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The study submitted last year has now been updated to show the results for the five years
ending December 2001. Each of the three tests were run using the Eco-Efficiency ratings
produced by Innovest Strategic Value Advisors, Inc. (Innovest), as published at year-end
2000. In each case, abuy and hold strategy frozen throughout calendar year 2001was
emulated.

2001 appears to have been arelatively consistent year for Innovest’ s Eco-Efficiency
ranks. The more Eco-Efficient portfolios out-performed their respective benchmarks in
all three tests, and in each case was measured with slightly less overall volatility.

The first test compared the equal weighted total returns of a portfolio composed of al top
stocks (those rated 5 or 6) with the equally weighted returnsif the Innovest Universe.
Table 1A shows the year-by-year returns of the top rated stocks and the Innovest
Universe. Table 1B shows the compound annual returns for the last one to five years.

Table 1A
A comparison of the Characteristics and Performance of the Innovest Universe and the Top
Rated Stocks

Characteristics 1997 1998 1999 2000 2001
Rating Date 12/1996 |12/1997 [12/1998 [12/1999 |12/2000
# Stocks in Top-Rated Portfolio 49 61 89 130 221
# Stocks in Innovest Universe 184 190 342 490 926
Total Volatility of Top Rated % 9.51% | 10.59% | 12.59% | 13.82% | 15.53%
Total Volatility of Universe % 10.00% | 10.89% | 14.02% | 15.11% | 15.56%
Average Rating of Top-Rated Stocks 5.33 5.38 5.48 5.55 5.53
Average Rating of Universe 3.11 3.25 2.89 2.94 2.70
Equal-weighted Return Innovest Univ. % 13.97% | 4.93% | 14.74% | 2.31% | 2.22%
Equal-weighted Return of Top-Rated % 14.45% | 6.91% | 19.00% | 9.52% | 3.86%
Difference in Basis Points 48 198 426 721 164
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Table 1B shows the compound annual total returns for the last one to the last five years.

Table 1B
Compound
Annualized Entire Innovest
# of Yrs. Universe | Top-Rated
5 7.49% 10.62%
4 5.93% 9.68%
3 6.26% 10.62%
2 2.26% 6.65%
1 2.22% 3.86%
(Period ended 31 Dec, 2001)

Table 2A shows the results of buying and holding a portfolio designed to be factor-neutral
to the S&P 500 Index while simultaneously tilting towards stocks rated most highly in Eco-
Efficiency by Innovest. The factor-neutral portfolios were projected to produce 50 basis
or less annual tracking error, and created using the APT® optimizer and risk factor
analytic system. Stocks not rated by Innovest were frozen at their beginning-of-year S&P

weightings.

Table 2A

S&P 500 Stocks

A comparison of the Characteristics and Performance of the Innovest Universe and the Top Rated

Characteristics 1997 1998 1999 2000 2001
# of S&P 500 Stocks in Innovest Universe 128 153 248 363 368
Total Volatility of Enhanced Portfolio % 13.50% | 12.53% | 10.34% | 13.67% | 18.84%
Total Volatility of S&P 500 % 13.54% | 12.53% | 10.48% | 15.11% | 18.88%
Correlation - Enhanced Portfolio & S&P 500 0.995 | 0.990 | 0.994 | 0.752 | 0.997
Total Return of Innovest Enhanced Portfolio % 32.41% | 30.04% | 23.47% | 3.40% |-11.92%
Total Return of S&P 500 % 33.36% | 28.58% | 21.04% | -9.10% | -12.59%
Difference between returns in basis points -95 146 243 1250 67
Sharpe Ratio of Enhanced Portfolio 1.99 1.96 1.83 -0.19 -0.79
Sharpe Ratio of S&P 500 2.05 1.84 1.57 -1.00 -0.83
Difference between Sharpe ratios in BP -6 12 26 81 4

® APT isaregistered trademark of APT, Inc.
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Table 2B shows the compound annual total returns for the last one to the last five years.

Table 2B
Compound
Annualized Innovest S&P
# of Yrs. Enhanced 500 Difference
5 14.13% 10.52% 3.61%
4 9.97% 5.45% 4.52%
3 3.99% -1.29% 5.28%
2 -4.57% -10.86% 6.29%
1 -11.92% -12.59% 0.67%

(Period ended Dec 31, 2001)

Table 3A showsthe year by year returns and other data for the highest (rated 5 or 6) and
the lowest (rated O or 1) rated stocks in the most environmentally sensitive industries

(those rated 4 or 5). During 2001, an equally weighted portfolio of the top rated
companies out-performed the portfolio of bottom rated companies by 97 basis points.

