Science-based Targets for Financial Institutions

SBT Methods for Listed Equity, Private Equity, Corporate Bonds, and Corporate Loans 
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[bookmark: _Toc5598167][bookmark: _Toc7430004]Overview

This section describes methods and resources for assessing corporate instruments including listed equity, private equity, corporate bonds, and corporate loans. Targets can be set across portfolios containing one or more of these instruments. The primary audience for these methods and resources is financial institutions with portfolios of assets issued by companies.

Portfolio-level targets will be considered science-based if sub-targets cover a minimum threshold of the portfolio by greenhouse gas (GHG) emissions. This threshold will be determined during the upcoming criteria and guidance phase of the project. GHG emissions is the preferred metric for calculating target coverage thresholds, but financial institutions may also use economic metrics including market capitalization or asset under management as proxies to calculate target coverage. 
 
Three methods presented for corporate instruments are the Sectoral Decarbonization Approach (SDA), Paris Agreement Capital Transition Assessment (PACTA), and SBT portfolio coverage.

[bookmark: _j4zj5l8tl7fm][bookmark: _Toc5598168][bookmark: _Toc7430005]SDA for Listed Equity, Private Equity, Corporate Bonds, and Corporate Loans 

The Sectoral Decarbonization Approach (SDA) is a method for setting physical intensity targets that converge to sector-wide emissions intensity by 2050. An intensity target is defined by a reduction in emissions relative to a specific business metric, such as production output of the company (e.g., tonne CO2e per tonne crude steel produced).  



Table 1: SDA Characteristics for Financial Institutions
	Category
	Framework

	Scope
	Target audience
	Financial institutions with portfolios of financial assets issued by companies.

	
	Asset classes
	Private equity, listed equity, corporate bonds, corporate loans

	
	Sectors
	Sub-targets are set at individual sector level within the portfolio, for which specific sectoral decarbonization approaches (SDA) are available (electricity, iron & steel, cement, aluminum, pulp & paper, transport, and commercial buildings). 

The sector-level targets should in total cover a minimum threshold of the portfolio by emissions, market cap, or asset under management, or other economic metrics. The threshold will be explored through the SBT/FI road testing process and determined in subsequent SBT/FI criteria during the next phase of the project.  

	Mechanics
	Inputs – Company data
	The SDA method requires physical activity and emissions data per sector. Activity and GHG emissions data can be sourced from: 
· public reporting
· direct reporting by issuers / clients to the bank, and / or 
· business intelligence databases (e.g. asset-level data)

Road testers will have access to default emission factors from data provider partners to complete the road testing.

	
	Inputs – Scenarios
	The ambition of sector-level sub-targets are consistent with the SDA approach. A target-setting tool is available for download. 

The IEA ETP 2017 2DS and B2DS scenarios are the basis of the SDA. 

	
	Allocation approaches
	Both GHG emissions and activity data are allocated to the financial institutions based on a balance-sheet approach, i.e. weighted as a function of either market capitalization or enterprise value.[footnoteRef:2] [2:  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 may wish to use the book value approach in both cases. ] 


	
	Outputs
	The output will be a set of sector-targets, which collectively cover a minimum threshold of the portfolio by emissions, market cap, or assets under management. 




[bookmark: _Toc5598169][bookmark: _Toc7430006]Scope

Sector targets are set at individual sector level within the portfolio, for which specific sectoral decarbonization approaches (SDA) are available. It is expected that there will be portions of the portfolio that are not covered by the SDA.

This section describes the data input, scenarios, and method output for the Sectoral Decarbonization Approach (SDA). Financial institutions can use the SDA method to set sector-level targets for their portfolios. 

Decarbonization Scenario
The SDA uses the 2DS and B2DS scenarios developed by the IEA (IEA 2017), which are compatible with the RCP2.6 scenario from IPCC AR5.[footnoteRef:3] The SDA assumes global convergence of key sectors’ emissions intensity by 2050. For example, the emissions intensity of steel production in China, the U.S., and Brazil is assumed to reach the same level in 2050, regardless of its current diversity.[footnoteRef:4] Regional pathways have not been incorporated into the SDA method. [3:  The 2DS and B2DS scenario are emissions scenarios and activity scenarios—they are used to compute sectoral intensity pathways. Note that the current SDA tool only provides target setting options with 2DS scenarios. The new SDA tool with B2DS scenarios will be shared with road testers after it becomes available in mid-April 2019.]  [4:  For specific values and background, see Krabbe, O., G. Linthorst, K. Blok, W. Crijns-Graus, D.P. van Vuuren, N. Höhne, P. Faria, N. Aden, and A.C. Pineda. 2015. Aligning corporate greenhouse-gas emissions targets with climate goals. Nature Climate Change 5(12): 1057–1060.] 


