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Executive Summary

This white paper is part of a broader discussion on new regulatory efforts in the EU, the
UK and beyond to categorise financial products with sustainability characteristics. This
report focuses on the "transition product"” category in public equity markets. Chapter 1 of
this report examines existing proposals for transition products and identifies their key
characteristics and potential criteria. Chapter 2 illustrates the application of the potential
criteria using the MSCI ACWI, slightly extended to include EU mid-cap companies’, to
provide evidence-based feedback to decision makers.

The set of criteria revolved around negative screening (general and climate-specific
exclusions) and positive screening (such as focusing on companies with verified targets),
and the aim was to balance environmental ambition with practical feasibility. Our
findings suggest that, in principle, transition products focused on science-based targets
can offer competitive risk-return characteristics. Using this as a baseline criterion,
financial institutions (FIs) can pursue more ambitious strategies to select and over- or
underweight companies. Caution should be exercised when further criteria significantly
restrict the investable universe or impose severe sectoral or geographic biases.

At a political level, our findings bear implications for discussions around establishing a
transition product category:

e Regulators should set minimum criteria for key characteristics, serving as entry
points for financial institutions (Fls). Within these parameters, Fls can adopt more
ambitious strategies, balancing prescriptive and principle-based criteria.

e Investor stewardship should be an essential part of transition products, especially
in public equity markets. While this report focused on criteria & guidelines at
asset-level to allocate capital, scientific-evidence reveals a significant investor
contribution potential for investor stewardship.

We propose the following minimum criteria for transition products as an input to
discussions with market participants and regulators:

" We have taken the MSCI ACWI constituents (~3000 companies) and expanded the universe to include all listed mid-
cap companies in the EU and UK, resulting in a universe of ~3300 companies. For simplicity, we refer to this sample as
ACWI-EU throughout the report.
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Table 1 - Proposed minimum criteria for transition products

# Characteristic # Criteria
‘ ’ Objective [ Clear objective to invest in transition investments (in contrast to
to the objective to invest in sustainable investments).

\
\
R

/" 80% of Assets under Management shall be invested in alignment

' I: Threshold X Y : i e .
i with the objective to invest in transition investments (in alignment
: _ with ESMA, 2024).

‘ x Negatiye 1. General Exclusions: Tobacco, controversial weapons, violations of
Screening UN Global Compact Principles and OECD Guidelines for MNEs
‘ (inalignment with ESMA, 2024)
2. Climate-specific exclusion criteria: fossil fuel industry with a
focus on oil & gas expansion and non-transformable activities

/ i
| [y FPositive | Necessary criteria:
Screening 1. Verified science-based target;
) 2. Transition plan (in pleace or planned within two years after investment);
3. Minimum share high-impact companies
Optional criteria:
.- adopt more ambitious positive screening methodologies
| Ma" Investor ' Engagement strategy:

stewardship (for transition products that predominantly invest in public equity):

1. Formal policy with time-bound transition objectives
2. Transition-focused voting policy & clear escalation strategy
3. Monitoring system to track achievement of transition objectives

This paper does not intend to provide final recommendations but rather to provide the
basis for discussion, aiming at stimulating further thought and development in the
emerging field of transition finance.
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Introduction

The development of meaningful sustainability-related financial product categories has
gained significant momentum internationally. This trend is exemplified by various
initiatives across several countries. In the United Kingdom, the Financial Conduct
Authority (FCA) proposed fourinvestment labels in 2023 (UK Financial Conduct Authority,
2023). Similarly, Australia’s recent Sustainable Finance Strategy by the Treasury outlined
three different product categories (Australia — Government, Treasury, 2023), and
Switzerland plans to introduce developments in 2024, as announced by the Swiss
Government's Federal Council (Swiss Government - The Federal Council, 2023).
Meanwhile, in the USA, the SEC proposed amendments on ESG Disclosure for
Investment Advisers, which include various product categories (U.S. Securities and
Exchange Commission, n.d.).

These initiatives have also influenced the European Union. During the latest consultation
of the Sustainable Finance Disclosure Regulation (SFDR), which concluded at the end of
2023, the European Commission considered replacing the existing Article 8 and Article 9
product groups with new categories (European Commission, 2023a). This was due to
several critical flaws in the current EU framework, such as the misuse of the Article 8 and
9 categories as labels?, a mismatch with retail investor expectations® (2 Degree Investing
Initiative, 2023; Mangot & Bayer, 2022), and a lack of clarity in differentiating between
investor and investee company impact* (Kolbel et al., 2020). Several of these approaches
include product categories for “transition products”, for example the FCA’s
“Sustainability Improvers” (UK Financial Conduct Authority, 2023, p. 98) category or the
EU Commission’s category of "products with a transition focus" (European Commission,
2023a, p. 33). The ESAs also included a transition product category in their opinion on the
assessment of the SFDR (ESAs, 2024).

As demonstrated by these developments, regulators like the FCA or the EU Commission
are reacting to discussions about transition finance that have gained momentum in
recent years. Several actors, including practitioners, governmental organisations, and
academics, have developed different definitions and guidelines on transition finance

2The market has unofficially adopted SFDR’s Article 8 and 9 categories as labels, leading to subjective classifications
like “light green” or “dark green” products.

3The SFDR has not adequately met retail investor expectations for making a positive impact and aligning with their
values, as highlighted in a report by 2 Degrees Investing Initiative. (Mangot & Bayer, 2022; 2 Degree Investing Initiative,
2023)

“The SFDR currently fails to systematically differentiate between investor impact and company impacts, a crucial
distinction for understanding real-world investor influence, as detailed in Kélbel et al., 2020.
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(Caldecott, 2020; ICMA, 2024; IPSF, 2023). Focusing on transition finance makes sense
considering that the investment gap to reach the SDGs is currently estimated to be about
four trillion US dollars for developing countries alone (UNCTAD, 2023). A global analysis
of current volumes in “Transition” or “Improvers” funds shows that these products only
reached approximately 50 billion US dollars in assets under management in July 2023
(Goldman Sachs, 2023).° Surveys indicate that professional investors are interested in
investing in transitioning industries, provided that trust is established through clear
methodologies and KPIs (CBI, 2020, Natixis, 2021).

Against this background, this report provides conceptual clarity, especially for regulators
to discuss potential implications for a categorisation regime (e.g., for a SFDR review) or
labelling regime (similar to the UK FCA). Practitioners can use the implementation
guidance, demonstrated against the ACWI-EU, to explore the creation of transition
products. This guidance builds on emerging proposals and criteria, including those from
the recently published ESMA Guidelines on funds’ names using ESG or sustainability-
related terms in UCITS and AIF names (ESMA, 2024). The understanding of transition
products is also in line with the definition of transition products proposed by the ESAs
(ESAs, 2024). Both conceptual clarity and implementation guidance shall also increase
the trust in and uptake of transition products in practice. Consequently, the report
focuses on transition products developed and managed by financial market participants
rather than financial instruments like use-of-proceeds or sustainability-linked bonds
emitted by corporate issuers (issuer or entity-level). Other types of sustainability-related
financial product categories are not part of this report and should be analysed in future
research (see Figure 1).

