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Introduction

The main objective of this expert sub-group meeting is to reflect on how thresholds in criterion 1
(“investment in green economic activities”, as presented during the 2" AHWG web-meeting) can be
further developed, and how such thresholds could affect market uptake and the perception of the EU
Ecolabel. It will also address other important aspects of the setting of criterion 1 — including any sub-
criterion on companies in transition, how bonds are treated and options for enhancing investor
impact.

The sub-group is composed of registered stakeholders who actively shared their expertise by
commenting on criterion 1 and who represent a balanced cross section of registered stakeholders.
This document aims at guiding on the specific discussion points to be addressed by the sub-group
members. A summary of the sub-group is provided in the box below.

Sub-group formulation to review criterion 1 ambition level and requirements on transition

Aims and objectives: to review and discuss the evidence and analysis gathered to date by the JRC, as
well as the options available to improve the criteria, in order to provide feedback/input on the
possible final criterion and ambition level.

Scope: It is proposed to mainly focus on equity funds and to address:

- the thresholds for EU Taxonomy compliant green economic activities;

- data on the possible uptake of the label, the potential to obtain EU Taxonomy compliant
equities, application of the exclusions and further sensitivities that could be applied/analysed
(e.g. size of the capitalisation of the companies, risk associated to the EU Ecolabel portfolio);

- the pocket approach and the associated value of assets under management (AuM) and
company revenues;

- the contribution of companies in transition and how to set any sub-criteria that specifically
target them.

Composition: 17 initial members with representation from fund managers, data providers, existing
label operators and NGOs

Transparency: All meetings will be minuted in order to keep other stakeholders informed.




Context and Rationale

Feedback received on the second proposal for criterion 1 highlighted contradictory opinions in terms
of the criterion’s ambition level. According to some stakeholders, the potential label uptake could be
insufficient, due to the immaturity of the market and the ambitious restrictions set on the investable
universe. In fact, not enough green assets are considered to be currently available to compose EU
Ecolabel portfolios. Moreover, the legal requirement for UCITS funds (which represent the main
financial product targeting non-professionals) to practice risk diversification make it difficult to
concentrate investments in the currently small number of green activities available to invest in. On
the other hand, other stakeholders highlighted the potential risk of compromising the reputation of
the EU Ecolabel. Indeed, current thresholds are not considered strict enough, whereas the EU Ecolabel
should stand for environmental excellence in the market.

Other aspects that needs evaluation, in connection with the ambition level of the criterion, include:

e Whether the pocket approach really supports green activities, including front runners, and
the extent to which the green activities of large capitalisation companies are given any
weighting in the current criteria proposal;

e The use of metrics such as Capital Expenditure (Capex) to support companies in transition;

e Evidence of impact that EU Ecolabel investors would have on the companies invested in and
on their environmental performance.

Criterion 1 requirements for equity funds

Criterion 1 for equity funds as defined in the TR2.0 splits the portfolio into three pockets. It comprises
a pure green pocket that requires more than 50% of green revenues, a transition pocket with green
revenues between 20-50% and a diversification pocket that does not require any greenness of the
AuM. Nevetheless, the underlying assets are subject of compliance with environmental and social
exclusions. The green revenues are revenues from environmentally sustainable economic activities as
defined in the EU Taxonomy Regulation. The greenness requirements for equity investment funds are
outlined in criterion 1.1 as follows:

A. Equity funds
At least 60% of the total portfolio value in terms of assets under management (AuM) shall be
invested in companies whose economic activities comply with the following threshold:

i At least 20% of AuM shall be invested in companies deriving at least 50% of their
revenue from green economic activities.

ii. The remaining proportion of AuM (0-40%) shall be invested in companies deriving
between 20% and 49% of their revenue from green economic activities.

The remaining proportion of the total portfolio shall consist of:

e companies deriving less than 20% of their revenue from green economic activities and not
excluded by criteria 2 or 3, or

e other assets or cash




Key discussion points

During the two sub-group meetings envisaged, the subgroup members shall advise the JRC on
appropriate finalisation of criterion 1. In this context, the subgroup shall review and provide guidance
as to the following thematic areas:

Ambition level of the greenness criterion;

Qualification criteria for companies investing in a transition;
Requirements for bonds;

Assessment and verification issues of the points A-C.
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The first sub-group meeting, scheduled for 28" July 2020 via the Webex, will address points A and B.

Following the results of the analysis so far, the outcomes of the consultation phase, the position of
different stakeholders and those of the EUEB members, the JRC has identified the following aspects
for consideration.

e The thresholds for EU Taxonomy compliant green economic activities and their effect on the
investible universe and the take-up of the EU Ecolabel;

e Data from the DG FISMA study and other analysts on the possible uptake of the label, the
potential to obtain taxonomy compliant equities (and bonds), application of the exclusions
and further sensitivities that could be applied/analysed;

e The pocket approach and the associated value of assets under management and company
revenues;

e The role of small, mid and large capitalisation companies in growing the green economy and
how they contribute to the green economic activity thresholds;

e The contribution of transitional activities and how to set any sub-criteria;

A: Ambition level of the greenness criterion for equites

The ambition level of the greenness criterion shall be reviewed, taking into consideration concerns for
low uptake, legal requirements for risk diversification, the need to achieve investor impact, retail
investor perceptions and for preserving the reputation of the EU Ecolabel.

JRC has considered the outcomes of four analyses, which differed in terms of scope, methodology,
data, and association conducting the study. However, all analyses investigated the size of the
investment universe eligible for the EU Ecolabel under the current version of criterion 1. The four
analyses are detailed below:

Al: The study 'Testing Draft EU Ecolabel Criteria on existing UCITS equity funds®' performed by the
Climate & Company and the Frankfurt School’s UNEP Collaborating Centre and commissioned
by DG FISMA;

* https://susproc.jrc.ec.europa.eu/Financial _products/documents.html
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A2:

A3:

A4:

The EU Taxonomy analysis performed by MSCI on the compliance of companies with the EU
Ecolabel criteria;

The equity analysis performed by FIDEAS on the compliance of equity funds with the EU
Ecolabel criteria;

An analysis provided by Sustainalytics based on their experience regarding the eligible assets
universe and the ambition level of criterion 1.

The scope and outcomes of these independently performed analyses is summarised below, and

represent a starting point for discussing and reviewing the ambition level.

A1l: Supporting DG FISMA report ‘Testing draft EU Ecolabel criteria on existing UCITS equity funds’

The objective of this study was to test the application of criterion 1 to a sample of 101 “green” UCITS

equity funds domiciled in the EU27. Focused on the EU environmental objective “climate change

mitigation”, the study analyses the share of EU Taxonomy aligned revenues of these funds’

constituents and hence provide insights into the potential qualification of the equity funds under the

current proposal for criterion 1.

Study outcomes

More than 50% of the revenue-weighted activities are not covered by the EU Taxonomy’s
climate change mitigation criteria;

Only 3 out of 101 (3%) funds would qualify for criterion 1, having a sufficiently large share of
EU Taxonomy aligned and green (i.e. falling into the “green” or “transition” pocket) activities;
This number remains unchanged even if it is assumed that 11% (i.e. the average “green” share
in the sample) of the “non-verifiable” share per company was green as per EU Taxonomy;
Two further sensitivity analyses with a less strict application of the EU Taxonomy. The results
suggest that in total a maximum of 6 out of 101 funds are complying with criterion 1.
Reasonable assumptions and proxies were considered to broaden the evaluation;

The results also show that currently due to data constraints (in particular limited reporting)
and the limited coverage of the EU Taxonomy, the evaluation of funds against criterion 1 is
constrained. This may pose a challenge for verifying products until the market has responded
to the new disclosure requirements;

It is difficult to evaluate fund greenness comprehensively, based on available data from the
major ESG data providers. The lack of disaggregated company data, such as (but not limited
to) product-specific data on energy efficiency equipment, limits a comprehensive evaluation;
The relevance of non-EU companies poses an issue as mandatory disclosures will apply to EU
companies only;

The manufacturing and energy sector is of particular importance within the underlying assets
of the funds analysed.



Limitations

. Only UCITS equity funds were investigated, although the EU Ecolabel targets a wider scope of
retail financial products;

o Data availability placed a constraint on the verification of the compliance with the EU
Taxonomy (and mapping of companies’ economic activities to the EU Taxonomy);

. Only climate change mitigation was considered in this study;

. DNSH criteria, social safeguards and other provisions of the draft Ecolabel proposal and
the underlying, corresponding EU Taxonomy proposal were not addressed (outside the
scope of this study).

