-term earnings power and
the potential return on future capital investments.

Somewhat counter-intuitively, a carbon price is more
helpful in financializing climate transition risk for the
consumers of fossil fuels (i.e., utilities) as opposed
the oil & gas majors. This is because carbon prices are
thus far only applied to scope 1 (direct operations)
and scope 2 (indirect through purchased electricity,
steam, heat or cooling) emissions, which are relatively
immaterial for an oil & gas major compared to the
scope 3 emissions from the use of their products. For
a utility, on the other hand, scope 1 and 2 emissions
can be highly material depending on whether they
use fossil fuels for electricity generation.

THE HISTORY OF CARBON PRICING

The concept of carbon pricing was developed to

help producers and consumers know the financial
impact their business has on society and therefore
make optimal investment decisions. In its simplest
form, the carbon price is supposed to be the market’s
estimate of the negative impact that a ton of carbon
has on the environment. If that price were factored
into decision making, companies would be able to
consider the cost of emitting a ton of carbon into the

environment and factor that cost into decisions about
alternatives or mitigation. Proponents of a carbon
price argue that it helps shift the burden of emissions
reduction back to the parties responsible for the
carbon emitted, and those who are therefore in the
best position to reduce the emissions.

Despite the widely acknowledged benefits of carbon
pricing theory, the application of pricing frameworks
has varied by region and industry. For example, the
EU has a longstanding Emissions Trading Scheme
(ETS) dating back to 2005 that covers emissions from
power generation, industry, and intra-EU aviation,
roughly 45% of the block’s total emissions.

A surplus of EU emissions allowances in the early/
mid 2010s led the price of carbon to fall under €10/
tonne for an extended period until 2018, when the
European Commission (EC) activated the Market
Stability Reserve to remove excess permits from the
market entirely. This pushed the cost of carbon above
€20/tonne, where it has mostly remained. It's currently
trading at an all-time high level of over €50/tonne.
There is some debate as to the likelihood that the
price remains this high for any length of time. There
is, however, an increasing market consensus that

the carbon price must reach, and remain at or above,
€100/tonne to meet the goals of the Paris Agreement;
still a long way from the average price in even the
more established European ETS. That said, the
evolution of carbon pricing frameworks will likely play
an increasingly material role in company financials
moving forward.

While we don’t know precisely what the carbon price
will be in the future, we can estimate the effect of
different carbon prices on each company we analyze.
Thus, we can determine whether an investment has
an attractive expected return over a range of carbon
price outcomes.

CASE STUDY: CEZ

Utilities operating within the EU are required to buy
permits for the carbon emitted in the generation

of electricity from the EmissionsTrading Scheme
mentioned above. Because all utilities are subject

FINDING VALUE IN ESG

Second Quarter 2021 | 1

Pzena Investment Management | 320 Park Avenue, 8th Floor | New York, NY 10022 | www.pzena.com



FINDING VALUE IN ESG conr.

to this framework, the price of carbon applies to

the marginal electricity producer and thus has a
considerable influence on the wholesale price of
electricity. CEZ, a Czech utility majority-owned by the
state, is subject to this carbon price, but owing to its
significant generation of nuclear and hydroelectric
power, its carbon intensity is lower than the average
European generator, and materially lower than the
marginal generator. Thus, all things being equal, the
company benefits from higher earnings when higher
carbon prices drive up the price of electricity.

We researched CEZ in the fall of 2017 when carbon
prices languished below €10/tonne and German
power prices were around €35/MWh. At the time,
we researched the working of the Carbon Market
Stability Reserve and determined that the EC

was likely to act to drive up the carbon price by
removing excess permits from the market. We
believed the intent of such actions was to drive coal
out of the generation fleet to be replaced by natural
gas, which has fewer carbon emissions per MWh
of electricity generated. As such, we ran a scenario

using the coal to gas switching price of carbon, at
around €25/tonne, as our normalized carbon price.
In this scenario, the power price would rise to
around €45/MWh which would drive a 65% rise in
normalized earnings vs. 2016 EPS. On that basis, the
stock was attractively valued based on our estimate
of normalized earnings, which helped drive our
decision to establish a position in the company.

