


SUMMARY

Category	Framework
Scope	Target audience	The target audience for this target-setting framework are financial institutions with portfolios of financial assets issued by companies.
	Asset class	Private equity, listed equity, corporate bonds, corporate loans
	Sectors	Targets are set at individual business activity level (e.g. electricity generation, automobile production), for those business activities for which a specific sectoral decarbonization approach or PACTA approach exists and where the financial institution has current exposure or desires to have exposure in the future. The target-setting process is associated with a  specification of the universe of companies / issuers that are in scope of the target. For a target to qualify, it has to be set for a minimum number of business activities and investees, as defined in the Criteria and Recommendations document. [Business activities where the target is already “on track” based on existing science-based targets by companies or asset-level data do not qualify for a SBT, but equally do not count towards the threshold of minimum number of business activities (i.e. are treated as the equivalent of a sector / business activity / company not in scope of the SDA or PACTA approach).] 
Mechanics	Inputs – Company data	Business activity data can be sourced from i) public corporate reporting, ii) direct reporting by issuers / clients to the bank, and / or iii) business intelligence databases (i.e. “asset-level data”). 
	Inputs – 	pathways	Science-based targets have to be consistent with one of the following sector-based approaches in terms of ambition: 	the SDA for emissions trajectory alignment (Link). 	the PACTA model for business activities alignment (Link)	Alternative approaches can also be accepted subject to them being at least equivalent in terms of ambition with the two approaches defined above and consistent with measuring GHG emissions reductions by the portfolio’ companies.	The chosen approach should be consistent within an asset class but may differ across asset classes. 
	Allocation approaches	In order to define a science-based target, the business activity of portfolio’ companies is allocated to the portfolio:	Weighted as a function of the weight of the financial asset associated with the company in the portfolio (Portfolio-weight approach, suggested for corporate bonds and credit);	or	Weighted as a function of the weight of the financial asset in either i) market capitalization or ii) book value (Balance-sheet approach, suggested for equity).
	Outputs	The output will be a series of indicators by business activity and asset class.
	Portfolio weighting 	Targets are not weighted across portfolios or business activities. 


1. Scope

The methodology covers science-based targets for the portfolios of financial institutions consisting of the following types of financial instruments: Listed equity, private equity, corporate bonds and corporate loans. These targets can either be set across portfolios containing one or more of these financial instruments held by the financial institution and / or portfolios consisting of divested companies in the context of climate actions executed by the financial institutions. The target audience for this target-setting framework are financial institutions with portfolios of financial assets issued by companies.

This methodology presents a sector-based approach to set a science-based target. When accounting for the financed emissions of companies (using SDA), these emissions should cover:
· Scope 1: direct emissions from onsite fuel combustion for production and operation of companies
· Scope 2: indirect emissions from purchased energy (electricity, steam, heat and cooling) for production and operation of companies
· Scope 3: include for some specific sectors where Scope 3 emissions account for more than 40% of total emissions as required for company science-based target setting, such as the automotive sector.
[bookmark: _Hlk533672093]When using PACTA, business activities of all subsidiaries should be included for target setting, focusing on those business activities covered by the PACTA model.

[bookmark: _Hlk533671849]Within these portfolios, targets are considered science-based if they cover a minimum number of scenario-relevant business activities (sectors) and a minimum number of GHG emissions as indicated in the Criteria and Recommendations document, as well as being additional to plans and targets already set by investees, consistent with the criteria framework defined for companies. 