A2: MSCI analysis

An analysis made by MSCI took a different approach to Al by seeking to determine which part of
the screened securities universe could currently be available to portfolio managers as a selection
universe for active management or as the basis of an indexed solution. The sample contains 9000
companies, which have been checked against proxy EU Ecolabel criterion 1 requirements, as well
as the exclusionary criteria 2 and 3. The analysis for criterion 1 was based on a climate change
proxy addressing all six EU Taxonomy environmental objectives

Study outcomes

e Eligible companies, based on the climate change mitigation and adaptation objectives,
would represent between 3.9% and 5.7% of the market, depending on whether large+mid
cap or small cap companies are considered, as detailed in Table 1 and Table 2, respectively.
The outcomes can therefore be used to examine how the investment universe is affected
by how the thresholds are configured.

e Applying the environmental and social exclusions could further reduce the investment
universe by almost 40% (large+mid-caps). However, applying these exclusions require a
large number of assumptions and proxies to currently be applied.

e An Evolutionary approach to thresholds (whether % of AUM or % of revenue) may be
required because of the dynamic situation in the market. Thresholds would be adjusted
year-on-year to reach the ideal threshold. This approach might encourage companies to
transition to a greener economy, and/or increase their green economic activities. Based
on a sensitivity analysis the eligible pool of companies increases by a factor of two (small
caps) to almost three times (large+mid caps).

e A differentiated approach to thresholds may be required because of the difference in
eligible stocks by capitalisation. Given that most pure-play green companies are smaller,
differentiating thresholds could credit large companies with smaller % from green
economic activities but that derive more in absolute revenue. Based on a sensitivity
analysis the eligible pool of companies increases by a factor of nine (large caps), whereas
the eligible pool for small and mid-cap companies is not affected.



Table 1 Eligible universe based on EU Ecolabel criterion 1 on equities (large and mid-cap

companies)
0% <20% 20%-50%  |>=500 ]
Climate Weight 69% 27% 3.2% 0.7%
change After 15% 1.8% 0.6%
exclusions

Table 2 Eligible universe based on EU Ecolabel criterion 1 on equities (small cap companies)

0% <20% 20%50% =500 ]

Climate Weigh 76% 17% 3.1% 2.6%
change After 14% 2.7% 2.3%
exclusions

Limitations

The currently adopted screening proxies can be applied in a scalable way — since detailed and
relevant corporate disclosures may not appear until 2022 within the EU, and it will be even harder
to obtain for companies domiciled outside the EU.

A3: Fideas Asset Management analysis

An analysis was made by fund manager and analysts FIDEAS of both potential uptake by funds and
the underlying investable universe of equities. They examined a sample of 3707 EU equity funds
and 300 stocks (large, mid and small capitalisation) for eligibility with the EU Ecolabel criterion 1,
using Morningstar and Trucost data. A number of ecolabelled portfolios were designed and their

performance and characteristics modelled and analysed in comparison to a benchmark fund.

Study outcomes

Only 57 funds were compliant with EU Ecolabel criterion 1 requirements, meaning that
only 1.54% (Nr. of funds) or 1.25% (AuM) could qualify;

UCITS funds represent 74% of the fund sample;

Assigning the companies into different pockets according to their green revenues? gave
the results in Table 3. The table suggests that more than 50% of the companies have less
than 20% green revenues, and therefore would not qualify for the green and transition
pocket;

The main constraint identified was the size of the investable universe of green activities —
the green economy at this point in time;

The active risk of an ecolabelled fund although greater is deemed ‘acceptable’ compared
to a benchmark fund (+23%). At higher levels of compliance (80% and 100%) based on the

2 Green revenues were computed using Trucost data; activities are defined as green using EU Taxonomy eligibility only




2" proposed criterion 1 design, the active risk becomes significantly higher — +43% and
+63% on average.

The tracking error for the ecolabelled portfolios that were modelled was relatively small
(1.28 — 2.91%), which is relatively small compared to the corresponding risks.

In order to compose an ecolabelled fund an overweighting compared to benchmark is
required in the sectors of automobiles & components, capital goods, materials, real estate,
utilities and telecommunication services. Care needs to be taken not to overweigh sectors
with only a marginal impact on climate change or to underweight key sectors that need to
make a transition.

The relative importance of sales volumes, for example of electric vehicles, versus revenues
was highlighted.

Table 3: Allocation of companies, based on their green revenues, in three pockets

Exclusions <20% 20%-50% _
Aggregate With 11.7% 52.4% 6.6% 29.6%
green exclusions
Without 62.1% 6.9% 31%
exclusions
Limitations

Only EU based equity funds have been included in the sample;

There is uncertainty relating to the fund analysis since it is based on Morningstar categories
or using the name of the fund itself. Therefore, it does not map directly on the proposed
EU Ecolabel criteria;

The pool of stocks used to put together portfolios was relatively small.

A4: Sustainalytics screen

Sustainalytics carried out a proxy screen of the Ecolabel criteria on their global universe (12000
companies) and on a portfolio of some 600 of the largest European stocks. The proxy screen does
not ideally match with the Ecolabel criteria, but the order of magnitude of the outcomes may still
be representative of the current reality.

Screening outcomes

The results of the proxy screen on the 12000 companies revealed that approximately 6.5%
of these companies would meet the exclusionary screens and have at least some revenue
from EU Taxonomy aligned activities. However, if a revenue threshold of >20% is applied,
then less than 4% meet the criterion;

The results of the proxy screen on the 600 European stocks revealed that approximately
65 would meet the exclusionary screen and have at least some positive revenue from EU
Taxonomy aligned activities;




In a real-world setting, there is a significant risk that the limited number of companies that
meet the criteria may create an asset bubble in the market;

While the exclusion rules reduce the eligible universe, the proposed requirement with
respect to greenness act as a far stricter filter. The reason being that there are very few
companies that meet the proposed EU Taxonomy aligned revenue thresholds;

Several factors will influence any increase of the investable universe in the foreseeable
future, including how fast the outstanding EU Taxonomy objectives will be developed and
adopted and corporate disclosures with respect to EU Taxonomy alignment not only in
Europe but globally. Likely most important is however the speed at which economies will
transition and companies generate more revenues from EU Taxonomy aligned activities.

Limitations

The screening is made up of a green proxy using Sustainalytics Sustainable Products Research, and
a set of exclusionary screens on nuclear, oil & gas, tobacco, weapons, adult entertainment, and

Global Compact Compliance.

A5: Summary of the analyses findings and further options for criterion 1

The results of all four analyses suggest that the eligible universe under the current criteria proposal
would not currently be sufficient to compile EU Ecolabel eligible funds that correspond to the 10-20%
of the best performers in the market, although one shall bear in mind that:

The studies only assess climate change mitigation compliance — the eligible pool might
increase once the criteria for all EU Taxonomy environmental objectives will be defined and
adopted, although there may be some overlap as companies seek to fulfil multiple objectives;
The adoption of the EU Taxonomy is expected to improve the granularity and quality of data
disclosed by European companies, but this will have a lag time as the market familiarises itself
with the final criteria and data is compiled and disclosed;

The analysed sample only contains equities. It is expected that the inclusion of green bonds
will enhance the greenness of the portfolio.

Based on the analyses, three key factors can be identified that may need to be taken into account

when seeking to revise the criterion:

Capitalisation: The eligible universe varies depending on the capitalisation of the companies,
and the pure players tend to fall into the small-cap category. The majority of the underlying
assets of UCITS are composed of large and mid-cap companies;

Revenue: The percentage of green revenues alone may not be a good indicator for the scale
of impact. For example, 10% green revenue for a large-cap company may have a greater effect
than a 50% green revenue from a small-cap company;

Companies in transition: Although not directly identified by the analysis, an option suggested
by stakeholders for expanding the eligible universe could be to explore the provision in the

EU Taxonomy to support companies in transition.



Four options for a revised version of criterion 1 were formulated by JRC, considering the outcomes of
the analyses and the stakeholders’ views on the subject matter. These options are provided below,
and open up to some overall questions that need to be addressed (see box below). These options and
questions were discussed at the 1°t sub-group meeting, which was held on the 28™ July 2020. As a
result of this meeting the JRC have developed a fifth hybrid option for discussion at the 2" sub-group
meeting. This option, together with the design principles and evidence that it is based on, are outlined

below. A new set of related discussions have also been posed as the basis for discussions at the 2"
sub-group meeting.

Related questions for discussion at the 1°' sub-group meeting

Criterion design

1. What are the main parameters that should be taken into account or incorporated into the
design of the criterion?

2. Should the current (v2 proposal) pocket approach based on % green revenues be changed
in any way?
Fund type and composition

3. Should the ambition and thresholds be set/varied based on distinct types of equity fund

and/or equity fund compositions?

4. To what extent do choices/priorities relating to the underyling composition of the fund

influence the ability to set the threshold for green economic activities?

5. To what extent would setting a higher green economic activity thresholds for a UCITS limit
in any way affect the retail investors to whom it could be offered?

Companies in transition

6. How should we adapt the EU Taxonomy definition of ‘transition’ for the purpose of the EU
Ecolabel?

7. To what extent should the equities of ‘companies in transition’ be possible to use to meet

certain thresholds?

8. To what extent should compliance with criterion 1 also be linked in some way to criterion
2 environmental exclusions and criterion 4 engagement?

