Getting a Handle on the Buckets

How a broader view of transaction management
pays off

By George Pilko
Chairman

.. For the last 20 years, environmental, health, and safety (EHS) issues

“_ have figured in transactions as a mandatory due diligence item. For many

/ (most?) EHS consultants, that means trekking out to the facilities, checking

‘out issues, writing a report, and handing it off to the client. It's a bucketful of
raw information, which the client may or may not be able to use effectively.

For the last 5 years, you've heard Pilko preach about EHS transaction
management:

® Going beyond traditional EHS due diligence to assess risks and liabilities from a business
perspective

® Using the knowledge gained to create shareholder value
® Managing claims after closing to capture the full value of the contract.

We've taken the bucket of raw information, cleaned it up, organized it, and helped our clients use

it to their best advantage. (For more information, see the two 2001 Grey Papers on_Assessing
EHS in Acquisitions & Divestitures Part 1 and Part 2.)

For the last 2 years, you might have heard Pilko talk about the advantages of “Remote
Sensings,.” Using remote sensing techniques, we can assess potential acquisition targets without
target companies being any the wiser, giving our clients valuable advance knowledge of where to

look and what to look for when the data room opens. (See the December 2002 Grey Paper on
Remote Sensing—a Bit of Clairvoyance.)

Altogether, we’ve got a good handle on the Risk and Liabilities Bucket. We’ve helped clients
avoid nightmare EHS liabilities and gain negotiating leverage. But is that one bucket enough?

We don’t think so. To make the point, let’s first look at the acquisition side of transactions. Then
we’ll apply the same principles to sellers. The starting point is the question:

How do you know what you know?

It's one thing to understand a company’s current risks and liabilities, and something else to
understand what is likely to happen in the future. The Risks & Liabilities Bucket is a snapshot of

present circumstances. It gives you a good picture of today—but will that picture hold true 2
months from today? Or 2 years from today?

The analysis of risks and liabilities is a lagging indicator, a scorecard showing the results of past

actions. It will not tell you about ongoing management systems and programs that could improve
(or degrade) the scorecard in the future.



When you consider an acquisition, what you also want—or should also want—are leading
indicators that can give you a glimpse of the target company’s future performance. (For an in-
depth look at the importance of leading indicators, see our article
in the Spring 2004 Directors & Boards magazine, How fo
Benchmark Your EHS Governance.)
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Many of the important leading indicators for a transaction fall
within a second bucket, EHS Governance. 2\

Understanding a company’s EHS Governance can tell you how
well they recognize key EHS issues, the extent of Board
involvement, the management systems in place to monitor
performance and ensure continuous improvement, whether or not
the company has an effective organization and qualified staff, and
whether or not EHS management systems are designed to create
value for the company. Overall, there are 12 key elements in EHS
Governance, which we discuss in a sidebar at the end of this

article. ‘Governance
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But how do you evaluate those 12 key elements? The best way is
to compare the target company’s practices with the best in the
industry.

Comparing the target to the best

In Pilko’s continuing efforts to raise the bar on “best practices,” we have become increasingly
involved with EHS management and governance issues. We have gained insight from work on
major transactions and from Pilko Cooperative Benchmarkingsy studies with nearly two dozen
multinational energy and chemical companies. More recently, we have helped several companies
develop EHS Performance Management systems. In the course of our work, we have developed
the Pilko suite of CheckPointsy, Assessment programs, which now includes a database of 17
multinational energy and chemical companies against which we can compare any energy or
chemical company we are evaluating. We know what to look for and how to evaluate what we
find.

There are two cornerstones in Pilko’s methodology for
governance evaluation. The first is depth and breadth. A
The evaluation must start at the Board level and

progress down through the organization to include m

business managers, facility managers, and operations Managers

staff. In terms of breadth, the evaluation must include

not only EHS staff but also business and accounting, / Dept Heads \
legal counsel, strategic planning, public affairs, / Supervisors \

ti tc.
operations, etc / Employees \

The second cornerstone to an effective evaluation

(from a transaction standpoint) is gaining access to the information you need. It is easy to
evaluate governance issues within your own organization where you have free access, but not so
easy to evaluate a well-guarded acquisition target. Direct interviews with the target’s
management and staff are preferable but not always possible; we have had good success using
our network of industry contacts and information sources we have developed through Remote
Sensingsm.




Sample EHS Governance Scorecard
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EHS Yision & Obj
Board Involvement
EHS Mgmt Systems
EHS Risk Management
Organization and Staffing
Transactions Processes
Business Value Creation
EHS Measurement Systems
Sustainahilty & Soc. Resp
Emeraging |ssues Processes
External Stakeholders
Financial Reserves

A Pilko EHS Governance Assessment provides a full spectrum of information from all
management levels within the organization, and from every unit across the organization.

A CheckPointg,, Governance Assessment for a potential acquisition can give buyers:
@ Confidence that the risks and liabilities they see accurately reflect reality

® A good idea of whether or not the target company will avoid costly EHS difficulties in the future

@ |dentification of current and future issues that can affect not only the deal but also subsequent
integration efforts

® The information needed to negotiate a high-value outcome

@ Significant help in managing effective integration of the acquired asset.