Table 3A

A Comparison Between Top and Bottom Rated Stocks in Environmentally Intensive Industries

Characteristics 1997 1998 1999 2000 2001
Rating Date 12/1996 [12/1997 |12/1998 |12/1999 |12/2000
Number Stocks Rated 0 or 1 19 14 14 39 89
Number of Stocks rated 5 or 6 28 24 24 32 54
Total Volatility of Bottom Rated Stocks % 15.91% | 20.90% | 25.38% | 17.46% | 16.00%
Total Volatility of Top Rated Stocks % 14.67% | 18.49% | 26.14% | 17.05% | 14.35%
Average Rating of Bottom Rated Stocks 0.42 0.43 0.43 0.56 0.47
Average Rating of Top Rated Stocks 5.36 5.38 5.38 5.47 5.52
Annual Return of Bottom Rated Stocks % 11.52% | -6.65% | 9.69% | 22.98% | 2.06%
Annual Return of Top Rated Stocks % 22.50% | 4.80% | 22.31% | 13.63% | 3.03%
Difference in basis points 1099 1145 1262 -935 97
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Table 3B shows the compound annual total returns for the last one to the last five years.

Table 3B

Compound

Annualized Top Bottom

# of Yrs. Rated Rated Diff.
5 12.95% | 7.46% 5.49%
4 10.68% | 6.47% 4.21%
3 12.71% | 11.25% 1.46%
2 8.20% | 12.03% 3.83%
1 3.03% 2.06% 0.97%

All multiple period compound annualized returns data were computed for dates ending
December 31, 2001

Respectfully submitted,
WAy ne E. Dani el

Wayne E. Daniel, CFA

Her ber t D Bl ank

Herbert D. Blank, President
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Table 3. A Comparison Between Top and Bottom Rated Stocks in
Environmentally Intense Industries

Characteristics 1997 1998 1999 2000 JAnnualized
Rating Date Dec-96 Dec-97 Dec-98 | Dec-99 | 4-yr.-pd.
No. of Stocks Rated 0 or 1 19 14 14 39
No. of Stocks Rated 5 or 6 28 24 24 32 -
Total Volatility of Bottom Rated Stocks (%) 15.91 20.90 25.38 17.46 20.40
Total Volatility of Top Rated Stocks (%) 14.67 18.49 26.14 17.05 19.65
Average Rating of Bottom Rated Stocks (%)|  0.42 0.43 0.43 0.56 0.49
Average Rating of Top Rated Stocks (%) 5.36 5.38 5.38 5.47 5.40
Annual Return of Bottom Rated Stocks (%) 11.51 -6.65 9.69 22.98 8.86
Annual Return of Top Rated Stocks (%) 22.50 4.80 22.31 13.63 15.58
Difference in Annual Returns
(basis points) 1099 1145 1262 - 935 772

Source: Innosvest and QED International Associates, Inc.

The results are summarized in Table 3. The two portfolios are compared
as to size, volatility, average ratings, and annual returns. The top rated portfolio,
as one would expect, has a higher quality rating. More importantly it has
significantly higher returns and slightly lower volatility than the bottom rated
portfolio.

A comparison of the growth in value of these environmentally sensitive
portfolios is illustrated in Chart 3. The portfolio of top-ranked stocks grew to
$17,844 in four years versus $14,043 for the bottom-ranked stocks. Over the
entire period the top rated companies returned 15.58% annually versus 8.86%
for the bottom rated companies, or 772 basis points per annum.
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Chart 3. A Comparison of the Growth $10,000 Investment in
Top and Bottom Rated Stocks in Environmentally Intense Industry Groups
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Source: Innovest and QED International Associates, Inc.

Interestingly, the stocks disliked by Innovest, suppressed by considerably
below average returns in the 1997-1999 period, bounced back more strongly in
2000 than the top-ranked group as investors shifted funds intensely from tech to
value stocks. This flood of funds into environmentally sensitive industries was a
tide that raised all ships in this pool of stocks, regardless of merit. Following the
Persian Gulf War, Eisenstadt® observed a similar disregard for the individual
stock fundamentals measured by the Value Line Ranking System in the face of
an extreme event. So, the eco-efficiency anomaly, even if proven, may endure
periods where its differentiator of superior future performance is overwhelmed by
other short-term market factors.

These results indicate that Innovest’s rating system distinguishes strongly
between the socially responsible companies rated 5 and 6 likely to be favored by
investors and the bottom rated, less responsible companies that they are likely to
avoid. Given the wide disparity between the performances of the top and bottom
rated stocks, one may conclude that the rating system is sufficiently robust to
differentiate between eco-efficient companies that will be rewarded in the market
and those that will not.
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Such results also suggest that if these equal weighted portfolios are,
indeed, taking “factor bets”, then these bets may be on their eco-efficiency, and
not as earlier reasoned, on having a high concentration of large cap stocks
whose style may have been in favor over the period tested.