Current option — 2" criterion proposal

The outcome of the consultation during and after the 1t AHWG meeting revealed that stakeholders
could not agree on a quantitative threshold for green revenues at the company level. Some debated
that it should be kept high in order to include only companies with a high share of green activities
(‘green companies’) and thus preserve the credibility of the label. Others said it should be lowered to
capture highly diversified companies engaged in the development of new environmental technologies
(‘companies in transition’). The stakeholders also argued that failing to capture such companies would
make it challenging for fund managers to comply with risk diversification requirements for retail



products. However, it was pointed out that a lower threshold would not adequately distinguish
between companies with a high share of green activities and companies in transition.

Some stakeholders argued that having two thresholds at company level similar to the approach
adopted by the French Greenfin label would provide a better distinction between these two types of
companies, on top of facilitating compliance with the risk diversification requirements, and thus
possibly leading to a higher EU Ecolabel uptake.

The potential for adopting this approach was assessed by analysing the (limited) data provided by
asset managers (six funds). The outcome of the analysis led to the three-pocket approach (as proposed
in TR2.0), which allows for improvement of greenness through green revenues increase from both
green companies (>50% green revenues) and companies in transition (20-49% green revenues).
Moreover, the diversification pocket, which can include companies with less than 20% green
revenues, increases the eligible assets universe and facilitates fund managers in managing risk.

Nevertheless, the ambition level of the thresholds was criticised: asset managers and data providers
judged it to restrict the eligible pool of companies considerably under the current market situation,
whereas NGOs judged the threshold to be not ambitious at all, and therefore potentially
compromising the credibility of the EU Ecolabel.

Considering the pros and cons of a pocket approach and the diverse stakeholder arguments and
proposals on the ambition level of the equities threshold, the JRC has developed three alternative
options for equity fund requirements as follows:

Alternative option 1 — Thresholds geared to market capitalisation and the investable universe

The size of the eligible companies appeared as a potential factor to consider in setting thresholds. The
majority of UCITS equity funds are understood to be composed of large and mid-cap holdings, which
are more difficult to achieve a high green threshold, whereas small-cap equity funds and AlFs are more
readily composed of SMEs and pure players with high green percentage.

This option, therefore, treats these different types of equity funds as distinct sub-categories/sub-
products and tailors the thresholds according to the individual characteristics of the funds. Since the
majority of large-cap equities have a low green percentage, but a potentially significant impact, it is
proposed to increase their ambition level by allowing for transition revenues to be used to meet a
threshold (see table below). The ratio represents the balance of contribution towards meeting the
portfolio threshold

Large-cap UCITS equity fund (to be defined) x% portfolio threshold = can be achieved by a
combination of green and transition revenues
(indicatively 1:4)
Mid and small-cap UCITS equity fund (to be y% portfolio threshold = can be achieved by a
defined) combination of green and transition revenues
(indicatively 2:1)
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Private equity retail AIF fund (to be defined)* 2% portfolio threshold = can be achieved by a
combination of green and transition revenues
(indicatively 3:1)

* there are AlFs that follow UCITS strategies, so maybe we should only refer to the composition

The portfolio threshold can be geared to what we deduce is feasible and then different ratios of
green:transition would be allowed in order to meet the threshold. These ratios could be adjusted over
time as the green economy grows and data improves. Linked to this, it is to be discussed to what
extent and in what form we keep the link between the value of the assets under management (i.e. the
value of shares held) and the revenues of the company. The challenge for the transition revenues is
how to define a timeframe and to understand what a realistic rate of change in transition revenues
could be.

Alternative option 2 — A combination of Green revenues and Capex as a metric

Option 2 refers to equity funds and entails a combination of green Capex and green revenues as an
indicator for greenness. This version of criterion 1 does not contain different pockets anymore.
Instead, there is a requirement for the weighted average of green Capex and green revenues to be
more than 50%. Additionally, companies with green revenues below 5% shall be excluded.

A simulation of alternative option 2 for a portfolio of six companies and with equal AuM for each
company is provided in Table 4 below. There are four indicative combinations of weighting factors
that range between 50%/50% and 80%/20%.

The use of Capex as a metrics for green revenues and companies in transition is further discussed in
section B, in which hypothetical examples are contrasted.

Table 4. Option 2 simulation for a portfolio of 6 companies

Green Green Average with | Average with | Average with | Average with
revenues Capex weight weight weight weight
revenues 50% | revenues 60% | revenues 70% | revenues 80%
/ capex 50% / capex 40% / capex 30% / capex 20%

Company A 2% 20% excluded excluded excluded excluded
Company B 2% 80% excluded excluded excluded excluded
Company C 10% 40% 25% 22% 19% 16%
Company D 25% 50% 38% 35% 33% 30%
Company E 50% 75% 63% 60% 58% 55%
Company F 75% 100% 88% 85% 83% 80%
Overall

average at

fund level

As it can be seen, the weighting factors and the composition of the portfolio are the parameters that
influence the eligibility of the fund. In addition, this approach can also incorporate cut-offs for green
Capex to boost transition. As Table 4 shows, companies with more than 5% of revenues could qualify
for inclusion and they can contribute to the overall greenness if they have an ambitious green strategy
and a commitment to transition. A key challenge in using Capex is the scope of activities covered, the
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scale of investment and the rate of change associated with the reported percentage. Without relating
this to the change in green revenues of a company, it is difficult to understand to what extent the
company is in transition.

Alternative option 3: Dynamic thresholds for green revenues

The third option elaborates a green revenues dynamic criterion. It establishes a 5 years’ period for
improving green revenues and sets different requirements for large/mid and small-cap companies.
Table 5 shows indicative minimum thresholds for green revenues, differentiated for large/mid-cap
and small-cap companies, while adopting a forward-looking approach. The dynamic rate of change of
green revenues can be modified according to the feasibility to achieve this increase. The weighting of
the large and mid capitalisation companies in the fund is for the moment assumed to be equal. The
same applies for the importance of green revenues sourced from pure green companies and
companies in transition.

Table 5: Dynamic threshold change for large/mid and small-cap companies

Large/Mid-cap companies

Portfolio percentage Transition pocket | Transition pocket Il Front runner pocket
contribution 20% 30% 20%

Company’s Green <20% >=20% & <50% =>50% Total?
revenues by pockets

Rate of change in green 15% 10% 2%

revenue (per year)

Year 1 green revenues 10% 20% 50% 18%
Year 2 green revenues 12% 22% 51% 19%
Year 3 green revenues 13% 24% 52% 20%
Year 4 green revenues 15% 27% 53% 22%
Year 5 green revenues 17% 29% 54% 23%

Small-cap companies

Portfolio contribution Transition pocket Front runner pocket

40% 20%
Company’s Green >=20% & <50% =>50% Total®
revenues by pockets
Rate of change in green 10% 5%
revenue (per year)
Year 1 green revenues 33% 60% 22%
Year 2 green revenues 36% 63% 24%
Year 3 green revenues 40% 66% 25%
Year 4 green revenues 44% 69% 27%
Year 5 green revenues 48% 73% 29%

5 Numbers are rounded up
This approach would potentially allow more funds to achieve the thresholds. The challenges are to

define pragmatic rate of change in terms of green revenues and a reasonable timeframe. It assumes
that annual achievements need to be communicated to the EU Ecolabel competent bodies. There is
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also the need for the sake of the credibility of the label for a look back period, in which companies in
transition should already demonstrate that they are increasing their share of green revenues.

Outcomes from and after the 1% subgroup meeting

After the publication of the discussion paper and prior to the meeting, a fourth option emerged as a
hybrid drawing on features of options 1-3, based on discussions with some sub-group members. This
option was discussed and commented during the meeting.

Alternative option 4: threshold for applying flexibility to companies in transition

The main feature of this option is the linking of a threshold for identifying companies investing in
transition to requirements on engagement, a commitment to Capex and planned changes in green

revenue.

Outline of alternative option 4

e EU Taxonomy scope. The activities of the companies within the portfolio must be within
the current scope, including:

- _The potential to increase the green revenue % either through making existing assets
taxonomy compliant, if applicable, by divesting existing assets or by expansion into
taxonomy compliant sectors

e Minimum green revenue threshold. An entry level target of 20% shall be set but if
companies are not at this threshold then the asset manager must:

-__engage with them to drive investment in transition, and

- provide a plan with a target rate of increase (see the next point).

e Rate of increase in green revenues. For companies below the 20% threshold to be eligible
they must:
- Demonstrate a commitment to >50% Capex in EU taxonomy compliant activities in 2-5

years; this must translate into change in their green revenue % in the following 5 years
from the investments

- Capital investment shall be made on the basis of a plan that results in company being
>20% green revenue threshold in 2-5 yrs (implying that monitoring is required)

e Engagement. Engaging with companies shall be used to drive change and at the same time
to monitor plans and —react to any breaches of commitments.

Alternative option 5: Outcome of the 1%t sub-group meeting

Based on the discussions had during the meeting®, an agreement on the principles of a fifth hybrid
option seemed to be found. This hybrid option would build mainly on alternative option 2, with

3 The minutes of the meeting are available at: https://susproc.jrc.ec.europa.eu/product-bureau//product-
groups/432/documents
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some elements of alternative option 4. The main features of this options are detailed below,
together with further considerations that it is the opinion of the JRC that should be reflected upon.

e UCITS greenness threshold: A target ambition of an overall greenness target in the range of
40-51%.