Figure 1 - Type of sustainability-related product category focused on in this report

r | A
| Impact Products
L}
[}
L}

ESG Products ! /\

[}
[}
| [ Transition Products ] Sustainability Products
L}

- ! J

Source: adopted from Busch & Pruessner (2023)

5The analysis included funds with ,, Transition, ,,Paris-aligned, ,,Decarbonisation“ and , Improver® in their fund name.

2
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The remainder of the report is structured as follows: Chapter 1 provides the conceptual
foundations. Section 1.1 compares and contrasts existing definitions of transition and
transition finance while Section 1.2 delves into categorisation attempts of transition
products and outlines their main characteristics.® This section also discusses the role of
stewardship for transition products. Chapter 2 provides implementation guidance,
illustrating how these concepts can be applied in practice through the analysis of real-
world data and the construction of hypothetical portfolios based on the ACWI-EU.
Chapter 3 concludes and provides recommendations for minimum criteria for transition
products.

8 This report focuses on transition products in public equity markets due to data availability, using MSCI ACWI that has
been slightly extended to include all listed mid-cap companies in the EU and UK, resulting in a universe of ~3300
companies as the empirical basis for the analysis in chapter 2. For a discussion of transition products in private
markets, further research is needed.
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Chapter 1: Transition Products — Conceptual Clarity

1.1 Transition and Transition Finance

To provide both conceptual clarity and implementation guidance on transition products,
a clear definition of “transition” is essential. In recent years, international organisations,
regulatory bodies, and private actors started discussing the idea of transition finance and
provided definitions of the underlying concepts (see Appendix A — Existing Definitions of
“Transition” for a non-exhaustive list). Existing definitions of “transition” all commonly
refer to the process or the journey of achieving sustainability goals (CBI, 2020; European
Commission, 2023a; ICMA, 2024; OECD, 2019). They differ in the sustainability themes
that they focus on. Some definitions of “transition” include both environmental and
social objectives, usually referring to the SDGs (OECD, 2019), while other definitions are
restricted to environmental sustainability goals, including the Paris Agreement, the
planetary boundaries framework, and other environmental objectives (CBI, 2020; EU
Commission, 2023b).

Definitions of “transition” also differ in the level of analysis. For instance, the
International Capital Markets Association (ICMA) identifies three levels: (1) Economy-
wide transitions, (2) sectoral transition and (3) transition of “hard-to-abate” sectors like
fossil fuels (ICMA, 2024). The EU’s Platform on Sustainable Finance describes a more
granular approach, differentiating the economy as a whole, specific sectors, financial
portfolios, companies and concrete economic assets or activities (EU Platform on
Sustainable Finance, 2021)

This report uses a broad definition of transition, closely alighed with the one from the
OECD, where “transition” refers to the journey towards sustainable development, i.e. the
journey to achieving social, economic and environmental goals (OECD, 2019). This
definition also encompasses other currently existing definitions, including the narrower
interpretation from the European Commission that focuses on the environmental and
climate dimensions (European Commission, 2023b; for an overview see Appendix A —
Existing Definitions of “Transition”).

Based on this broad understanding of transition, this report refers to transition finance as
“the provision and use of financial products and services to support counterparties, such
as companies, sovereigns, and individuals, realise alignment with environmental and
social sustainability.” (Caldecott, 2022, p. 936). Despite the lack of a consensus
definition (see Appendix B — Existing Definitions of “Transition Finance” for an overview),
this interpretation focuses on the critical role of financial products in supporting social
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and environmental transitions at various levels and target actors (counterparties). It also
highlights the active role that transition products need to play.’

1.2 Transition Products

Based on an analysis of existing definitions (see Table 2), we extracted three dimensions
to define transition products: (1) the objective, (2) the investment process, and (3) the
measurement approach. Table 3 summarises the different characteristics of transition
products we arrived at based on the analysis of existing definitions.

Objective

We argue that transition products have the objective to positively contribute to
sustainability objectives. They do not positively contribute by investing in “sustainable
investments” as currently required under SFDR for Article 9 products. Instead, they
contribute positively to sustainability objectives by investing in “transition investments”,
i.e. investments that have a (rather) negative social or environmental performance which
needs to be improved to be in line with sustainability goals. This understanding is in line
with the different approaches summarised in Table 2.

To be clear about the difference between “transition investments” and “sustainable
investments”, we differentiate two ways for economic activities to positively contribute
to sustainability objectives (Busch & Pruessner, 2023):

(1) Positive contribution through a sustainable level of social or environmental
performance

(2) Positive contribution through a positive change in social or environmental
performance due to undertakings’ activities towards a sustainable level of
performance (transition or impact).

Both understandings are taken from the EU’s Sustainable Finance Framework. The first
is based on the EU taxonomy and the SFDR. The EU taxonomy and its delegated acts
provide detailed technical screening criteria defining the level of performance necessary
for economic activities to substantially contribute to one or more of the taxonomy’s
environmental objectives (European Commission, 2021).2 The SFDR is also referring to
positive contributions to sustainability objectives in Article 2(17) when defining

7 Even though transition and transition finance encompass both the environmental and social dimension of
sustainable development, this report focuses mainly on environmental and more specifically climate aspects of
transition finance due to the complexity of implementing such an approach. Future research is needed to show how
transition products can be implemented when focusing on social issues.

8 There are some exceptions where technical screening criteria in the EU taxonomy also refer to a change in social or
environmental performance, for example renovations of existing buildings for which one of the two possible
substantial contribution criteria is that the renovation ,leads to a reduction of primary energy demand (PED) of at
least 30 %” (European Commission, 2021, p. 127)
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sustainable investments (European Commission, 2020b). The SFDR’s definition of
positive contribution to a sustainability objective is not further specified and concrete
implementation is left to market participants (European Commission, 2020b; ESMA,
2023a). ° However, sustainable investments under SFDR are mostly understood as
investments that already have a sustainable level of social or environmental
performance.

The second understanding, i.e. positive contribution as the positive change in social or
environmental performance, is based upon the definition of “impact” provided by the
European Sustainability Reporting Standards (ESRS). Annex 2 of the ESRS define impacts
as

“The effect the undertaking has or could have on the environment and people, including effects on
their human rights, connected with its own operations and upstream and downstream value chain,
including through its products and services, as well as through its business relationships. The
impacts can be actual or potential, negative or positive, intended or unintended, and reversible or
irreversible. They can arise over the short-, medium-, or long-term. Impacts indicate the
undertaking’s contribution, negative or positive, to sustainable development.” (European
Commission, 2023c) (emphasis added by the authors).

This definition shows that the ESRS understand an undertaking’s social or environmental
impacts as its contribution to sustainable development. Since social or environmental
impacts or effects always entail a change in the performance of a specific social or
environmental indicator,’ the ESRS provide the basis for our second understanding of a
positive contribution towards sustainability objectives.

The analysis of the two understandings of positive contribution helps to specify the
objective of transition products. Their objective is to invest in transition investments,
which means to invest in economic activities that positively contribute to a sustainability
objective by positively changing their social or environmental performance towards a
sustainable level of performance (Busch & Pruessner, 2023). Chapter 2.1 will provide
different perspectives on how to operationalise “transition investments”.