CONCLUSION

ESG issue assessments help us make more
informed investment decisions. This framework for
thinking about carbon pricing is one way to help
financialize climate transition risk for companies
where this is a material investment issue, further
informing our decision to invest, or not. This body
of work relies on a constantly evolving set of
assumptions that will be revisited as regulatory and
market shifts occur. A focus on carbon pricing is
critical given renewed regulatory attention on this
mechanism as one of the policy levers to meet the
goals of the Paris Agreement and achieve Net Zero
by 2050.
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FURTHER INFORMATION

These materials are intended solely for informational purposes. The views expressed reflect the current views of Pzena
Investment Management (“PIM”) as of the date hereof and are subject to change. PIM is a registered investment adviser
registered with the United States Securities and Exchange Commission. PIM does not undertake to advise you of any
changes in the views expressed herein. There is no guarantee that any projection, forecast, or opinion in this material will
be realized. Past performance is not indicative of future results. All investments involve risk, including risk of total loss.

This document does not constitute a current or past recommendation, an offer, or solicitation of an offer to purchase any
securities or provide investment advisory services and should not be construed as such. The information contained herein
is general in nature and does not constitute legal, tax, or investment advice. PIM does not make any warranty, express

or implied, as to the information’s accuracy or completeness. Prospective investors are encouraged to consult their own
professional advisers as to the implications of making an investment in any securities or investment advisory services.

The specific portfolio securities discussed in this presentation are included for illustrative purposes only and were
selected based on their ability to help you better understand our investment process. They were selected from

securities in one or more of our strategies and were not selected based on performance. They do not represent all of

the securities purchased or sold for our client accounts during any particular period, and it should not be assumed that
investments in such securities were or will be profitable. PIM is a discretionary investment manager and does not make
“recommendations” to buy or sell any securities. There is no assurance that any securities discussed herein remain in our
portfolios at the time you receive this presentation or that securities sold have not been repurchased.

CEZ, A.S. was held in our Emerging Markets Focused Value, European Focused Value, and other strategies during the
second quarter of 2021.

For U.K. Investors Only:

This financial promotion is issued by Pzena Investment Management, Ltd. (“PIM UK”). PIM UK is a limited company registered
in England and Wales with registered number 09380422, and its registered office is at 34-37 Liverpool Street, London EC2M 7PF
United Kingdom. PIM UK is an appointed representative of Mirabella Advisers LLF which is authorised and regulated by the
Financial Conduct Authority. The Pzena documents are only made available to professional clients and eligible counterparties

as defined by the FCA. Past performance is not indicative of future results. The value of your investment may go down as

well as up, and you may not receive upon redemption the full amount of your original investment. The views and statements
contained herein are those of Pzena Investment Management and are based on internal research.

For Australia and New Zealand Investors Only:

This document has been prepared and issued by Pzena Investment Management, LLC (ARBN 108 743 415), a limited
liability company (“Pzena”). Pzena is regulated by the Securities and Exchange Commission (SEC) under U.S. laws,
which differ from Australian laws. Pzena is exempt from the requirement to hold an Australian financial services

license in Australia in accordance with ASIC Corporations (Repeal andTransitional) Instrument 2016/396. Pzena offers
financial services in Australia to ‘wholesale clients’ only pursuant to that exemption. This document is not intended to be
distributed or passed on, directly or indirectly, to any other class of persons in Australia.

In New Zealand, any offer is limited to ‘wholesale investors’ within the meaning of clause 3(2) of Schedule 1 of the
Financial Markets Conduct Act 2013 (‘FMCA’). This document is not to be treated as an offer, and is not capable of
acceptance by, any person in New Zealand who is not a Wholesale Investor.

For Jersey Investors Only:

Consent under the Control of Borrowing (Jersey) Order 1958 (the “COBO” Order) has not been obtained for the circulation of
this document. Accordingly, the offer that is the subject of this document may only be made in Jersey where the offer is valid in
the United Kingdom or Guernsey and is circulated in Jersey only to persons similar to those to whom, and in a manner similar
to that in which, it is for the time being circulated in the United Kingdom, or Guernsey, as the case may be. The directors may,
but are not obliged to, apply for such consent in the future. The services and/or products discussed herein are only suitable for
sophisticated investors who understand the risks involved. Neither Pzena Investment Management, Ltd. nor Pzena Investment
Management, LLC nor the activities of any functionary with regard to either Pzena Investment Management, Ltd. or Pzena
Investment Management, LLC are subject to the provisions of the Financial Services (Jersey) Law 1998.

For South African Investors Only:

Pzena Investment Management, LLC is an authorised financial services provider licensed by the South African Financial
Sector Conduct Authority (licence nr: 49029).

© Pzena Investment Management, LLC, 2021. All rights reserved.
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