For consideration: The final threshold will need to provide sufficient flexibility to put together
UCITS products that have a high proportion of large capitalisation companies and sufficient
risk diversification.

e Retail AIF greenness threshold: The target ambition may be higher than 51% as there is more
flexibility to put together portfolios as they can contain both unlisted (SME) pure players and
illiquid assets, thereby allowing for a larger investible universe.

For consideration: The final threshold is to be determined.

e Assets under management: Proposal 2 is based only on an average of the green revenue for
the companies for which equities are held. An additional weighting needs to be added that
takes account of the proportion of the investment allocated to each company.

For consideration: This is proposed as a simple weighted average. The proportion of other
assets such as taxonomy neutral equities, cash, currency and derivatives shall also be taken
into account, in order to provide a transparent overall view of the portfolio’s performance for
retail investors.

o Supporting risk diversification: Whilst there was a consensus in the subgroup to move away
from the pocket approach (TR2.0 version of criterion 1), for diversification purposes the
criterion will still need to be shaped to allow portfolios to contain a certain proportion of:

- taxonomy neutral assets, i.e. for which there are no current criteria or they are not
within the implied scope of economic activities

- _cash and money market instruments such as currency and derivatives.

For consideration: It may not be necessary to define a pocket % as such; the value of these
assets could be included in the greenness calculation. This raised the question as to what is
the maximum greenness threshold that can still permit a workable % of these assets.

e Supporting companies investing in transition: Whilst there was a consensus to move away
from the pocket approach of TR2.0, the criterion should provide flexibility under certain
conditions for companies making investments in order to increase their green revenue. This
flexibility may be expressed in the form of a weighting factor for green Capex. There was
however concern that the EU Ecolabel should not be a ‘transition label’, so provision for
flexibility should be somehow restricted.

For consideration: A number of options have been identified to restrict the use of the Capex
weighting factor:

- Focus on strategic economic activities that require substantial Capex in order to
increase green revenue e.g. power generation, real estate

- Apply a cut-off of <50% or <20% green revenue
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- Limit the number of companies or % of assets under management to which the Capex
weighting factor can be applied.

- Apply a more favourable weighting for companies with lower % green revenues, in
particular in the case of large capitalisation companies. For example, 50:50 at <20%
and 60:40 at 20-40%.

Further requirement for companies investing in transition: Capex in isolation cannot provide

a full picture as to whether a company is on a path to transition. An investment plan should
be made, demonstrating the commitment to make strategic capex in order to increase their
green revenues. This Capex may be defined in terms of assets and/or research and
development (R&D), recognising that for some EU Taxonomy enabling activities (e.g.
computer server manufacturing to supply data centres) companies tend not to invest directly
in manufacturing but rather in product design for contract manufacturing. For the purpose of
credibility of the label, companies shall have already demonstrated that they are on a path to
transition.

For consideration: A number of rules are required in order to allow an asset managed to
compute the Capex weighting factor:

- Look back period: The company shall have commenced capital investment during the
previous 2 years.

- Look forward period: The company shall provide a strategic plan showing how Capex
commitments and other supporting activities will, over a minimum period of 5 years
(including the look back period) translate into an increase in green revenues that will
take the company above the xy% threshold.

——Board level engagement: The asset manager of the fund shall engage with the
companies in transition in order to support their transition pathways. Linking
criterion 1 to the engagement criterion, this engagement shall begin with
development and adoption of the strategic plan and then continue into
implementation /monitoring. The cut-off threshold for companies eligible for the
Capex weighting will enable the prioritisation of engagement activities.

- Link between capex and green revenues: There seem to be limited research evidence
linking capex and green revenues in a way that justifies the proposed weighting
approach. Moreover, the diverse situations of each company of which equities may
be held mean that such an approach may only reflect a limited humber of real life
situation and therefore not take into account the transition path of all companies.
Many factors come into play, which means that it cannot be reduced to a simple

relationship.

Impact _enhancement: This could be rewarded with points according to how many

enhancement steps had been fulfilled. Evidence already suggests that capital allocation alone
cannot deliver investor impact. It is rather the case that the position and signaling of the fund
can lead to potentially enhanced investor impact

Further considerations: reporting on two areas of enhanced impact could be rewarded:

- where a fund actively supports companies investing in transition, up to the threshold
set (if any), and
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- where a fund is in some way contributing to expansion of access to new capital for

unlisted and small cap companies in particular. This shall include the identification of

opportunities arising from equity raising, including IPOs.

Based on the points above, two new alternative options (options 5a and 5b) are proposed by the JRC

to be reviewed by the subgroup members.

It is proposed that this option and variants that may arise from the 2" sub-group meeting is subject

to further testing by the four analysts that have provided results to the JRC. Noting that

there are strong reservations from the NGO side about using existing data, estimations and proxies

to predict the taxonomy investable universe and possible take-up of the ecolabel, a balance will

need to be struck between taking into account the findings from existing analysis and informed

assumptions about how the investible universe may evolve during the coming years and the role

that the EU Ecolabel could play in stimulating the develop of a new class of financial products.

The two options are described in the next paragraphs and are compared and contrasted in table 6.

Table 6. Comparison between the proposed options for equity funds

Design aspects Option 2 Option 5A Option 5B
Portfolio threshold 51% 40% [40%

(Green revenue and

(Green revenue and

(Green revenue +

capex)

capex)

transition revenue\)

| C d [ND1]: There could be an option to set the

Weighting for assets

No weighting

under management

Weighted sum of
company green

revenue and capex %

Weighted sum of
company green

revenue %

Minimum company

>5% to contribute

<5% does not

green revenue
threshold

contribute

<5% does not
contribute

How companies

Weighted average of

Weighted average of

Projected change in

investing in transition

green revenue and

green revenue and

green revenue over

are addressed

capex is used

capex is used

minimum 3 yrs is used

Cut-off for transition

contribution to

portfolio greenness
- Company

greenness
threshold

- Contribution to
meeting the
portfolio threshold

No cut-off

No cut-off (capex must

<20% (green growth

> green revenue)

15%

also reported

15%

Requirements for

No requirements

Requirements are set

Requirements are set

green revenue and

specified

capex from

relating to:

relating to:
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threshold to 51% if the projected growth of green companies was
also included. In this way retail investors can have an outlook on

how their investment will be linked to both transition and green

growth




‘companies investing
in transition’ to qualify

- _Capex look back

- Capex look back

and future
commitments
- Strategic plan to

and future
commitments
- Strategic plan to

InCrease green

Increase green

revenues revenues
- _Engagement to -__Means of raising

support change

the capital shall be
identified

-__Engagement to
support change

How risk No specific reference | Supported — cash,
diversification is — flexible portfolio currency and
addressed composition derivatives with >95

Supported — cash,

currency and
derivatives with >95

definition for
taxonomy ‘neutral’

definition for
taxonomy ‘neutral’

companies

companies

Transparency in

No specific reference

No specific reference

Separate reporting of

reporting

transition and green
growth

Alternative option 5a: Weighting of green capex for companies investing in transition

Option 5a is developed based on proposal 2 while taking into consideration comments during the

1st sub-group meeting, key elements of option 4, and the existing criterion 1 as included in the

TR2.0. More precisely, apart from the weighted average of green revenues and relevant Capex, it

also considers the stock contribution in the fund portfolio. The relevant Capex stand for the total of

investments in green assets and those in green R&D activities.

The fund portfolio is assumed to include a portion of diversification asset, which can include cash,

derivatives and neutral companies. For the purpose of the modelling (table x), this part of the fund is

indicatively set at 20%. Environmental and social exclusions apply to it, however, it is assumed to

have zero contribution to the overall greenness of the fund.

Option 5a also suggests that the weighted average only be applied for companies the relevant capex

is higher than the % green revenues. In this case, a weighting between 50:50 and 80:20 green

revenues:relevant capex applies. Otherwise, the stock greenness only computes the product of

green revenues and portfolio contribution of the stock. Relevant Capex is considered to be higher

than 20% for light green companies while they decrease for dark green companies considerably. The

overall greenness of the portfolio is expressed as the sum of the individual stocks greenness, and not

as an average.

Option 5a is shown in the next Table 7. In the Table, different weighting factors are shown.
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Table 7. Example of alternative option 5A

Risk diversification 20% <5% Excluded Excluded Excluded Excluded Excluded 0% 0% 0%
Company A 8% 10% 30% 18% 48% 29% 18% 2.3% 1.4% 1%
Company B 13% 20% 22% 15% 37% 29% 23% 3.7% 3.0% 3%
Company C 10% 44% 20% 12% 32% 44% 44% 4.4% 4.4% 4%
Company D 15% 52% 15% 11% 26% 52% 52% 7.8% 7.8% 8%
Company E 14% 55% 10% 10% 20% 55% 55% 7.7% 7.7% 8%
Company F 20% 75% 10% 9% 19% 75% 75% 15.0% 15.0% 15%

Overall greeness
at fund level 40.9% 39.4% 38.3%

Assuptions

1. Diversification part can contain cash, derivatives and grey companies

2. If Green Revenues % > Relevant Capex %, then the model only considers Green Revenues % and the respective portfolio contribution to compute the stock greenness.
3. If Green Revenues % < Relevant Capex % then the model takes into account Green Revenues, Relevant Capex and portfolio contribution.
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Outline of the possible sub-criterion for equities based on option 5A

The total % weighted average of the revenue of the assets under management with a green capex
weighting applied shall be a minimum of 40%.