Investment process

The investment process is distinguished between asset selection (positive as well as
negative screening) and stewardship. Screening in general can be defined as “Applying
rules based on defined criteria that determine whether an investment is permissible”

91In clarifying the definition of "sustainable investment" under Article 2(17) of the SFDR, the European Commission
emphasized that the SFDR does “not prescribe any specific approach to determine the contribution of an investment
to environmental or social objectives” and that “financial market participants must disclose the methodology they
have applied” (ESMA, 2023a, p. 127).

10 Kolbel et al. define impact as “change in a specific social or environmental parameter that is caused by an activity”
(2020, p. 3) (emphasis added by the authors).

6
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(Global Sustainable Investment Alliance, 2023, p. 3). Screenings can be applied based on
what is permitted (positive screening) or what is not permitted (negative screening)
(Global Sustainable Investment Alliance, 2023). Also, the analysis of existing definitions
of transition products shows that many include a diversification pocket, which follows
the rational that a minor share of the portfolio can be invested more freely for
diversification purposes (while ensuring alignment with the overarching objective).™ After
investing, transition products can use stewardship approaches, using theirinfluence and
rights as investors to support positive changes in the social or environmental
performance of investees.

Both asset selection (i.e. capital allocation) and stewardship approaches can lead to
investor impact or investor contribution (Kolbel et al.,, 2020). ' We define investor
contribution as the “contribution that the investor makes to enable enterprises (or
intermediary investment managers) to achieve impact.” (IMP, 2024). Differentiating
whether a transition product aims for investor contribution or not is important to prevent
impact-washing according to ESMA (ESMA, 2023b)."™ We use Busch & Pruessner’s (2023)
approach to differentiate transition products (see Table 3). For public equity markets,
investor contribution through capital allocation is difficult to establish, which is why this
report’s conclusion recommends implementing investor stewardship, especially for
transition products investing in public equity (see Infobox on Investor Stewardship and
Engagement below).

Without investor contribution to the transition of assets, the portfolio’s share of transition
investments is considered to be impact-aligned in the sense that the portfolio is invested
in assets that transition (positive impact), without evidence of investor contribution. The
share of transition investments in the portfolio where the investor contributes to the
asset’s transition, e.g. through stewardship, is considered impact-generating because
the transition product supports the transition of the underlying assets.

Measurement
Transition products also need to measure both the social or environmental performance
of underlying assets and their investor contribution in accordance with their

" For example, the FCA’s labelling regime describes that “70% is however a minimum threshold for investing in assets
that directly pursue the objective, acknowledging that the product may also invest in some assets for liquidity, risk or
diversification purposes.” (FCA, 2023, p. 100).

2\We use the terms ,investor impact“ and ,investor contribution® interchangeably.

13 ESMA states that “misleading fund impact claims can also stem from a confusion about types of impact targeted by
a given fund. It can be argued that there are two main types of impact fund strategies.” (ESMA, 2023b, p. 41). These
types of impact are described as “Buying” impact and “Creating” impact (ESMA, 2023), which are closely aligned with
the distinction between “impact-aligned” and “impact-generating” (Busch et al., 2024).

7
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sustainability objective.’ Chapter 2.1 therefore specifies how social and environmental
performance can be measured at asset level, exemplifying how impact-aligned transition
products could be implemented. Chapter 2.2 then shows how different criteria influence
the investable universe. An info box below dives into potential stewardship criteria.
Future research is needed to go into detail on how to assess investor contribution
diligently.

14 Establishing a causal link between investors’ activities and positive impacts at company level is difficult, especially
in public equity markets. With reference to stewardship, the FCA adopted a pragmatic approach stating that “While
firms should outline the outcomes they expect to achieve as a result of their stewardship activities, and therefore
demonstrate some correlation between the two, we do not expect firms to demonstrate a causal link between those
activities and outcomes.” (UK Financial Conduct Authority, 2023, p. 104).
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INFOBOX ON INVESTOR STEWARDSHIP & ENGAGEMENT

In public equity markets, where Fls don’t usually directly finance portfolio companies,
compared to credit and loans, investor stewardship is a more effective tool for generating
impact than capital allocation. In transition products for public equities, engagement is a
crucial component to leverage investor contribution potential (Mangot & Koch, 2023). Simply
focusing on asset allocation without incorporating an engagement process misses a
significant opportunity to foster real-world change (Mangot, 2023; Zink, 2022). Theoretical
models show that in competitive markets, engagement ("voice") is more effective than
divestment ("exit") in motivating firms to adopt socially responsible behaviours (Broccardo et
al., 2020). Although the general effectiveness of engagement is well-documented, success
rates vary. Key factors for successful engagementinclude:

e Coordinated efforts (Dimson et al., 2023).

e Significant shareholding by the engaging entity (Dyck et al., 2019).

e Prior ESG experience by the engaged company (Kolbel et al, 2020).

e Financial materiality of the engagement topics (Bauer et al., 2022).

e Cultural alignment between the investor and the company (Kdlbel et al, 2020; Dimson

et al., 2023).

For transition products, determining when investors are credible stewards and what
constitutes minimum criteria can be partially addressed by existing documents (see Appendix
C - Engagement Guidelines & Expectations). We suggest discussing the overarching
engagement strategy, dialogue with portfolio companies, and exercising of voting rights.

Engagement strategy & formal policy refers to the overall strategy of the financial institution.
This includes, for example, the incorporation of measurable, time-bound transition
objectives; the prioritisation of portfolio companies; the transition-oriented voting policy; as
well as a clear escalation strategy which specifies how engagement efforts are intensified if
objectives are not met. Another aspectis the contribution to investor coalitions. Furthermore,
a monitoring system shall regularly track whether transition objectives are met.

Dialogue refers to regular interactions with portfolio companies (at management level) to
promote sustainability objectives. No consensus on the minimum share for dialogue has
emerged. Ecolabels, such as the draft EU Ecolabel and Nordic Swan label, promote active
dialogue with 5-10% of portfolio companies, with guidance on prioritisation. Open questions
remain on how to count dialogues at firm level (vs. product level), or how to measure
contributions to investor coalitions.

Voting involves active participation in shareholder voting to endorse sustainability goals.
Labels like the Nordic Swan incentivise Fls to vote at AGMs for at least 25/50% of the fund’s
holdings (or 70/90% with a proxy voting service). The French ISR label requires 90% voting
rights exercised for French companies, and 70% for non-French companies.

11
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Chapter 2: Transition Products — Implementation Guidance

This chapter focuses on the practical implementation of transition products, illustrating
which criteria are feasible following the concepts and key characteristics outlined in
Chapter 1. Chapter 2.1 walks through concrete screening criteria that transition products
can useto exclude and selectissuers, effectively providing different perspectives on how
to define and measure “transition investments”. Chapter 2.2 describes the results of
implementing these screening approaches for transition products, showing the
remaining investable universe and other analysis based on the ACWI-EU constituents.