Currently, the SDA provides sector-specific pathways for the following homogenous and energy-intensive sectors[footnoteRef:5] : [5:  The SDA sectors are drawn from the International Energy Agency (IEA). An appendix of the SDA user guidance maps the IEA sectors against common industrial classification systems: http://sciencebasedtargets.org/wp-content/uploads/2015/05/Sectoral-Decarbonization-Approach-Report.pdf.] 

· Power Generation
· Iron & Steel
· Cement
· Aluminum 
· Pulp & Paper
· Services / commercial buildings
· Passenger and freight transport

Target emissions intensity varies by portfolio base year emissions intensity, projected portfolio activity growth, and sectoral budgets.  Financial institutions can use the SDA tool to calculate average emissions intensity in the target year. The SDA covers scopes 1 and 2. “Product Use” for Light road vehicle manufacturing is the only pathway in the SDA specifically intended as a scope 3 source. 

Method Input 
Required data inputs include:
· Base year
· Target year
· Base-year emissions disaggregated by scope
· Activity level in the base year (e.g., MWh, building floor area, distance travelled, tonne of product etc.) 
· Projected change in activity by target year

Method output

A percentage reduction in emissions intensity relative to a specific production output of the companies in the portfolio (e.g., tonne CO2e per MWh). 

Example method outputs for financial institutions:
· Financial institution X commits to reduce CO2e emissions from the power sector in its loan portfolio 30% per kWh by 2025 from a 2019 base year.
· Financial institution X commits to reduce CO2e emissions from the iron and steel sector in its equity portfolio 20% per ton of steel by 2025 from a 2019 base year.

Examples of targets set using SDA for companies in the real economy:
· Italian multinational manufacturer and distributor of electricity and gas Enel commits to reduce CO2 emissions 25% per kWh by 2020, from a 2007 base-year.
· European real estate operator Covivio commits to reduce Scope 1 and 2 GHG emissions 35% per square meter by 2030 from a 2017 base-year.

[bookmark: _Toc5598170][bookmark: _Toc7430007]PACTA Tool

[bookmark: _GoBack]PACTA is another approach that can be used to set targets for corporate instruments. The PACTA tool, produced by method developer, 2° Investing Initiative, enables financial institutions to set sector-specific targets that use a technology-specific metric, rather than a GHG emissions-based metric. This description provides a high-level overview of the PACTA tool; additional information is available via the PACTA website.

[bookmark: _Toc7430008]Background of the PACTA Approach

PACTA is part of a suite of products from the 2° Investing Initiative that also includes a physical asset database, SEI Metrics, and a broader non-state actor platform (InvECAT). 
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Business activity of portfolio’ companies is allocated to the portfolio as follows:

I. 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);
II. Weighted as a function of the weight of the financial asset in either i) market capitalization or ii) book value (Balance-sheet approach).[footnoteRef:6] [6:  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).

The key challenge with this allocation factor is that when it is extended outside of equity - where ownership percentages can be calculated independent of financial asset price movements, price biases can be introduced related to the movement in asset prices, which in turn introduce fluctuations in the metric that are not necessarily correlated to changes in capital expenditure or production plans. 
[bookmark: _1fob9te]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 other words, the portfolio value of a credit instrument, as measured in book value, can be said to represent the money allocation of the portfolio manager. Another factor that speaks for the portfolio weight approach is the more intuitive link to financial risk. While out of scope, accounting based on portfolio weight allows for a representation of the size of the exposure of the portfolio to the company, in terms of overall ‘capital at risk’ / capital invested (a function of the portfolio size and weight of the company). 
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. In the case of a credit portfolio with maturities, this future commitment does not exist by default. Maturities are not considered however in the context of target-setting. 

Targets are not weighted across sectors or asset classes. 
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The final output are sector targets at the asset class level. Financial institutions can set targets for one, more, or all listed equity, private equity, corporate bonds, corporate loans asset classes. The threshold for portfolio-level targets will be considered science-based if these sector specific sub-targets cover a minimum threshold of the portfolio by greenhouse gas (GHG) emissions. This threshold will be determined during the next phase of the project.


Example of PACTA target: Financial institution X commits to increase installed capacity in renewable electricity by ___ MW by _[year]_ across the _[asset class]_ portfolio companies that [company] is specifically targeting in the context of its climate actions.

[bookmark: _Toc5598175][bookmark: _Toc7430011]Road-testing process – corporate instruments with PACTA
The following describes the road-testing process for a portfolio of corporate instruments with the PACTA tool. The goal is for the financial institution to simulate the process of setting science-based targets that contribute to reducing GHG emissions in the real economy. If you have questions about this process, please email florence@2degrees-investing.org. 