The % contribution of each company in which equities are held shall be calculated in the following
way:

- For companies investing in a transition the weighted average of % green revenue and
the % green capex shall be calculated based on a ratio of 60:40. They must also
comply with the sub-criterion requirements detailed below.

- For companies with a % green revenue of greater than or equal to 50% only the green

revenue shall be taken into account

- __For companies for whom >95% of their green revenue is obtained from activities that
are outside of the scope of the EU Taxonomy their contribution shall not be counted

The maximum % contribution of weighted green capex shall be 15%. The green capex weighting
may only be applied to companies where the green capex % is greater than % green revenue.

Sub-criterion requirements for companies investing in transition

e Companies in transition are defined as companies with % green revenues less than 50%

e To qualify the company shall obtain >xy% of its revenue from capital investments in the

bnergv, mobility and manufacturing Eectors that have the potential to be taxonomy | Commented [ND2]: To be discussed if divestment/phase out

mpliant plans shall be accepted e.g. for coal power. If so we need to decide
compliant how this sub-criterion relates to C2

e To qualify for the Capex weighting the following conditions shall be met by each individual
company:

- The average % green capex anticipated over a 5 year period shall be greater than xy%,
based on a minimum 2 year lookback period and a minimum of 3 years of projected
change

- Astrategic plan detailing how the company is investing to increase its’s green revenue
base must show that the projected increase over a minimum of a 3 year timeframe
results in a % green revenue of >20%

e The asset manager shall, as part of meeting criterion 4, engage \collectivelv and bilaterally L7 ///{ Commented [ND3]: To be defined further in the corresponding
criterion 4

with those companies with an initial % green revenue of <20%

Alternative option 5b: Transparent reporting of portfolio greenness and contribution to a transition

Option 5b suggests the overall portfolio greenness to consider the stock green revenues at the day
of application and the expected increase of the stock greenness as results of a corporate strategic
plan to incentivise an increase of green revenues. This strategic plan can include between others

investments in green assets and product R&D relevant action as well as other measurements

towards that direction, such as e.g. engagement activities.
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The overall portfolio greenness can be the sum (weighted or not) of the current greenness and the

expected one, which as mentioned before shall be documented and monitored and requires the
written commitment of the company. The difference between 5a and 5b is that 5b would report
separately the potential increase in green revenue as a demonstration that the fund is supporting

companies in transition. In this way it is more transparent for retail consumers and could avoid any

concerns relating to green washing. There could also be the option to report projected green
growth.

It is also expected that dark green companies can contribute to further improvement due to their

growth rather than their new investments. On the opposite, new investments and transition

incentives shall be higher for light green companies.
The overall greenness of the portfolio is expressed as the sum of the individual stocks greenness,

and not as an average.

The potential contribution of expected increases of portfolio greenness is accepted only for

companies in transition. Moreover, this contribution is to be kept at a level that restricts its ability to
be used to meet the overall threshold. Table 8 illustrates option 5b

Table 8. Example of alternative option 5B

Risk diversification 20% Bucluded Excluded 0% 0% 0%
Company A B 108% 5% 0.8% 0.4% 12%
Company B 13% 0% 6% 26% 0.8% 34%
Company € 108 M 6% 44% 0.6% 50%
Company D 15% 5% pi3 7.8% 0.3% 8.1%
Company E 14% 55% pi3 17% 0.3% 8105
Company F 208 75% 1% 15.0% 0.2% 15.2%
Overall average at

fund level

Outline of the possible sub-criterion for equities based on option 5B

The total % weighted average of the revenues of the assets under management which are green
and transition shall be a minimum of 40%. The % contribution of expected increase of portfolio

greenness shall come from companies in transition, and the maximum accepted contribution to
the fund shall be 15%.

The projected increase in % green revenue may only be taken into account in meeting the overall

portfolio threshold if the resulting total % green revenue of a company after a minimum of three

years is <20%. For each company to qualify they shall meet the companies investing in transition
requirements.
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There is the option to also report projected green growth by companies with <20% green, as retail

investors may want to support the growth of successful green companies.

Sub-criterion requirements for ‘companies investing in transition and green growth’

e Companies in transition are defined as companies with % green revenues less than 20%

e To qualify the company shall obtain >xy% of its revenue from capital investments in the

bnergv, mobility and manufacturin_gjsectors that have the potential to be taxonomy | Commented [ND4]: To be discussed if divestment/phase out
liant plans shall be accepted e.g. for coal power. If so we need to decide
compliant how this sub-criterion relates to C2

e For the projected green revenue to contribute towards meeting the criterion threshold

the following information shall be provided for each individual company:

- A strategic plan detailing how the company is investing to increase its’s green revenue

base must show that the projected increase over a minimum of a 3 year timeframe

results in a % total green revenue of >20%

- ___The means of raising capital to invest in transition shall be identified, to include own

resources, loans and bonds.

- average % green capex anticipated over a 5 year period shall be greater than xy%,

based on a minimum 2 year lookback period and a minimum of 3 years of projected

change
e The asset manager shall, as part of meeting criterion 4, engage \collectively and bilaterally L7 ///{ Commented [ND5]: To be defined further in the corresponding
. ) ) o iterion 4
with those companies with an initial % green revenue of <20% criterion

Based on the proposal of alternative options 5a and 5b, the expert group is asked to reflect upon
(and, if possible, substantiate opinions with data) the following aspects:

Related questions for discussion at the 2" sub-group meeting

- What % shall be assumed in the testing for risk diversification? (comprising cash, currency,
derivatives and/or taxonomy neutral equities)

- What is the maximum greenness threshold that can still permit adequate risk
diversification?

- Should a rule be set for taxonomy neutral assets? e.g. >95% revenues derived from
economic activities that are not within the (implied) scope of the taxonomy.

- Can the overall greenness threshold still support a UCITS product with a KIID summary risk
indicator in the range of 3-4?

- Which of the options shall be used to restrict the use of the contribution of companies
investing in transition?

- __How important is transparency on the reporting of projected capex or green revenue in
meeting the threshold?
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B: Qualification criteria for companies investing in a transition

The 2™ criteria proposal for the EU Ecolabel introduced under criterion 2 the concept of transition.
This refers to the potential to verify companies that are investing in a transition towards a higher
proportion of green revenues on their balance sheet. The concept can have two potential benefits
for the EU Ecolabel:

1. Investor impact: It would recognise and support the investment being made, particularly
by large capitalisation companies, to contribute towards meeting EU Taxonomy
environmental objectives. It therefore contrasts with capital allocation to support SMEs
with a high proportion of green economic activities, where the objective would be growth
rather than transition.

2. Investable universe: It could expand the investable universe because current analyses (see
Section A) suggest that at the moment the size of the green economy may constitute a
major constraint on putting together an EU Ecolabel compliant portfolio. Moreover,
although substantial investment is being made by mid to large capitalisation companies,
particularly in the utility sector, their green revenue share tends still to be low. The recent
analysis carried out for FISMA by Climate Company and the Frankfurt School of Finance
and Management, as well as findings presented by MSCI, suggests that the manufacturing
sector in particular would merit attention, being the most significant economic activity
within UCITS equity holdings.

This overall concept was discussed at the 2" Ad-Hoc Working Group meeting and the JRC is now
exploring how this could be applied in practice and to what extent it should be incorporated into
the EU Ecolabel criterion proposal. It also forms part of proposals received by stakeholders for the
configuration of the equity fund component of criterion 1, so requires a solution.

Transition under the EU Taxonomy Requlation

The EU Taxonomy Regulation was adopted on the 1st April 2020. It includes provision for what are
referred to as ‘transitional activities’ that can make a substantial contribution towards the
environmental objectives, and defines these activities under Article 10, clause 2 as:

‘....an economic activity for which there is no technologically and economically feasible low-
carbon alternative shall qualify as contributing substantially to climate change mitigation
where it supports the transition to a climate-neutral economy consistent with a pathway
to limit the temperature increase to 1,5 ° C above pre-industrial levels, including by phasing
out greenhouse gas emissions, in particular emissions from solid fossil fuels, and where that
activity:
(a) has greenhouse gas emission levels that correspond to the best performance in the
sector or industry;
(b) does not hamper the development and deployment of low-carbon alternatives; and
(c) does not lead to a lock-in of carbon-intensive assets, considering the economic lifetime
of those assets.’
As depicted in Figure 3, both transitional activities and low carbon activities both constitute green
economic activities that can be verified in order to contribute towards compliance of a product
with the thresholds under the proposed criterion 1.
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Figure 1. Economic activities considered to make a substantial contribution towards taxonomy
objectives
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In this respect, the EU Taxonomy also enables companies to invest in a ‘transition’ pathway by
defining green economic activities rather than green companies. Companies can therefore
transition by gradually increasing their share of green economic activities. This approach is
illustrated in figure 2. Whilst this example refers to factories, it could also apply to energy plant or
any other site that contributes towards green revenues generation. Note, however, that the
example in Figure 2 would not allow for achievement of intermediate thresholds for performance
based on the unit of measurement in the EU Taxonomy technical screening criteria —it is based on
the binary performance of each site or factory.