Equally weighted portfolios containing Innovest’'s 0 and 1 rated stocks, or
5 and 6 rated stocks appear to be adequately diversified, in part because of the
number of stocks in those groups, but mainly because the rating system appears
sufficiently robust to differentiate between eco-efficient companies and those that
are not, particularly in the most environmentally sensitive industries.

Limits of the Current Study and Suggestions for Further Research

The results of the foregoing analysis find that Innovest’'s rating system
distinguishes companies that are eco-efficient from those that are not. Further, it
seems to do so increasingly with time. Thus, further efforts should be made to
monitor its performance, and develop new portfolio strategies to enhance its
prospective profitability.

Many of the companies initially rated by Innovest were in environmentally
sensitive industries. Stocks in these industries, often referred to as
“smokestacks” or “old economy”, accounted for a decreasing percentage of S &P
500 market capitalization as “new economy” stocks outgrew their more mature
brethren at an astonishing pace. Therefore in 1997 and 1998, with limited
universe coverage, a ranking system not especially relevant to computer
software and other “virtual” companies was limited severely in the scope of its
potential impact. In 1999 and 2000, Innovest greatly increased its coverage to
target all large US companies to which the environment has any relevance. It
would be interesting to see the results of recreated Innovest ranks back 10 years
or more for a full coverage universe. However, the labor-intensive research
process does not easily lend itself to processing such a test with simulated
Innovest ranks. Yet, now that the dot-com bubble has burst, such tests would be
even more relevant. Indeed, if social, political, and demographic trends continue
to increase the competitive benefits of superior eco-efficiency, the documented
significance of Innovest’s rating system may reasonably be expected to increase.
Therefore, eco-efficiency performance data should be carefully gathered and
monitored to document the direction of these trends.

Summary and Conclusions

It was once believed that investors could not invest in a socially
responsible manner without giving up the opportunity to achieve higher rates of
return. In the past five years, thoughts on this matter have changed. The concept
of eco-efficiency, however, adds a new dimension that challenges these views.
Eco-efficiency is based on the idea that companies that meet environmental
challenges well tend to outperform their peers in other areas.
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All investors, social and traditional, are rightly concerned about the
financial and investment performance of companies in their portfolios. There is
growing evidence that socially responsible investing may produce higher risk-
adjusted portfolio returns than using all eligible stocks drawn from a large
universe.

As the social, ecological and environmental problems become more
tangible, financial and investment success increasingly depends upon the
efficiency with which companies solve them. Managements that are eco-efficient
should be able to profit directly from environmentally driven industry and market
trends. It therefore follows that investors should be rewarded with higher returns
if they can identify such managers.

Innovest’s ratings were analyzed to determine whether they add value by
identifying companies the market will reward for their superior management of
environmental issues. In one test, a portfolio of Innovest's highest rated
companies was compared to its entire universe of companies. Since inception
the top rated companies returned 12.37% annually versus 8.85% for the universe
for a 353 basis point advantage.

Next, an arbitrage-pricing-theory analytic framework was employed in
order to determine what value the rankings added, if any, after neutralizing
“factor bets” that may have been implicit in the initial test. This analysis yielded
very impressive results despite data limitations. The factor-neutral portfolios
“tilted” toward the Innovest ranks returned an average of 465 basis points per
year more than the S&P 500 Index. The first two years’ analyses allowed the
APT optimizer few degrees of freedom. Although the tilt toward superior eco-
efficiency produced slightly positive results, the significance of this test was
limited by the paucity of relevant data. As coverage expanded,, the
outperformance of Innovest-enhanced portfolios increased dramatically relative
to the S&P 500. Even accounting for increased tracking error in the year 2000,
the portfolios’ Sharpe ratios clearly show a steady increase in the magnitude of
the enhanced portfolios’ differentials.

A third test sought to determine the degree to which Innovest ratings
distinguish between the returns of their most favorably rated companies and their
least favored in the most environmentally sensitive industries. This “long-short*
comparison proved the most spectacular of all, yielding an annualized advantage
of 780 basis points, despite a minor setback in the year 2000.

All three tests indicate significant outperformance using Innovest eco-
efficiency ranks during the four-year period measured. Except for the third test
measured against a small group of previously depressed stocks, the portfolios
favored by Innovest increased magnitude of outperformance substantially with
the passage of time. Although Innovest's initial focus on *“old economy”
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companies with high environmental impact, enough data exists to give a strong
indication that Innovest may have identified and quantified a true anomaly. The
authors conclude that asset management firms seeking to enhance future
performance should take a long look at eco-efficiency.
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