2.1 Criteria for Transition Investments

This subchapter focuses on the measurement at asset level, describing criteria to
implement positive and negative screenings for transition products. The UK FCA (2023),
for example, states that a transition product’s assets “must be selected with reference
to a robust, evidence-based standard”. We use measurements for positive and negative
screenings from different sources targeting transition criteria (see Figure 2). These criteria
for positive and negative screening are also used to define minimum criteria for transition
products (see Table 11 in the conclusion).

Subject to the precise criteria, the investable universe shrinks, making it more difficult to
build products with reasonable risk-return considerations. To provide evidence-based
feedback, we collected relevant data points for the ACWI-EU universe and exemplify
different sets of criteria. For the positive screening criteria, forward-looking data on
targets has been collected from CDP, SBTI and the Transition Pathway Initiative. EU
Taxonomy-alignment data was provided by Clarity Al. The negative screening criteria were
implemented with data from the Financial Exclusion Tracker project, as well as the Global
Coal Exit List (GCEL) and Global Oil and Gas Exit List (GOGEL) from Urgewald. The
Technical Appendix (Data Description) provides more details on data sources.

12
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Figure 2-Positive & negative screening criteria for transition products
” Measurement at asset level (= 80%) « Diversification pocket (< 20%)
( Entire universe of listed companies \ ( Entire universe of listed companies
...after negative screening (general and climate specific ...after negative screening (general and
exclusions) AND climate specific exclusions)

...after positive screening (verified science-based target) AND

after positive after positive
screening AND screening (share
(Taxonomy / GHG /| /OR of high impact
Forward-looking) companies)
N, PN

Negative screening: Exclusions can referto categories of products or services, company
practices, or controversies (Global Sustainable Investment Alliance, 2023; Kolbel et al.,
2020). After analysing existing sources (see Appendix E — Negative Screening Criteria), we
distinguish between general exclusion criteria that apply regardless of the thematic
focus, and topic- (here: climate-) specific exclusion criteria to avoid investments in
companies that fundamentally contradict the objective of transition products.

Negative screening: General exclusions

General exclusion criteria. Some existing proposals mention general exclusion criteria
that shall apply to all product categories (such as AMF France, 2024; see Appendix E -
Negative Screening Criteria). We suggest this approach to align with established
practices in the sustainable finance field. With “general exclusions” we refer to norm-
based and product-based approaches, also including social and governance aspects.
The very recent ESMA guidelines on fund names (ESMA, 2024) state that EU Climate
Transition Benchmark exclusion criteria apply to funds with transition-related terms in
their fund names. We use these EU CTB exclusions as general exclusions in the analysis
in Chapter 2.2 (see Table 4).

13
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Table 4 - General exclusion criteria

General exclusion criteria (EU CTB exclusions, Art. 12, a-c)

1. Companies involved in any activities related to controversial weapons.

2. Companies involved in the cultivation and production of tobacco.

3. Companies violating the UNGC Principles or OECD Guidelines for
Multinational Enterprises (MNES).

Negative screening: Climate-specific exclusion criteria

Climate-specific exclusion criteria: Transition products should not categorically
exclude high-impact sectors. The recently published ESMA fund guidelines, for example,
permit fossil fuel companies to be included in transition-related products (ESMA, 2024).
There are intense debates over whether to divest from or engage with the fossil fuel
sector’ (Gambetta, 2023; Moreland, 2024). The goal of impact-aligned climate transition
productsistoinvestin high-impact companies thatimprove their performance over time.
However, it can be argued that non-transformable activities should be excluded, as these
cannot be positively changed (Busch et al., 2024). These could include always harmful
activities identified by the Platform on Sustainable Finance (Platform on Sustainable
Finance, 2022). Atan operational level, when evaluating companies engaged in extremely
harmful activities such as fossil fuels, we therefore suggest that a) expansion of
extremely harmful activities leads to an exclusion, and b) that companies must
demonstrate a credible decarbonisation strategy assessed against a set of criteria. For
the fossil fuel sector, we suggest stricter criteria for coal and less stricter criteria for oil

5 Some non-comprehensive impressions from the debate: PFZW (2024), a major Dutch pension fund conducted a two-
year engagement programme targeting the fossil fuel sector. After the two years, only seven fossil fuel companies are
retained in their investment portfolio. 310 oil and gas companies have been sold. More insights on the credibility of
fossil fuel phase outs can be extracted from Urgewald’s Global Coal Exit List (GCEL): Out of over 1,400 companies on
the GCEL, only 71 have announced plans to exit coal. Of these, 41 companies have Paris Agreement-compatible exit
dates. The other 30 companies have delayed their exits, with some planning new coal assets. Some companies have
exit dates that are 20 years too late. Most companies plan to replace coal assets with new gas-fired power plants.
Regarding credibility, several companies have postponed plant closures, including Ni Source (2023 to 2025), Helen Ltd
(2024 to 2025), and Onyx Strategic Investment (2022 to 2024). Some, like The AES Corporation, have delayed their entire
exit dates. These changes are frequent and not systematically recorded. This highlights the need to evaluate exit plans
against a comprehensive list of criteria.
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and gas (see Table 5). Further criteria that were not implemented are collected in
Appendix F-.

Table 5 - Climate-specific exclusion criteria

Climate-specific exclusion criteria

Fossil fuel companies without Oiland Gas™:

credible transition efforts ) ) ) )
e Companies must notinvest in expansion

as it contradicts the IEA Net Zero
Emissions Scenario (IEA, 2021), and
creates lock-in effects as oil- and gas
infrastructure is intended to last
throughout decades.

Coal®:

e Coal companies must meet a stringent set of
criteria. We propose the following set of
criteria as a starting point:

a. plansto expand coal & related
infrastructure must be cancelled,

b. aParis-aligned exit date must exist (2030
in OECD and EU, 2040 in RoW),

c. coal assets must be closed down and not
sold to new owners,

d. companies need to provide a facility-by-
facility closure plan,

e. coal power plants must be replaced by
renewable resources,

f. Coalplantand mine closures must be
accompanied with Just Transition plans,

g. nocontroversies (Urgewald, n.a.)

1) Free-to-download data is accessible via Urgewald’s Global Oil and Gas Exit List (GOGEL), or also via the CA100+
list for selected companies
2) Sourced from Urgewald’s Global Coal Exit List (GCEL)

Positive screening: Forward-looking indicators

Besides negative screenings (exclusions), transition products are expected to implement
positive screenings. The UK FCA (2023) refers to a “robust, evidence-based standard” (p.
33) which could comprise forward-looking indicators, references to taxonomy-aligned
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KPIs or GHG-related trajectories, among others, to select and over- or underweight
companies.

Regarding forward-looking indicators, the Dutch Authority for Financial Markets (AFM)
suggests a credible transition plan (with a phase-in option) as a forward-looking minimum
criterion (AFM, 2023). Another evidence-based forward-looking indicator for positive
screenings are science-based targets. Both variables, transition plans and science-
based targets, are correlated with future GHG-emission reductions. Gehrke, Hessenius
and Tietmeyer (2024) find that a transition plan at a company is associated with 7% lower
carbon emission, while firms with a science-based target achieve 4% to 15% lower
carbon emissions. As science-based targets are currently the more established variable,
we only include science-based targets in our analysis in Chapter 2.2 (see Table 6). For
more information on the transition plan debate (vs. targets), please see the infobox
below.