Moreover, the EU Taxonomy Regulation refers to the disclosure of Capital Expenditures (Capex)
related to EU Taxonomy compliant activities. This has the potential to be used as a metric for
reporting on the investment being made in transitional activities.
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Figure 2. How the EU Taxonomy enables companies to transition
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Estimates of Taxonomy compliance for utilities with power generating assets by MSCI illustrate
the potential need for a transitional approach. Figure 3 presents the result of an analysis of electric
utilities with at least 50% of the revenue from power generation. Of the 37 power producers that
report emissions data tied to generation, the majority do not currently meet either the TEG
recommended threshold (100 g CO.eq/kwh) nor an IEA recommended threshold (220 g
COzeq/kwh).

Utilities are understood to be an important asset within UCITS funds and whilst such an approach
requires further development, in principle it would serve the dual purpose of supporting risk
diversification whilst reducing the environmental impacts of one of the major contributors towards
EU and international greenhouse gas emissions that has been prioritised for inclusion in the EU
Taxonomy.
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Figure 3. CO, emissions and power generating assets for a sample of major international utilities
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Source: MSCI (2020). Notes: TEG recommended threshold for utility: < 100 gCO,e /kWh; Based on the set of Electric
Utilities with >50% of revenue from power generation.

Precedents and existing examples of criterion on companies in transition

Some initial precedents for this type of criteria were explored in the TR2.0, published in December
2019. These included a criterion from the Belgian Febelfin label linked to power station CO,
emissions and exemption criteria set by the Nordic Swan for fossil fuel related activities (see the
box below). The latter were cited as an example in the 2" AHWG. Feedback suggested that it may
be difficult to communicate to retail investors the concept of derogations or exemptions from
exclusions. Please note that the Nordic Swan label is awarded on a point-basis, whereas the EU
Ecolabel is a pass-or-fail label.

Nordic Swan

Investment funds criteria, v1.0.
Exclusion criteria, 5. Extracting and refining fossil fuels

The fund may not invest in companies which themselves or through entities they control derive 5%
or more of their revenue from extracting coal (all sorts of thermal coal, e.g. lignite or anthracite),
natural gas, crude oil or uranium, and/or from refining coal, natural gas, crude oil or uranium for
fuel. Companies that fulfil all of the following criteria are exempt and may be included in the fund.
o At least 75% of the company’s energy sector investments on average for the last three
consecutive years are in the renewable energy sector.

e Revenue from renewable energy comprises at least 50% of the company’s total revenue.
This ratio may be calculated on average over the course of 1, 2 or 3 of the last financial
years.

e The company has less than 0.1% revenue from tar sand, shale oil or shale gas, or other
fracking activities and/or mining of oil shale.
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The JRC also put forward a practice-based criterion proposal (in the current version of the technical
report, TR2) for vehicle emissions, which has the potential for dynamic change. The proposal is
linked to both the EU Taxonomy thresholds and legislation on passenger car and commercial
vehicle performance (see the box below).

Extract from proposed EU Ecolabel criterion 2. Environmental exclusions

2.1.2 Transitionary exclusions
Transportation

Production, distribution and sale of new passenger cars and light commercial vehicles, unless the
company undertaking the activity complies with the following requirements:

e For new passenger cars: Manufacturers shall have made available to consumers at least
one zero- and low-emission vehicle (ZLEV) model with tailpipe emissions of <50 g CO2/km
and the average tailpipe emissions of all models that they have registered in the last
calendar year shall be 5% lower than the respective EU target applicable at the time.

e For light commercial vehicles: The average tailpipe emissions of all models that a
manufacturer registered in the last calendar year shall be 5% lower than the respective
tailpipe CO2 emissions target.

The JRC has also identified increasing evidence of the verification and issuing of so-called ‘transition
bonds’ which could provide some transferable concepts for application to equities. Axa provides
an example of the guidance and expectations for companies investing in transition, which could
offer a further precedent for the EU Ecolabel (see the box below). Data providers such as
Sustainalytics are also starting to provide Second-Party Opinions for transition bonds, including
assessment on:

e the alignment of the issuer’s transition strategy and commitments with internationally

established decarbonisation pathways,

e the alignment of the use of proceeds with decarbonisation pathways.
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Axa investment managers
‘Transition bond’ definition and guidelines 4

Transition bonds are intended for companies:

e in greenhouse gas-intensive industries such as materials, extractives, chemicals and
transportation

e inindustries which currently do not (and for the foreseeable future may not) have
sufficient green assets to finance but do have financing needs to reduce their greenhouse
gas footprint of their business activities, as well as their products and services

Transition bond issuers should clearly communicate what climate transition means in the context
of their current business model and their future strategic direction. Senior management and board
directors should make a commitment to align their business with meeting the COP21 Paris
Agreement goals.

The issuer’s transition strategies should be intentional, material to the business and measurable.
The Transition Bond must fit into a broader transition strategy. This should be defined by quantified
short and long-term environmental objectives. Transition Bonds should be a tool to principally
finance a share of the issuer’s spending necessary to achieve targets.

Bond issuers are increasingly announcing environmental targets for 2030 or even as far in the future
as 2050. While long-term objectives are welcomed, we ask for quantified shorter targets to assess
the issuer’s progress against its own transition pathway. We also encourage issuers to explain their
board and senior management’s strategic decision-making process and the Capex needed to meet
these targets. Issuers should ensure that their broader sustainability practices, such as policies and
programmes, are capable of helping achieve the objectives.

4 Axa, Financing brown to green: Guidelines for Transition Bonds, https://www.axa-im.es/content/-
Jasset_publisher/qxx90IkAqLWg/content/financing-brown-to-green-guidelines-for-transition-bonds/23818
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Options and considerations for setting transitional criteria

As has been illustrated by this paper, a number of options exist that could provide a basis for such

a criterion. Each has its strengths and weaknesses, which we propose to evaluate with the input

of sub-group members. While the formulation of such a criterion, and how it would relate to

criterion 1, 2 and 4, has not been decided, the options listed provide a good starting point for

discussion. They are as follows:

B1:

B2:

B3:

B4:

Capital expenditure: As a metric to disclose the investment priorities of a company. Below
we discuss further the specific challenges relating to this metric (see the box below for a
discussion based on hypothetical examples).

Share of Taxonomy compliant ‘green’ revenue: As a metric to disclose how the revenue
base for the company is changing, or is planned to change.

Practice-related performance thresholds: As technology neutral thresholds for measuring
progress. Although these can be linked to technical screening criteria of the EU Taxonomy,
the economic activity would also need to meet the other criteria, such as the Do No
Significant Harm (DNSH).

Phase out and divestment: As a demonstration of commitment to the new pathway.
However, care needs to be taken to ensure additionality and that divested assets do not
simply change hands.

Based on the JRCs analysis to date there also appear to be a number of accompanying questions

that would need to be addressed in order to set transition criteria:

What should be the scope of eligible activities?

Evidence from the analysis to date of funds and equities suggests that initial criteria are
needed that recognise transitions underway in the energy and manufacturing sectors.
Whilst the EU Taxonomy provides the main starting point, with companies either investing
to increase their revenue from, initially, low carbon activities and/or enabling activities,
there may also be intermediate thresholds and practices that the EU Ecolabel could
support e.g. intermediate vehicle emission targets. A related issue is the extent to which
some activities or technologies that may be excluded by criterion 2 (environmental
exclusions) should be permitted as long as the company can show that they are in
transition e.g. natural gas or coal power generation revenues at >5%.
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e What is the definition and scope of Capex?

There is the need to define the scope of investments that qualify under Capex disclosures.
In some definitions it is understood to include activities relating to extension of the life
span of green assets rather than investment in new green assets.

e Should there already be evidence of transition?

To provide assurance to retail investors there may be for 1) a minimum initial % of green
revenue and/or 2) the need to have a look back period for transition during which a shift
in investment and green revenue can be shown. The aim would be to ensure that
companies can demonstrate that initial progress made.

e What should be the scale and rate of transition?

To provide further assurance to retail investors, it will be important to have a look forward
period for transition. This would comprise the forward strategy for change and investment,
including milestones in time. There is the need for the EU Ecolabel to define what the
qualifying scale of transition, rate of change/growth and associated time frames would be.
Depending on the metric chosen, this would have a differing definition.