There are two main existing approaches on measuring the alignment of companies’ business activities with low-carbon scenarios:
1. Sectoral Decarbonization Approach (SDA): exclusively intensity based (ignoring volumes) and measured in GHG or CO2 emissions reduction.
2. PACTA model: provides for targets related to changes in volume of different goods and services produced by companies and the production process underlying these goods and services. Figure 1‑1 below demonstrates the logic of the PACTA model on the illustrative case of cars.
The key distinction in the SDA and PACTA approach is the unit, in which the target is defined – the former by emissions, the later in production units. Table 1‑1 compares these two approaches.
[bookmark: _Ref533675830]Figure 1‑1The concept of climate goal alignment using an economic activity-based approach
[image: ]Correct reduction in supply, but insufficient adjustment of share of production.
Correct adjustment in share of production, but insufficient reduction in supply

[bookmark: _Hlk533672563][bookmark: _Ref529261840][bookmark: _Ref529261833]Table 1‑1. Comparison of methodologies on climate alignment of companies
	Scope
	SDA
	PACTA

	Indicator
	Scope 1 & 2 GHG emissions intensity (e.g. tCO2e / kWh for power sector)
	Volumes of products & services from all company subsidiaries

	Sectors covered
	· Power generation
· Cement 
· Iron and steel
· Aluminum
· Chemicals and petrochemicals
· Pulp and paper
· Other industry
· Transport
· Service buildings
	· Power generation
· Cement 
· Steel
· Transport (i.e. automotive, aviation, shipping)
· Coal mining
· Oil & gas

	pros
	· Global pathways, and extendable to regional pathways
· IEA data readily available
	· Multiple scenarios available 
· Online tool available for pathway alignment
· Take future business planning into account 

	cons
	· Does not take variation in products and services into account
	· A fewer number of sectors included (although extending to fossil fuels)



Crucially, the scope of the methodology is not just on the climate outcomes desired for each of the business activities to which financial institutions are exposed, but also the specific contribution that each financial institution makes to these outcomes in the form of climate actions. The methodology thus provides for i) a target-setting framework that defines the desired sectoral climate outcome (either using a SDA or PACTA approach), ii) criteria and recommendations with regard to the validity of the target, iii) and an action catalogue defining the approach to taking actions that can help realize this outcome. 

2. Mechanics

This methodology for target setting involves two steps – assessing the current alignment of portfolio to determine the scope for target setting and determining the decarbonization pathway for which the portfolio should reach by a certain point in the future.

[bookmark: _Hlk533599761]To set a science based target using this methodology requires the following data points:

a) Current and forward-looking emissions or production pathways by business activity across companies in the portfolio with a minimum time horizon of 5 years (minimum time horizon of the target-setting framework)
b) Your portfolio data

c) Decarbonization pathway(s):
· PACTA:
· Geography specific information for those business activities where science-based targets differ significantly across geographies (e.g. electric power)
· (Estimated) current business activity (i.e. production or capacity)
· (Estimated) future business activity (i.e. production or capacity) of companies
· SDA:
· Scope 1 and 2 emissions of companies and as relevant Scope 3
· (Estimated) future business activity (i.e. emissions) of companies


2.1 Assessing current portfolio alignment
The first step of the science-based target-setting process is defining the current trajectory of the portfolio for each of the sectors for which a target will be set. There are three approaches to sourcing data to measuring alignment: 
· Publicly available company climate reporting. Unlike asset managers, banks mostly finance non-listed companies restricting data availability drastically. Climate assessments rely on company’ reporting of climate indicators, which is even for listed companies not always in place. For corporate credit, the challenge here is that this reporting is largely limited to listed companies. Even among listed companies, only a fraction provide complete and comparable reporting across the entire climate impact chain of their business. Thus, data is missing for the majority of counterparties in the portfolios, requiring estimation of missing data, which creates significant uncertainty and inhibits steering. The estimation error in this context can be upwards of 30%. Finally, the data that does exist is almost exclusively backwards-looking. Given these restrictions, publicly available data of banks’ client for example is not an option to measure the climate impact of a banks’ lending book. 
· Internal data collection systems. An alternative approach is internal data collection system, where the financial institution collects data from its counterparties to inform the assessment. Indeed, for some indicators, this type of data may already be collected by the loan officer, but not necessarily in a standardized and aggregated way that can be used to generate a global overview. Given the large universe of counterparties, and questions around response rate, this approach appears both labour-intensive as well as uncertain with regard to its comprehensiveness. 
· [bookmark: _Hlk529553012]Asset-level data. A third option is to base the analysis on asset-level data. Asset-level data exists across most climate-relevant sectors (energy, power, industry, transport) and generally covers upwards of 90% of global assets across these sectors. It thus allows for a comprehensive analysis for these sectors. This data however will not provide a solution in the short-term for less climate-intensive sectors. As will be outlined, this data source appears as the most relevant for the current challenge. 
[bookmark: _Hlk533676321]Given the relative pros and cons, analysis for corporate in the short-term should rely on asset-level data, providing both a large coverage, low costs, and comparable approaches. When using asset-level data, the user has to determine consolidation rules to owner and parent companies, although here the same accounting principles can be applied as for traditional financial accounting. Given the emphasis on climate impact, the ownership approach is applied (e.g. a 10% ownership of an asset means 10% of the asset’s production capacity is allocated to that owner).
An alternative to asset-level data, where available, is top-down science-based targets validated across companies. To date, science-based targets across companies are limited however. 