Table 6 - Forward-looking positive screenings

Forward-looking positive screenings

Science-Based Target: Companies must have a verified science-based target.

INFOBOX ON TRANSITION PLANS (VS. TARGETS)

The topic of transition plans has received significant interest in recent years. At the EU
level, the disclosure of transition plans for climate change mitigation is part of the ESRS
E1 standard. This standard requires entities to report on their transition plans, if they
exist, and detail their characteristics. Similarly, under the EU’s Corporate
Sustainability Due Diligence Directive (CSDDD), entities are required to implement a
transition plan. As a result, we can expect a significant increase in the disclosure and
implementation of transition plans in the coming years. The elements outlined in the
ESRS provide a basic framework that includes core characteristics such as GHG
reduction targets, decarbonisation actions, and locked-in emissions.

Looking at forward-looking criteria in the context of transition products, the question
arises how complementary information about investee companies’ targets and
transition plans are. The science-based target sets the general level of ambition, while
the transition plan outlines the strategy to achieve it. In other words, targets are an
essential subcomponent of transition plans.

First, we argue that transition plans should not currently replace science-based targets
as a forward-looking criterion. Over the past decade, science-based targets have
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evolved significantly, and a target validated by the SBTi, for example, has considerable
explanatory power (see Gehrke, Hessenius, Tietmeyer, 20-24). As transition plans are
still arelatively new topic, there is less clarity about what constitutes a 'science-based’
equivalent and about how to secure the credibility of transition plans.

Another approach could be to set criteria for transition products as an and condition:
“Companies must have a science-based target and a transition plan.” According to our
data collection, after applying exclusion criteria, 794 out of 3227 companies in the
ACWI-EU universe have a verified science-based target. However, only 444 companies
have both a verified SBT and a transition plan.

With this in mind, and to align with the European regulatory framework, we propose to
include transition plans through a phase-in approach. As proposed by AFM
Netherlands (2023), investee companies without a credible transition plan should be
required to develop one within two years of becoming part of the portfolio.

Positive screening: PAB trajectory and taxonomy-aligned CapEx

Besides the forward-looking indicators mentioned above, there are several other relevant
measurements for positive screenings of transition products (see Table 7). For example,
one of the criteria of EU Paris-alighed Benchmarks (EU PABSs) is that issuers of equity
securities need to have a reduction in GHG intensity of at least 7% on average per annum
to increase their weight in the index (European Commission, 2020c). The analysis in
Chapter 2.2. uses this indicator as one potential criterion for positive screening.

Another indicator for positive screening is taxonomy-aligned capital expenditure as a key
forward-looking indicator. CapEx is forward-looking in nature and has the advantage of
measuring resources already committed rather than future promises that may be
withdrawn later. It has been prominently explored by the proposal for EU Taxonomy-
Aligned Benchmarks (EU Platform on Sustainable Finance, 2023), which aims to increase
the share of investment in environmentally sustainable capex. Furthermore, CapEx is
already used in existing labels for financial products, such as the Nordic Swan Ecolabel
or the Austrian Ecolabel (Nordic Swan 2023; Austrian Ecolabel / UZ 49, 2023). It is also
part of the draft EU Ecolabel criteria (JRC, 2021).
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Table 7 - PAB trajectory and taxonomy-aligned CapEx as positive screenings

PAB trajectory and taxonomy-alighed CapEx

1. EU Paris-aligned Benchmark GHG-trajectory:
a. Theissuers of the securities have reduced their GHG intensity or, where
applicable, their absolute GHG emissions, including Scope 1 and 2
GHG emissions, by an average of at least 7 % per annum for at least
three consecutive years (European Commission, 2020c).'®
2. Taxonomy-aligned CapEx:
a. Prioritise “companies investing in transition”: Companies whose %
total taxonomy-aligned CapEx is higher than the % of taxonomy-aligned
green revenues'’ (JRC, 2020)
b. Taxonomy-Aligning Benchmarks: [not implemented but see footnote for
potential future criteria]’

1) This approach has not been tested in Chapter 2.2 as we did not have access to historical CapEx data. Within the “CapEx
securities” portion of a portfolio, which is defined as a proportional CapEx-to-Price ratio >1%, Fls could target an increase of 5%
perannum of weighted average Taxonomy-aligned CapEx of the underlying investable universe (EU Platform on Sustainable
Finance, 2023).

Positive Screening: Share of high impact climate companies

Another important aspect of transition products is that they invest in sectors or
companies that have a high (negative) climate impact and, therefore, a high transition
potential. Transition products focusing on the climate transition need to invest in sectors
or companies with high GHG emissions. The Autorité des marches financiers (AMF), for
example, argues that “a minimum share proportion of investments should be made in
high impact climate sectors” (AMF, 2024, p. 5). The Net Zero Investment Framework
(NZIF) has provided criteria to define high impact sectors that have high negative impacts
from the perspective of the climate transition. In its rules on how to assess the alignment
of assets to net-zero pathways, the NZIF defines higher impact companies as
“Companies on the Climate Action 100+ focus list; companies in high impact sectors
consistent with Transition Pathway Initiative sectors; banks; and real estate” (NZIF, 2021,
p. 16). We use this definition for the analysis in Chapter 2.2 (see Table 8). Appendix F -

'8 Due to data availability issues, the analysis does not include Scope 3 GHG emissions.
7 This definition has been discussed to define “companies investing in transition” during draft version 3 of the EU
Ecolabel. The purpose was to broaden the investable universe.
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provides a list of additional indicators that transition products could apply that are not
part of the analysis in Chapter 2.2.

Table 8 - Definition high impact companies

High impact companies (NZIF)

1. Companies on the Climate Action 100+ focus list

2. Companies in high impact sectors consistent with the Transition Pathway
Initiative sectors’

3. Banks™ or companies in the real estate sector

8 See Net Zero Investment Framework Implementation Guidance, Appendix B for a list of GICS sector codes. (link)
9 Banks are a considered as a high-impact sector because they are crucial to the global economy, supporting
investments and financing that drive decarbonization and climate adaptation, making their alignment with net zero
goals essential for sustainable growth. See Net Zero Standard for Banks (IIGCC, 2023)
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2.2 Implementing Transition Products

High-level analysis of applying the fund criteria

To evaluate the practical implications of the criteria presented in Chapter 2.1, we assess
how applying these criteria influences the remaining number of firms in the investable
universe, using an extended version of the MSCI ACWI (ACWI-EU?). These calibrations
are not intended as final recommendations but rather to encourage evidence-based
discussions. The graphic below offers a comprehensive overview of the number of
companies and their market-cap weighted percentage relative to the ACWI-EU sample
after applying our criteria.