The JRC has been analysing examples from the energy sector such as Drax Power, Orsted and
Iberdrola in order to understand and inform potential time frames and rates of transition, but it is
to be discussed how far the parameters for transition can be defined on a generic basis. As such,
a criterion would need to cover a range of energy and manufacturing related activities. It is
understood that ADEME, the French Environment Agency, is currently analysing transition
pathways for different sectors as part of the ACT programme and the LIFE funded FinanceClimAct
project, and have therefore been invited to contribute.

Further hypothetical discussion on the use of Capex

To date in discussion with EU Ecolabel stakeholders, the potential to include a criterion on
companies in transition has focused mainly on the potential to use the metric of Capex.
Discussions with data providers suggest that Capex is a relatively new metric for which there is
limited current reporting in the frame of ESG or environmental performance. The sector in
which it is understood to be most commonly reported is the oil and gas sector, as evidenced by
a recent study carried out by the IEA on the potential to shift investment. There appears to
currently be a lack of a common definition and scope to delineate between Capex and Opex.

The hypothetical case of three power plant operators that all have some renewables assets that
generate 10% of their revenue from green economic activities illustrates some of the issues to take
into account when using Capex:

e Company x is currently making minimal planned investment over 2-3 years in the upgrading
of its existing renewables plant to extend their lifespan and this represents 100% of Capex.
Their remaining fossil fuelled plants from which it derives 80% of its revenue will continue
operating.

e Company y plans to replace major parts of all its fossil fuelled plant over 5-6 years in order
to become 50% taxonomy compliant.
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e Company zis in the process of replacing all the major parts of all its fossil fuelled plant over
5-6 years in order to become 100% taxonomy compliant.

Contrasting the three cases: company x’s performance is static, verification of company y’s
performance relies on its forward strategy and company z already has some evidence that it is on a
path to transition and is now aiming to become a pure player. In all cases 100% of the Capex being
made would be Taxonomy compliant but this on its own does not provide enough information
about the nature of the transition being made, if at all.
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C: Criteria for green bonds held by bond funds and mixed funds

A range of issues have been raised by stakeholders in relation to green bonds. In general, these
issues relate to the bonds covered and the certification of green bonds against the background of

development of the EU Green Bond Standard. However, some issues have also been raised in

relation to exposure of bond holders to the activities of the issuer and to the investor impact of

holding bonds.

A further summary of the most substantive issues, together with comments from JRC for further

consideration by the sub group is provided point by point below:

Threshold for green bonds in a portfolio: The currently proposed threshold is for 70% of the

bonds held to be verified as green bonds according to the EU Green Bond Standard.
Although in general stakeholders have been supportive of this threshold, from the industry
side some concerns have been raised about the feasibility of meeting this stringent
threshold in the case that only EU GBS certified bonds can be accepted.

Further considerations: Two options are proposed to be considered:

- Maintain a threshold for green bonds: The threshold to be subject to a final round of

checking with asset managers, taking into account whether existing green bonds
may be accepted (see the next point)

- Bonds contribute to a portfolio greenness threshold: The green bond threshold
could be removed, to leave one threshold for a portfolio to which the % greenness
of equities and bonds held would contribute.

Acceptance of existing green bonds: JRC has been asked to explore whether green bonds

that are not verified according to the EU GBS could be accepted during a transitionary
period. This period would likely extend from the entry into force of EU Ecolabel criteria to

the moment when the TEG Recommendations would be translated into the final EU GBS (an
earliest estimate is Spring 2021). Moreover, the exact legal form that the scheme and its
requirements will take is still under discussion by Commission Services.

Further considerations: It has been agreed with ENV and FISMA that the criterion could refer

to the underlying criteria of the EU GBS without requiring EU GBS certified bonds as such.

The extent to which existing green bonds would be able to fully comply with these criteria
and whether this would therefore work as an interim step is in the process of being checked.

Annex A compares the underlying approach adopted by ICMA and CBI — the operators of the

two most significant green bonds schemes — and as proposed by the TEG for the EU GBS.

The most significant differences relate to:

- __the underlying taxonomies the form the basis for accrediting whether activities to be
financed are ‘green’ and
-__how the use of proceeds is monitored and disclosed.

Scope of bonds covered: Following the second round of consultation, it has been clarified

that the sub-criterion shall specifically address use of proceeds, general corporate, sovereign
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and sub-sovereign bonds °. It is also important to note that other forms of bond issuance
have also been identified, particularly in relation to the role of bonds in expanding access to
capital and being able to enhance/verify the investor’s impact. These include notably (i)
project-based bonds, (ii) bonds that perform the function of asset backed securities and/or
(iii) bonds issued by banks. The EIB’s structuring of bonds to provide loans is another
example.

Further considerations: The sub-criterion on bonds will set criteria that apply to both bond
funds and mixed funds (equities, bonds and other instruments). The approach proposed for
the EU GBS is suitable in all cases where the bond is structured to identify the use of
proceeds. However, if the bond aims to raise general finance for the public or private entity
issuing it, then verification would need to be solely based on the issuer. Where the type of
bond has been identified as having the potential to enhance the investor’s impact then this
will need to be clearly identified.

e Exposure to the issuer’s balance sheet: Significant concerns were raised by several
stakeholders about exposure of the portfolio to the full balance sheet of companies, in
particular for companies that have excluded economic activities. On the other hand, green
bonds may provide them with a verified route to invest in a transition, but noting that their

scale and credit rating may already permit them to issue corporate bonds, so there may not

be additionality. It is therefore proposed that for use of proceeds, corporate and sovereign

bonds, the criteria will apply to the issuer.

Further considerations: A number of existing labelling schemes already adopt this approach,
focusing on exclusions related to company activities.

- Corporate bonds: It is proposed that bonds issued by companies undertaking activities
that are excluded by Criterion 2 are accepted subject to the issuer complying with the
‘companies investing in transition’ requirements (see equity fund proposals 5A/5B). It is
not proposed to place any requirements on bonds issued by banks or other financial

institutions. In all cases, the bond shall be certified as relating to investment that will

increase the issuers green revenue (as opposed to a use of proceeds project-based

approach), so in essence the burden of proof will be the same as for green capex.
- Sovereign bonds: For bonds issued by sovereigns a different approach is proposed based
on Paris Agreement commitments (see below). The bonds shall contribute to fulfilling

these commitments.

e Use of proceeds bonds: Two main areas of concern have been raised about use of proceeds

bonds:
1. that they may be issued to refinance existing assets rather than new assets.

2. that the earmarked projects may not be undertaken and the expected investments may

not be realised.

New loan finance (concerns UoP bonds issued by financial intermediaries, not those issued
by corporates), either by using the proceeds for loans or by creating asset backed securities,
shall be supported as it has the potential to enhance investor impact.

5 In terms of the distribution of green bond issuers by sector, 27% have been issued by non-financial corporates,
22% by the financial sector, 21% by agencies, 18% by sovereigns, and 13% by supranationals.
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Further considerations:

- Disclosure of how the proceeds will be used: It also proposed that the issuers discloses

whether the proceeds will finance new or existing assets

- An additional rule could be that only the proportion of new financing be counted
towards the portfolio threshold. For example, if 40% of the value of the issuance is for
new projects, then only 40% of the value of the green bond will contribute to meeting
the overall 70% threshold

- Verification of proceeds allocation: The EU GBS scheme is proposed as requiring an
impact report with ex post verification of the allocation of the proceeds. Equivalent
requirements would therefore apply for green bonds that are accepted having been
issued by other schemes (in case the transitionary period for non-EU GBS bonds is

implemented).

e Sovereign bonds: It is proposed to retain the exclusions relating to the Paris Agreement and
other environmental treaties. Most stakeholder comments related to the additional

requirement for a climate change risk rating, which was proposed as a proxy for progress
being made and would be used as a requirement to determine whether the bonds could
contribute towards portfolio greenness. This was not acceptable to many stakeholders.
Instead, stakeholders suggested there should be a focus on the actions of a country to
address specific environmental objectives.

Further considerations: These bonds could contribute towards portfolio greenness by being
verified as green bonds. It it to be discussed if the use of these proceeds should somehow

be verified to contribute towards meeting certain objectives e.g. Paris Agreement climate
change mitigation policies. Sovereign risk ratings and other existing data sources that
provide the information required to carry out verification could then be used (to be detailed

in the User Manual).