The following describes the technical steps for the road-testing process:

1. Identify the current portfolio exposure. This can be done by uploading the portfolio to the PACTA tool found on www.transitionmonitor.com or partnering with a consultant to derive key data points as described above. The image below documents the steps you should take if you use the transitionmonitor.com tool. 
[image: ]
2. Calculate the required target. The portfolio exposure can be inputted into the PACTA road-testing spreadsheet provided together with the road-testing material. In this spreadsheet, you can find the technology / sector tab and fill in the results measured in Step 6 above or the results calculated independently. Column 20 of the spreadsheet represents the required ‘target change’ as expressed in the sector-specific units that would constitute the required level of ambition for a corresponding target. 
NB: This mechanism assumes that all companies in your listed equity portfolio align in aggregate with the target as derived from the climate scenario. The final criteria and recommendations may define materiality thresholds in the presence of large portfolio where influence across all investees may not be realistic. For example, the ultimate target in Column 20 of the excel tool may only focus on those companies representing 80% of the sector exposure, which is likely to be a limited set of companies in most cases. 

3. Reviewing the technical documentation. Road-testers should review the technical documentation for corporate instruments to understand the methodological approaches and choices underpinning the online tool / consultant data and the excel tool itself. Additional materials are available at the “2ii materials” shared folder and the PACTA website.

[bookmark: _t4b5gxs2hkab][bookmark: _Toc7430012][bookmark: _Toc5598176]SBT Portfolio Coverage for Corporate Instruments 

Financial institutions may also use the portfolio coverage methods to address cover their corporate instruments, including Listed Equity, Private Equity, Corporate Bonds, and Corporate Loans. To use the portfolio coverage method, financial institutions commit to engage a minimum of 30% of their investees (in monetary or GHG emissions terms) to have their own approved science-based targets. The SBT portfolio coverage method is a financial sector analogue to supplier engagement targets for ‘real economy’ companies’ scope 3 emissions. Current SBTi criteria are available online and published company target examples are listed below. 

The SBTI would like to road test and get feedback on the following draft criteria for financial institutions’ targets to drive adoption of science-based emission reduction targets by investees.  These targets would be considered acceptable when the following conditions are met: 
· Formulation: FIs shall provide information to the SBTi on what percentage of emissions from total investee’s own emissions is covered by the engagement target or, if that information is not available, what percentage of market value or assets under management is covered by the target. 
· Boundary: FIs must set portfolio coverage targets covering a minimum 30% of their investees by GHG emissions or $ of assets under management or market capitalization. 
· Timeframe: FIs’ portfolio coverage targets must be fulfilled within a maximum of 5 years from the date the FI’s target is submitted to the SBTi for an official validation. 
· Level of ambition: The FI’s investees shall set science-based emission reduction targets on their scope 1 and 2 emissions. 
· Investees in sectors with high scope 3 emissions are encouraged to set scope 3 targets as well. 
· Investees may use SBTi resources to set targets but validations by SBTi are not required. Financial institutions may also track whether investees have SBTs through SBTi listings, reporting to CDP, TPI listings, or annual reporting in sustainability reports.
· FIs should track and report on the progress of their targets.
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· Scope 1 and 2 emissions per investee. Scope 3 emissions are optional to include, OR
· Current assets under management or market value by investee
· Status of investees with and without science-based targets. 
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A public portfolio-coverage target to be published on the SBTi website.

Example of portfolio coverage target:
· Investment firm A commits that 30% of its equity portfolio by market capitalization will set science-based targets by 2024. 

Examples of approved companies’ supplier engagement targets:
· Japanese multinational chemical company Sumitomo Chemical commits that 90% of its suppliers by product weight will institute science-based GHG reduction targets by 2024.
· Hewlett Packard Enterprise commits that its manufacturing suppliers covering 80% of spend will set science-based targets by 2025.
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You can find your current portfolio exposure to different technologies using the

PACTA online tool at http://www.transitionmonitor.com.

Once you've accessed the website, follow these steps to find your portfolio's
exposure values:

1. Participate and upload your portfolio.

2. Select Explore All Data to access the tool shown in this image.

3. Select Equity or Bonds depending on which you want to analyze.

4. Select 5 Year Growth Trend.

5. Select the Sector and Technology of your choice to view the relevant 5-year
trajectory chart. You can also adjust the scenario geography and accounting
principle.

6. Find your portfolio's exposure to the chosen technology by taking the
Weighted Production at the trajectory's starting point. In this image, for
example, the relevant production is about 313 MW of hydro capacity.
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