Figure 3 - Remaining companies in ACWI-EU

ACWI - EU Percentage by Subsample

General exclusions

3154 95.0%
AND

Climate specific exclusions
2891 85.3%
AND

Positive screening
(verified targets)

AND

794| 36.4%

PAB trajectory

307 12.6%
OR

High impact
companies

258| 9.5%
OR

EU Taxonomy

CapEx > Revenue
102/ 3.2%

0 20 40 60 80

\ ACWI - EU Percentage

20 \We have taken the MSCI ACWI constituents (~3000 companies) and expanded the universe to include
all listed mid-cap companies in the EU and UK, resulting in a universe of ~3300 companies. For simplicity,
we refer to this sample as ACWI-EU throughout the report.
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The data shows that general and climate-specific exclusions have a relatively minor
impact on our sample, resulting in a reduction of approximately 15%. However, setting a
strict criterion that companies must have a verified science-based target significantly
reduces the investment universe to almost one-third. The remaining universe of 794
companies could form the basis of the 280% that must be invested in transition
investments?'. This universe would be larger in absolute numbers if the investable
universe is extended beyond the analysed ACWI-EU benchmark.

To build a portfolio from this remaining universe of 794 portfolio companies, fund
managers can apply various strategies to select, over- or underweight portfolio
companies. Here are some illustrative, non-exclusive approaches:

e To incentivise GHG reductions, companies can be selected (or overweighted) if
they meet the PAB trajectory criterion. Applying this filter reduces the sample to
307 companies.

e Engagement activities, for example, can be concentrated on companies with a
high climate impact. According to the applied definition, 180 companies qualify
(all of them having a verified target).

e Taxonomy-aligned KPIs could be used to identify transitioning companies. For
example, only considering companies where EU Taxonomy-aligned CapEx
exceeds EU Taxonomy-aligned revenue, as one potential definition of a
“transitioning company”, reduces the universe to 102 companies 2. When
taxonomy time-series data becomes available, further criteria can be
implemented from the EU Taxonomy-Aligning Benchmark (EU Platform on
Sustainable Finance, 2023).

Constructing Portfolio Combinations

Using the concepts and criteria outlined above, this section constructs exemplary
market-cap weighted portfolios to explore risk-return considerations in realistic settings.
We define five different portfolios with different combinations of negative and positive
screenings. Allcombinations include a diversification pocket, which portfolio managers
can use to allocate capital to companies available in the investable universe after
applying the general and climate-specific exclusion criteria (i.e. a sample of 2891
companies). The remaining 'strategy pocket' is allocated to investments that meet the

2" Note also our elaborations in the “Infobox on transition plans” above. Changing the criterion from “companies must
have a verified science-based target” to “companies must have an SBT and a transition plan” would reduce this
number to 444 companies.

22 The remaining universe is so low because EU Taxonomy-aligned CapEx data was barely available for non-EU
companies (Clarity Al data).
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baseline criterion of having a science-based target beyond the exclusions (i.e. starting
from the remaining universe of 794 companies).

The following formula is applied to derive a portfolio consisting of market-cap weighted
companies?,.

Naiv MCap; 4 Nstrat MCanp:
Portfolio = Z (0.2 x o Pidiv ) + 2 (0.8 x - Dj,strat
=1 Zi=dlm Mcapi,div j=1 j=1 Mcapj,strat

Table 9 presents an overview of the applied combinations, following this formula.
Portfolio 1 allocates 20% to the diversification pocket, with the remaining 80% invested
in non-excluded companies that have a verified science-based target. Portfolio 2 is
similar but ensures that at least 20% is invested in companies fulfilling the definition of a
high climate impact company (all having a verified target). Portfolios 3 to 5 explore
different extremes by following a single asset selection methodology.

Table 9 - Portfolio combinations

« Diversification Pocket « Strategy Pocket
20% 80%

Portfolio Exclusion Ba.sell.ne PAB trajectory £ Taxonomy: Share High Impact
7 Criterion CapEx > Revenue
z?”f"“" General & Climate | 20% SBT verified 0 0 0
Portfolio g " - ;
# General & Climate 20% SBT verified 0 0 20%
Sg’”f"'w General &Climate | 20% SBT verified 80% 0 0
Lo General &Climate | 20% SBT verified 0 80% 0
zgrthhO General & Climate 20% SBT verified 0 0 80%

This section provides an overview and comparison for the different portfolio
configurations, providing an analysis of their cumulative returns (Figure 4) and realised

2 For every firm i that is part of the diversification pocket (div), the portfolio weight is determined by dividing the market
capitalization of firm i by the sum of the market capitalizations of all Ny;;,,companies in the diversification pocket
(z’,v_‘””MCapi’m). The same procedure is repeated for the strategy pocket (strat), which refers to the pocket with the

i=1

280% threshold. The weights of the diversification and strategy pockets are then multiplied by 0.2 and 0.8 respectively.
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annual tracking errors (Figure 5). The interpretations and explanations for the graphics
are provided in Table 10.

Cumulative Returns

Figure 4 — Portfolio returns over time

Legend (2018-2024):

Portfolio 1
Portfolio 2
Portfolio 3

The graph displays the cumulative returns of five different portfolio configurations compared to a benchmark over the
period from January 2018 to December 2023. Each portfolio starts at a cumulative return of 100, allowing for a
comparative analysis of their performance over time. An interpretation of the graph can be found in Table 10.

In a first step, we plot the cumulative returns of portfolio 1-5 against the ACWI-EU
universe. Note that these developments are potentially influenced by survivorship bias.
Survivorship bias occurs when only the entities that have “survived” until a particular date
are considered, ignoring those that have defaulted during the period. Therefore, the
returns are likely to contain an upward bias?*. On another note, concerns about limited
financial returns are likely to be balanced out by the assumption that the investable
universe will expand in the future as more firms are expected to set targets and develop
transition plans. This is especially true for portfolio 4 that focuses that strongly depends
on data availability of taxonomy-aligned revenue and CapEXx.

24 We did not find a reasonable way to address survivorship bias, as transition indicators are inherently forward-
looking. Rebalancing the portfolio over did not appear suitable because, for instance, the number of verified science-
based targets in 2018 was nearly zero. For shorter time periods, such as 2021-2023, we observed similar tracking
errors and slightly reduced returns.
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Volatility and Tracking Errors

In addition to return, another component is the question of the portfolio’s volatility.
Volatilities, as measured by the portfolio’s annualised standard deviation, are broadly in
line with global benchmarks (see Table 10), ranging from 14.9% and 18.8%.

To gain a better understanding how the portfolio deviates from a global benchmark, we
analyse the tracking error. The tracking error measures the deviation (standard error) of a
portfolio's returns from its benchmark returns, indicating how closely the portfolio
follows the benchmark's performance. A lower tracking error suggests a close alignment
with the benchmark, while a higher tracking error indicates greater divergence. Tracking
errors help asset managers to assess whether the portfolio is keeping pace with the ups
and downs of the overall market.

Note that the tracking errors presented in Figure 5 are not optimised since the portfolios
are simply derived from market-cap weights. The tracking-error could therefore be
(significantly) lower for an optimised portfolio, see for example Qontigo (2023).