Based on the points raised above, the expert group is asked to reflect upon the following aspects:

Questions for discussion at the 2" Sub Group meeting

e How should the greenness of bonds contribute to the greenness of the whole portfolio?

e Should there be a threshold for green bonds?

e Would including the underlying EU GBS criteria give flexibility to use other green bonds
for verification?

e Do you agree with linking corporate bonds to demonstrating how the issuer will increase
their green revenue as a result?

e s it sufficient for sovereign bonds to be green bonds or should they demonstrate that the
proceeds will support policy aims?
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Annex A: Comparison of TEG Green Bond Standard recommendation with the ICMA and CBI schemes

EU Green Bond Standard core
components

ICMA

Cal

Green projects

Green activities as defined in the EU

Use of Proceeds

e The cornerstone of a Green

Use of Proceeds

Similar to ICMA

Taxonomy, thus any economic
activity that

e  Contributes substantially at
least one of the EU’s Taxonomy
Environmental Objectives

e DNSH any of the other
objectives

e Complies with the minimum
social safeguards

Green bond framework

The issuer shall produce a Green
Bond Framework (‘GBF’) which
confirms the voluntary alignment of

the green bonds issued following
this GBF with the EU-GBS and
provides details on all the key

Bond is the utilisation of the
proceeds of the bond for
Green Projects, which should
be appropriately described in
the legal documentation for
the security.

e All designated Green Projects
should provide clear
environmental benefits,
which will be assessed and
where feasible, quantified by
the issuer.

e In the event that all or a
proportion of the proceeds
are_or _may be used for
refinancing it is
recommended that issuers
provide an estimate of the
share of financing vs. re-
financing and where
appropriate also  clarify
which investments or project
portfolios may be refinanced

aspects of the proposed use of

proceeds and on its green bond
strategy and processes.

The draft standard foresees

inclusion of the use of proceeds to
be  specified in_ the legal
documentation:

e The Environmental Objectives
of the EU Green Bond or EU
Green Bond programme and
how the issuer’s strategy aligns
with such objectives, as well as

and, to the extent relevant
the  expected  look-back
period for refinanced Green
Projects.

Process for Project Evaluation
and Selection

The GBP explicitly recognise

several broad categories of

eligibility for Green Projects,

Process for Project Evaluation
and Selection

The Green Bond Principles do not
provide details on “green”. The

which contribute to

green definitions are left to the

environmental objectives such as:

their rationale for issuing.

climate change mitigation
climate change adaptation,

issuer to determine. Broad green
project categories suggested by
the principles include:
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EU Green Bond Standard core | ICMA CBI
components
The pro.cess by which the |s_suer natural _resource _conservation e Ener
determines how Green Projects | piodiversity _conservation, _and
align with the EU Taxonomy | nofjution prevention and control. e Buildings

and, if applicable, qualitative or
guantitative technical
screening criteria with
reference to section 4.1 and
with the support of an
accredited Verifier. Issuers are
also encouraged to disclose any
green standards or
certifications referenced in
project selection;

A description of the Green

Projects to be financed or
refinanced by the EU Green
Bond. In case where the Green
Projects are not identified at
the date of issuance, the issuer
shall describe, where available
the type and sectors of the

potential Green Projects.
Where confidentiality
agreements competitive

considerations, or a large
number of underlying projects
limit the amount of detail that
can _be made available
information can be presented
in_generic _terms or on an
aggregated portfolio basis.

The process for linking the

issuer’s lending or investment
operations for Green Projects
to the EU Green Bond issued.
The issuer shall track the
amount allocated to Green
Projects in an appropriate
manner until _such amount
equals the net proceeds and

document  the  allocation
through a formal internal
process;

Information on the

methodology and assumptions
to be used for the calculation of
key impact metrics: (i) as
described in the EU Taxonomy,
where feasible; and (ii) any
other additional impact metrics
that the issuer will define;

The following

list of project

categories

while _indicative

captures

the most commonly

used types of projects supported

by or expected to be supported by

e Transport

e Water management

®  Waste management
& pollution control

e Nature-based assets

the Green Bond market.

— Renewable energy
—  Energy efficiency

Pollutions prevention and

control
Environmentally sustainable

management of living
Natural resources and land

use
Terrestrial and aquatic

biodiversity conservation
Clean transportation

Sustainable water and

wastewater management
climate change adaptation

Eco-efficient and/or circular

economy adapted products,
production technologies and
processes

—  Green buildings

The issuer of a Green Bond should

clearly communicate to investors:

The environmental

sustainability objectives;
The process by which the

issuer determines how the
projects fit within the eligible
Green Projects categories
identified above;

including  land  use
agriculture and forestry

® Industry & energy-
intensive commercial

e Information technology
& communications (ICT)

World Bank and IFC have their

own criteria or definitions of

eligible green projects.

The

Climate Bonds Initiative

provides green

definitions that

are sector specific, developed by

scientists and industry experts.

These fall into eight broad
categories _under the  CBI
Taxonomy.
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https://www.climatebonds.net/standard

EU Green Bond Standard core
components

ICMA

CBI

e A description of the Reporting

e The related eligibility criteria

(e.g. envisaged frequency,

including if _applicable

content, metrics).

Allocation and Impact reporting

Issuers shall report at least annually,
until_full
proceeds to Green Projects and
thereafter, in case of any material
change in this
Verification is only required for the
Final Allocation Report.

allocation of the bond

allocation.

The Allocation Report shall include:

e A statement of alignment
with the EU-GBS
e A breakdown of allocated

exclusion criteria or any other
process applied to identify
and  manage _ potentially
material environmental and
social risks associated with

the projects.

Issuers are encouraged to position
this within _the
context of the issuer’s
overarching objectives, strategy,

information

policy and/or processes relating
to environmental sustainability.

Issuers are also encouraged to

disclose any green standards or

certifications referenced in

amounts to Green Projects
at least on sector level
however more detailed
reporting is encouraged

project selection.

e The geographical | The GBP encourage a high level of
distribution _ of _ Green | transparency and recommend
Projects  (recommended

on country level

The Impact Report shall include:

e a description of the Green
Projects

e the Environmental Objective
pursued by the Green Projects

e 3 breakdown of Green Projects
by the nature of what is being
financed (assets capital
expenditures operating
expenditures, etc.), the share of
financing (i.e, the amount of
Green Projects financed after
the bond issuance) and
refinancing (i.e., the amount of

that anissuer’s process for project

evaluation and selection be

supplemented by an external

review.

Management of Proceeds

e The net proceeds of the
Green Bond, or an amount
equal to these net proceeds
should be credited to a sub-
account, moved to a sub-
portfolio or otherwise
tracked by the issuer in an
appropriate _manner, and
attested to by the issuer in a
formalinternal process linked
to the issuer’s lending and

Management of Proceeds

As defined by ICMA
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EU Green Bond Standard core | ICMA CBI
components
Green Projects financed before investment operations for
the bond issuance) Green Projects.
e information and, when possible
metrics, about the projects’
environmental impacts, which | ®  So long as the Green Bond is
needs to be in line with the outstanding, the balance of
commitment and methodology the tracked net proceeds
described in the Issuer’s GBF. should be periodically
e if it hasn't been already adjusted to match allocations
detailed in the GBF to eligible Green Projects
information on the made during that period.
methodology and assumptions | ©  The issuer should make
used to evaluate the Green known to investors the
Projects impacts. intended types of temporary
e Verification of the Impact placement for the balance of
Reporting is _not mandatory unallocated net proceeds.
however issuers are
encouraged to have their
Impact reporting reviewed by | ® The GBP encourage a high
an independent third party. level of transparency and
e Allocation Reporting  and recommend that an issuer’s
Impact Reporting can be either management of proceeds be
on a project-by-project level or supplemented by the use of
on_a portfolio level, where an_auditor, or other third
confidentiality agreements party, to verify the internal
competitive considerations, or tracking method and the
a large number of underlying allocation of funds from the
projects limit the amount of Green Bond proceeds.
detail that can be made
available.
Allocation Reporting and Impact | Reporting
Reporting can be either on a
project-by-project level or on a | ® lIssuers should make, and
portfolio level where keep, readily available up to
confidentiality agreements date information on the use
competitive considerations, or a of proceeds fo be renewed | Reporting

large number of underlying projects

limit the amount of detail that can

be made available.

Verification

annually until full allocation
and on a timely basis in case
of material developments.

e The annual report should
include a list of the projects
to which Green Bond
proceeds have been
allocated, as well as a brief
description _of the projects
and the amounts allocated
and their expected impact.

As required by ICMA
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EU Green Bond Standard core
components

ICMA

CBI

Issuers shall appoint an external
Verifier to confirm:

e Before or at the time of
issuance, through an _initial
Verification, the alignment of
their GBF with the EU-GBS, in
accordance with section 4.1
(Green Projects) and 4.2 (Green
Bond Framework); and

o After  full allocation of
proceeds through a
Verification, the allocation of
the proceeds to green eligible
projects in alignment with the
Allocation Reporting as
outlined in section 4.3 of the
EU-GBS.

Where confidentiality

agreements competitive
considerations, or a large
number of underlying
projects limit the amount of
detail that can be made
available the GBP
recommend that information
is presented in generic terms
or on an aggregated portfolio
basis

Transparency is of particular

value in_communicating the
expected impact of projects.

The GBP recommend the use

of qualitative performance
indicators and, where
feasible quantitative
performance measures (e.g.
energy capacity, electricity
generation, greenhouse gas
emissions reduced/ avoided

etc.

Disclosure  of the key

underlying methodology
and/ or assumptions used in
the quantitative

determination. lIssuers with
the  abilit to monitor
achieved impacts are
encouraged to include those
in their regular reporting.
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