2.2 Decarbonization pathway

Business activity targets have to be consistent with one of the following in terms of ambition: 

i. the Sectoral Decarbonization Approach (Link). 
ii. The PACTA model geography-specific trajectory alignment targets by asset class (Link)

[bookmark: _Hlk533600837]Alternative approaches can also be accepted subject to them being at least equivalent in terms of ambition with the two approaches defined above and consistent with measuring GHG emissions reductions by the portfolio’ companies.

The chosen approach should be consistent within an asset class but may differ across asset classes. The PACTA model provides – beyond the option to apply the SDA – the option to define targets in terms of changes to production of goods and services by technology / fuel type (e.g. electric vehicles, internal combustion engine vehicles, renewable power capacity, oil production). This allows the PACTA model to be applicable to the fossil fuel sectors. The scenario input here is set to follow the level of ambition prescribed by the SDA. 

[bookmark: _Hlk529552855]The decarbonization pathway is allocated to the portfolio based on the ‘market share’ approach. This approach uses a simple ‘market share’ allocation rule where all sector-level production and capacity trends are proportionally distributed across companies based on market share. This approach is particularly relevant for assessing ‘contribution’ or ‘responsibility’, as it treats all companies equally by assuming constant market share through time. It is used in the context of the 2°C portfolio tests developed for listed equity and corporate bonds portfolios. Its advantage is that it can be applied at very low cost to a large universe. It is calculated depending on whether the production profile is set to decrease or increase in the next 25 years according to the macroeconomic trend. If the production is meant to increase, the market share is calculated based on the total market share of the product (e.g. installed capacity, etc.), independent of its installed capacity in the technology. If the production is meant to decrease, the market share is calculated based on the total market share of the specific fuel / technology (e.g. coal production, coal installed power capacity), independent of its overall market share in the sector. 

The distinction was chosen since applying market fair share to declining technologies can yield negative results eventually (since the market share could be higher than the technology fair share) and because portfolios that have ‘lagged’ production increases in the past shouldn’t be assumed to do so in the future. In theory, the model could apply the technology fair share for both increasing and decreasing technologies, a choice not made in the current iteration.

In terms of target-setting, the decarbonization pathway is defined to the scope of the portfolio subject to the target-setting process and thus may not use all companies in a portfolio engaged in a certain business activity to define the baseline target.