Figure 5 — Tracking Error of Portfolios

Tracking Error of Portfolio

Portfolios
7/

Portfolio 1

3.8%

Portfolio 2
4.5%

Portfolio 3
4 7%

Portfolio 4
11.1%

Portfolio 5
8.7%

™\ Tracking Error

The graph displays the tracking errors for five different portfolio configurations. Note that this is not an optimised
portfolio as it simply weights all eligible companies by their market capitalisation. The tracking errors could therefore
be significantly lower. The interpretation can be found in Table 10.

Both graphs (Figure 4 — Portfolio returns over time; Figure 5 — Tracking Error;) are
interpreted in Table 10 below.
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Table 10 - Overview of Portfolio Configuration, Tracking Error and Risk Return Considerations

Port Configuration Return®| TE® | Volatility Description Interpretation

folio | Div.-Pocket | Strategy Pocket % % %

#1 20% 80% verified 141% |3.8% |16.79% This portfolio outperforms the benchmark in terms of Both configurations show competitive risk-return
SBTs (+18%) (+1.66%) | returns, with slightly higher volatility. The current characteristics (although the survivorship bias should

tracking error of 3.8% could be optimised and reduced | be borne in mind). Given that the investable universe
to at least below 3% in a tracking error optimised is likely to grow over time as more companies commit
portfolio. to setting targets & adopting transition plans, this

For a visualisation of the strategy pocket, see Appendix G — appears to be a feasible set of criteria.

Overview Charts With Sectoral and Geographical Distribution.

#2 20% 80% verified 134% 45% |17.05% Lower returns than portfolio 1. The additional
SBTs with 20% (+11%) (+1.91%) | constraint of 20% investments in high climate impact
invested in high companies (with a verified target) increased the
impact sectors tracking error from 3.8 to 4.5.

#3 20% 80% verified 143% |4.7% |14.91% Above benchmark returns, below benchmark volatility. | Despite the reduced universe, volatility is low and
SBTs and all (+20%) (-0.22%) | Tracking error increases with greater deviation from returns above the benchmark. The PAB trajectory
fulfilling PAB benchmark universe. criterion seems to provide a balanced risk-return
trajectory For a visualisation of the strategy pocket, see Appendix G — profile with occasional outperformance.
criterion Overview Charts With Sectoral and Geographical Distribution.

#H4 20% 80% verified 106% 11.1% | 17.05% This exemplary portfolio has the highest tracking error | Note that the universe is limited (see Appendix G) as
SBTs and all (-17%) (+1.91%) |/ deviation from the benchmark due to its significantly | we did not have access to EU taxonomy-aligned
fulfilling Capex > reduced universe. Significant underperformance. CapEx data for non-EU companies. Relying on
Revenue For a visualisation of the strategy pocket, see Appendix G — estimates plus future EU taxonomy expansion will

Overview Charts With Sectoral and Geographical Distribution. | widen the scope.

#5 20% 80% verified 109% |8.7% |18.85% | This portfolio has the highest volatility, probably due to | The high-impact only strategy introduces

SBTs and all (-13%) (+3.72%) | its sectoral bias. Returns are 13% lower than the ACWI- | considerable limitations. Note that other high impact

belonging to high
impact sectors

EU universe. In terms of return, this portfolio has the
highest deviation from the benchmark.

For a visualisation of the strategy pocket, see Appendix G —
Overview Charts With Sectoral and Geographical Distribution.

metrics could be applied (see Appendix F — Positive
Screening).

a) cumulative returns between January 2018-December 2024, comparison to benchmark (=market cap weighted ACWI-EU universe) presented in parentheses
b) annualised tracking error compared to benchmark (=market cap weighted ACWI-EU universe)
c) annualised volatility, measured by standard deviation multiplied by V252 (= number of trading days per year), comparison to benchmark in parentheses
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In summary, the analyses show that portfolios 1 and 2 have a (relatively) stable risk-return
profile that slightly outperforms the benchmark. It is important to understand that these
portfolios could still be turned into tracking error optimised (or return optimised)
portfolios as an actual fund would contain significantly fewer companies (<100).
Portfolios 3 to 5 explored different extremes by following a single asset selection
methodology, while portfolios 4 and 5 experienced significant underperformance and
deviation from the ACWI-EU benchmark.

The comparison between portfolios 2 (20% high impact) and 5 (80% high impact)
suggests that a potential minimum proportion of high-impact companies should not be
set too high as volatility and tracking error increase. Note that this observation depends
on the definition of what constitutes a high-impact company or sector (see Appendix F).

Overall, the results suggest that transition funds, exemplified by the above criteria, can
potentially track and outperform a broad benchmark universe, with similar volatility
patterns. Depending on their preferences and philosophies, investors can consider
different levels of transition criteria, performance, and risk considerations.

Accompanied by an ambitious engagement strategy that explicitly targets high-impact
companies, the investor’s contribution potential can be maximised. We expect to see an
increase in the adoption of transition plans and science-based targets as a result of the
adoption and implementation of the ESRS E1 transition plan criteria, along with the
CSDDD Article 15 on transition plan implementation. We are confident that this can
support fund managers to construct more trustworthy transition products.

However, regulators should also keep in mind that if criteria are too restrictive, the
universe shrinks significantly, resulting in higher volatility, tracking errors, and lower
returns. We therefore suggest setting minimum criteria acting as entry points.

Conclusion & Recommendations

The discussion around transition products is embedded in the discourse and regulatory
efforts to establish meaningful product categories for retail and institutional investors.
Transition products deserve special attention because they are particularly vulnerable to
greenwashing, as they are by definition 'forward looking', promising for example GHG
reductions over time. The purpose of this white paper is to structure the debate and
provide guardrails around this product category. There is now a window of opportunity,
particularly at EU level, with a potential review of the SFDR. Only with ambitious but
feasible criteria can we maximise the potential of transition finance products.

At the policy level, we suggest that regulators should set minimum criteria for key
characteristics that serve as entry points for financial institutions. Within these
parameters, Fls can adopt more ambitious strategies, striking a balance between
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prescriptive and principles-based criteria. We propose the following criteria, derived from

a thorough review of existing content. In addition, our data analysis revealed competitive
risk-return characteristics for products that implement these characteristics.

Table 11 - Proposed set of criteria for climate-transition products

“ Characteristic

i @ Objective

AuM targeted
‘ by strategy

= Negative

‘ screening

= Positive

screening

" Investor

o~ stewardship

“ Criteria

Transition products must have a clear objective to invest in transition
investments (in contrast to the objective to invest in sustainable
investments).

80% of assets under management shall be invested in alignment with the
negative and positive screening criteria and shall be part of the overall
investment strategy (in alignment with ESMA, 2024).

The remaining 20% (diversification pocket) can be invested in assets that do not
harm the objective (i.e., not excluded by general and topic-specific exclusions)

General exclusions

Apply exclusion criteria referred to in Article 12(1)(a)-(c) of Commission

Delegated Regulation (EU) 2020/1818: Tobacco, controversial weapons, violations
of the UN Global Compact and the OECD Guidelines for MNEs.

Climate specific exclusion criteria

Additional guardrails should be implemented for the expansion of extremely
harmful and non-transformable activities.