And the third bucket is?

The third bucket is the Emerging Issues Bucket, which contains factors
that could impact your company either positively or negatively over the
next 3 to 10 years. If you wait until regulations are promulgated, you will be
5 to 10 years too late.

{7 When we ask corporate executives if they track emerging issues, they
invariably say “Yes,” and they almost invariably mean that they track
emerging regulatory requirements. This is necessary but not sufficient. It is
essential to move beyond regulatory compliance to look for changes to the
business climate that are significant enough to impact your company’s
share price.

Litigation trends...
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Emerging

Two examples of important emerging issues include:
Issues

Global warming and greenhouse gases: This is not perceived as an issue for many companies
headquartered in the U.S., but it is receiving much attention elsewhere in the world. A
company without a proactive approach will be at a disadvantage when the ground rules
change. (And note that we say “when,” not “if.”)




® Sustainable Development: This includes not only sustainable environmental and social
impacts but also sustainable profits. Again, U.S. companies tend not to place much emphasis
on sustainability, a potential competitive disadvantage.

Emerging issues can affect a company directly or indirectly by impacting the company’s competition. If the
competition has a poor position compared to the acquisition target, the target becomes that much more
valuable.

Getting a handle on the Emerging Issues Bucket is another task that benefits from a Remote Sensing,
approach. Directors and senior executives are unlikely to tell you face-to-face that they haven’t a clue.

And for sellers?

So far we have addressed issues faced by companies contemplating an acquisition—but what about those
wishing to sell?

If you’re contemplating a divestiture, an evaluation of the Three Buckets can pay dividends: The areas with
good results can help position your offering more attractively to buyers—and in the areas where you do not
come out well, you can develop alternative strategies or simply steer away from the issues.

Senior managers of companies looking to divest part or all of their assets at some time in the future should
also be thinking about the issues raised here:

® How can you develop corporate-wide EHS Governance practices that will not only help run
your business better in the present but also position your company to provide the greatest
possible value from the divestiture?

® How can you incorporate emerging EHS issues into your strategic thinking and planning
process—to position your company for immediate and long-term profitability and to position
potentially saleable units more attractively for buyers?

But the ultimate reason to get a handle on all three buckets?

Three buckets are better than one!

We began using the Three-Bucket concept in
transactions during the last year, and the reception to
date has been quite positive. On one multibillion-

% | dollar merger, our client’s Board found that the Three-
{Bucket concept gave them the comfort level they
needed to move ahead in a deal that contained
potentially significant environmental challenge. In our
experience, when a potential client learns early in the
transaction process about the Three Buckets that
Pilko can deploy on their behalf, they want to join the
Bucket Brigade.

We all know that in the transaction game, the party
with the most information—and wisdom—uwins. It's
easy to gather raw information about risks and liabilities. The question is, how much help do you
get in turning information to wisdom? We believe the Three Buckets answer that question—and
provide the largest possible EHS payoff for any transaction.




12 Key Elements of Effective EHS Governance:

EHS Vision and Objectives

Do the Vision and Objectives step beyond simple compliance to embrace a broader approach to
managing risks, minimizing liabilities, and creating shareholder value?

Board of Directors' Involvement
Are Directors providing effective oversight? How well do they understand current and planned EHS
processes and programs?

EHS Management Systems
Is the management system driven by the line organization rather than EHS staff? Is the system intuitive,
easy to follow, and based on an appropriate model? Does it act as an effective buffer between employees
and the many standards the company must meet? Is it designed around the way the work is done—in
other words, is it based on process and performance instead of structure? Are people sticking to it?

EHS Risk Management
Are EHS risks included as a part of the overall corporate risk management program? Does the risk
management program include products, manufacturing facilities, logistics and distribution, customers and
acquisitions?

Organization and Staffing for EHS-Related Activities
Are organization and staffing correctly aligned with programs and processes? Is there clarity of purpose
and a strong focus on priorities, actions, and results? Is compensation tied to results?

Transactional Processes
Are EHS issues managed during transactions to create shareholder value?

Business Value Creation from EHS-Related Activities
Are EHS activities contributing value? Is it helping avoid the costs of spills and incidents, reduce claims
and liabilities, lower insurance and capital costs? Is it creating competitive advantage?

EHS Measurement Systems
Are there effective methods to track both lagging and leading indicators over time?

Sustainability and Social Responsibility
Is there a model for Sustainable Development and Social Responsibility that is appropriate for the
business? This is becoming increasingly important in the global marketplace.

Emerging Issues Processes
Have emerging issues that can impact your company’s future been identified and documented? Are there
processes across all major disciplines and risk categories to identify both market potential and market
threats?

External Stakeholder Relationships
How well are relationships with employees, stockholders, analysts, politicians, regulators, communities,
and neighbors managed?

Financial Reserves
Are there adequate reserves on the balance sheet for potential EHS liabilities? Is the process for
developing reserves robust and consistent across the company?

For more information, contact me via Email at george.pilko@pilko.com or by.