2.3 Allocation approaches

In order to define a science-based target, the business activity of portfolio’ companies is allocated to the portfolio:

i. Weighted as a function of the weight of the financial asset associated with the company in the portfolio (Portfolio-weight aproach, suggested for corporate bonds and credit);
ii. Weighted as a function of the weight of the financial asset in either i) market capitalization or ii) book value (Balance-sheet approach, suggested for equity).[footnoteRef:1] [1:  The weighting by market capitalization is recommended where the target for other asset classes is applied based on the ‘portfolio-weight approach’. Financial institutions seeking to use the balance sheet approach across asset classes are advised to use the book value approach in both cases. ] 


The balance sheet approach, arguably the more common approach between the portfolio weight and the balance sheet approach-, involves allocating economic activity to the balance sheet based on the weight of the instrument in the balance sheet of a company or a sub-part of the balance sheet (e.g. outstanding equity, enterprise value). This approach is recommended for equity. This approach should not be applied for asset classes where the allocation factor is subject to price fluctuations and biases (e.g. enterprise value for lending portfolios)
[bookmark: _Hlk529553322]The alternative accounting principle is allocating economic activity based on the portfolio weight of the company in the portfolio. It is the approach chosen in the ESG ratings of both MSCI and Morningstar / Sustainalytics, as well as the climate ratings of ISS-Ethix / CDP. This approach is generally used to weight normalized or scored indicators rather than allocating absolute climate units, as it represents the relative weight of different scores.
While the balance sheet approach described above can be said to be more intuitive for equity portfolios, the portfolio weight approach is more intuitive for credit portfolios, since it can be said to represent the capital allocation decision of the relationship manager behind the portfolio.  
In terms of allocating future production, all future production is allocated independent of the maturity of the financial instrument. Thus. when a company projects future activities or revenues, it does this based on the current fixed asset base and commitments as to the evolution of that asset base based on investments and mergers and acquisitions. 
2.4 Outputs

[bookmark: _Hlk533601101]The output is one target per asset class covered by this methodology (listed equity, private equity, corporate bonds, corporate loans). Financial institutions can decide to set targets for one, more, or all of these asset classes. While the science-based target is validated on a “validated / not validated” basis at portfolio level, in practice the target is a function of a series of sector-level science-based targets set by the financial institution.

Existing commitments – whether defined as a science-based target by a company or investment plans – do not count towards achievement of the target. Similarly, evolution of the asset base as a result of mergers and acquisitions and asset divestments, unless it can be credibly demonstrated that the merger and acquisition or asset divestment led to the emissions reduction / target progress – do not count towards progress against the target.

While the targets are defined for portfolios, the criteria and recommendations document will more specifically define the criteria for the scope of the portfolio, specifically the minimum criteria around the number of business activities and within the business activities the thresholds for companies subject to the target-setting process. In other words, where the criteria and recommendations allow for exclusion of parts of the portfolio / specific companies (e.g. a target that only has to reflect a certain % of companies), these companies out of scope should not be considered in the target-setting process, nor in the definition of the target ambition. This is the equivalent concept as can be found in the target-setting process for companies that excludes certain emissions (e.g. parts of the supply chain) and allows for a 5% threshold in Scope 1 and Scope 2 emissions that can be considered out of scope. 

The table below illustrates a potential output.

Table 2‑1. Comparison of methodologies on climate alignment of companies
ILLUSTRATIVE – NOT ACTUAL TARGETS

	Asset class
	Sector
	Status 2020
	Approach
	Unit
	Current exposure
	Target 
	Base year
	Target year

	Corporate bonds
	Renewable power
	On track
	PACTA
	% of installed capacity
	15%
	20%
	2018
	2025

	
	Coal power
	Not on track
	
	% of installed capacity
	30%
	25%
	
	

	
	Electric vehicles
	Not on track
	
	% of production capacity
	1%
	3% 
	
	

	
	Oil production
	On track
	
	Portfolio production (in barrels)
	100,000
	80,000
	
	

	
	Gas production
	Target achieved
	
	
	
	
	
	

	
	Cement
	No exposure
	
	
	
	
	
	

	
	Shipping
	No exposure
	
	
	
	
	
	

	
	Aviation
	No exposure
	
	
	
	
	
	




2.5 [bookmark: _Hlk533601230]Portfolio weighting

[bookmark: _Hlk533601259]At the overall portfolio level, targets are aggregated and thus not weighted.

3. Instructions for implementation

3.1 Calculating the current exposure

[bookmark: _Hlk533601363]The first step is to calculate the current exposure of the portfolio. Specifically, this involves the following steps:

a) Defining the asset class / portfolio for which the financial institution seeks to set a target;
b) Calculating the aggregate current exposure for each business activity (sector) for which the financial institution seeks to set a science-based target, using either a balance sheet or portfolio-weight approach. This aggregate trajectory is a function of the current and future (minimum 5 years) trajectory relative to a SDA or PACTA target of each company / asset in the portfolio.

3.2 Defining the business activities (sectors) for which a science-based target can be set

[bookmark: _Hlk533601399]Science-based targets can be set for those sectors where measurement of Step 3.1 is possible and where the current trajectory is not already consistent with either the SDA or PACTA target. Financial institutions then have to set a target for a minimum number of sectors representing a minimum share of estimated total emissions of the portfolio.

3.3 Defining the science-based target

The next step involves setting the science-based target for each sector, using either the PACTA or SDA concept. The target has to satisfy the criteria of the SBT framework, as defined in the criteria and recommendations document. It has to also define the scope of current or future investees that are being targeted. (NB: The scope of investees can be adjusted during the course of the target implementation period. Any adjustment of scope of investees however requires a resetting of the baseline in terms of commitments & actions already taken and planned by the new investees in scope of the target).

3.4 Developing the actions catalogue

[bookmark: _Hlk533601444]Once the target has been defined, the financial institution has to develop the actions catalogue designed to achieve the target and where relevant, which companies are being targeted by which action. This involves the following steps, further outlined in the actions document of the SBT framework:

a) Define the action
b) Describe the general logic of the action (theory of change); 
c) Describe the expected outputs of the actions (e.g. successful shareholder resolution) and why these are expected to contribute to the SBT
d) Describe the expected outcomes and how they are consistent with the SBT defined by the financial institution.

While the actions should be defined upfront, the financial institution can choose to change their strategy vis-à-vis achieving the target.



3.5 Tracking progress

[bookmark: _Hlk533601471]Progress on the SBT should be tracked in line with the criteria and recommendations guidance in terms of frequency and approach. Progress should be tracked both with regard to the actions catalogue and the implementation thereof, as well as the underlying progress against the SDA or PACTA targets. 

Box 1‑1 below provide some case studies on how financial institutions could set and achieve science-based targets for their corporate instrument portfolios.

[bookmark: _GoBack]

Box 3‑1. Setting and achieving science-based targets for corporate instrument portfolios
Case study 1: Listed equity – Engagement approach

Investor A owns a listed equity portfolio, with the following business activity exposures: oil production, gas production, renewable power capacity, and light-duty vehicle production across all powertrain types. The PACTA target is already on track over the 5 year time horizon for oil production and is thus not eligible. For the other sectors, the Investor defines PACTA targets by sector based on the most regionally-specific scenarios. The target is measured and defined using the balance-sheet approach based on market capitalization. In order to achieve the target, the investor has defined engagement as the planned action. 

Case study 2: Listed equity – Divestment approach

Investor B owns a listed equity portfolio, with the following business activity exposures: oil production, gas production, renewable power capacity, and light-duty vehicle production across all powertrain types. No sectors currently have PACTA targets that are on track. The portfolio target is measured and defined using the portfolio weight approach. In order to achieve the target, the investor has defined engagement as the planned action for all sectors except oil production, where the investor chooses a divestment approach. In this case, the investor tracks progress against the PACTA target in the “divested portfolio” using a portfolio-weight approach.

Case study 3: Corporate credit – Conditional lending

Investor C owns a corporate loanbook, with the following business activity exposures: gas production, renewable power capacity, and light-duty vehicle production across all powertrain types. No sectors currently have PACTA targets that are on track. The targets by sector are measured and defined using the portfolio weight approach. In order to achieve the target, the investor has defined conditional lending as the approach, where future loan covenants will include SBT criteria that will determine the interest rates.  
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