Oil and Gas: Companies must not invest in expansion of related infrastructure as
it contradicts the |IEA scenario.

Coal: As a non-transformable activity, coal companies must meet a stringent set
if criteria. We propose the set of criteria proposed by urgewald (n.d.): a) plans

to expand coal & related infrastructure must be cancelled, b) a Paris-aligned exit
date must exist (2030 in OECD and EU, 2040 RoW), c) coal assets must be closed
down and not sold to new owners, d) companies need to provide facility-by-
facility closure plan, e) coal power plants must be replaced by renewable
resources, f) coal plant and mine closures must be accompanied with Just
Transition plans, g) no controveries

Necessary criteria:

1. Companies must have a verified science-based target;

2. Companie should also have a comprehensive transition plan that follows an
established standard to ensure its credibility (e.g. based on ESRS E1).
Investee companies that do not yet have such a transition plan in place
should have one within two years of being part of the portfolio (AMF
Netherlands, 2024);

3. Aminimum share shall be invested in high-impact companies to ensure a
GHG reduction potential. The definition of a high-impact company can be
based on NZIF‘s definition or can be derived from GHG metrics.

Optional criteria:

Within the remaining universe, Fls can adopt more ambitious strategies. Our

illustration of positive screening approaches can serve as a starting point.

If the product invests predominantly in public equity, the following conditions
must be met.

The FMP must adopt an engagement strategy incl. a formal policy and
time-bound transition objectives; a transition-focused voting policy; as well

as clear escalation strategy which specifies how engagement efforts are
intensified if objectives are not met. Furthermore, a monitoring system shall
regularly track whether transition objectives are met. Further disclosure metrics

may apply.
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This white paper’s analysis is restricted to a public equity universe with a focus on

environmental and climate aspects of the transition. We, therefore, recommend further

research and discussions on:

Implementing transition products in other asset classes: e.g. Private equity
and debt, real estate, or infrastructure.

Other sustainability dimensions: While we exemplified the analysis for climate

objectives, the next question would be how to transfer the learnings to other
environmental dimensions, such as biodiversity. We believe that our extracted
key characteristics can help structuring this debate?®. This paper does also not
focus on the social dimension of the transition, even though itis an important
part of transition efforts (see Chapter 1.1). Future research will need to provide
guidance on implementing social transition products.

Investor contribution: While this report focuses on criteria to measure
transition investments, scientific evidence reveals a significant investor
contribution potential in public equity markets for investor stewardship. While
Table 11above outlines core qualitative characteristics, more discussion is
needed to agree on how to measure investor contribution and to arrive at
quantitative minimum thresholds (such as X% of portfolio companies are
covered by active engagement).

Overall, this paper provides important inputs for the ongoing discussions on transition

product categories, creating the basis for discussing both potential minimum criteria and

concrete implementation. We welcome feedback to these results from all sides in order

to increase the uptake and quality of transition products.

25 Example for a potential biodiversity (transition) product category: (1) topic specific exclusions - Identify activities

that are extremely harmful to biodiversity (e.g., using DNSH criteria), and exclude expansionists. (2) baseline

criterion: Focus on companies that have a science-based land use target, or a biodiversity transition plan.
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Appendix A — Existing Definitions of “Transition”

Table A. 1 - Existing definitions of “transition”

Organisation

Definition

OECD

“The 2030 Agenda for Sustainable Development (hereafter, 2030
Agenda) reaffirmed the international community’s commitment “to
achieving sustainable development in its three dimensions -
economic, social and environmental-in a balanced and integrated
manner” (Paragraph 2). Here, we call “transition” the journey
towards this goal and the achievement of sustainable
development.” (OECD, 2019, p. 8)

Climate Bond Initiative

“Before going further, it is important to be clear what we mean by
‘transition’. Delivering sustainable development requires clear and
agreed transition pathways that have end-goals for all of the
environmental and social objectives embedded in the SDGs. These
end-goals have to be consistent with planetary boundaries and
social and societal objectives like the Paris Agreement for climate
change, and also have sufficiently ambitious trajectories. [...] our
focus is on the transition that entities, activities and assets need to
make from today’s high greenhouse gas (GHG) emissions to levels
commensurate with meeting the goals of the Paris Agreement. That
is a ‘climate mitigation transition’. We start here as this is the focus
of most transition-labelled transactions to date, and climate
change is integral to achieving many of the SDGs.” (Climate Bond
Initiative, 2020, p. 9).

European Commission

“Transition means a transition from current climate and
environmental performance levels towards a climate- neutral,
climate-resilient and environmentally sustainable economy in a
timeframe that allows reaching:

(a) the objective of limiting the global temperature increase to 1,5
°C in line with the Paris Agreement and, for undertakings and
activities within the Union, the objective of achieving climate
neutrality by 2050 and a 55 % reduction in greenhouse gas

36




.)cllmate & A?

ADVANCED
IMPACT
RESEARCH

emissions by 2030 as established in Regulation (EU) 2021/1119 of
the European Parliament and of the Council (26);

(b) the objective of climate change adaptation (27); and

(c) other environmental objectives of the Union, as specified in
Regulation (EU) 2020/852 as pollution prevention and control,
protection and restoration of biodiversity and ecosystems,
sustainable use and protection of marine and fresh-water
resources, and the transition to a circular economy.” (European
Commission, 2023b, p. 25).

ICMA

"We believe that there are currently at least three different
overlapping definitions in general use for transition finance. These
can be differentiated from the wide to the narrow lens of what
transition finance is understood to be achieving that we list and
illustrate below:

- Economy-wide transition refers to transformation of the entire
economy with the objective of meeting the goals of the Paris
Agreement but also wider sustainable objectives (e.g. biodiversity
or circular economy) embedded in taxonomies, or with reference to
the UN SDGs (see for example G20 Sustainable Finance Report).

- Climate transition covers the goals of the Paris Agreement and the
target of achieving Net Zero but typically with a narrower sectoral or
industry focus especially on the energy and high-emissions sectors
(see the OECD Guidance on Transition Finance).

- Hard-to-abate transition emphasises the specific challenges of
reducing the emissions of the fossil fuel and hard-to-abate sectors
or promoting more sustainable alternatives to their output (see for
example Japan’s roadmaps for GHG-intensive industries)." (ICMA,
2024, p.7)
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Appendix B — Existing Definitions of “Transition Finance”

Table B. 1: Existing definitions of “transition finance”

Organisation

Definition

OECD “Transition is the journey to sustainable development, and
transition finance the financing of that journey." (OECD,
2019, p. 8)

G20 "Transition finance, as discussed in this report, refers to

financial services supporting the whole-of-economy
transition, in the context of the Sustainable Development
Goals (SDGs), towards lower and net-zero emissions and
climate resilience, in a way aligned with the goals of the
Paris Agreement." (G20, 2022, p. 5)

European Commission

“Transition finance means financing of investments
compatible with and contributing to the transition, that
avoids lock-ins, including:

(a) investments in portfolios tracking EU climate transition
benchmarks and EU Paris-alighed benchmarks (‘EU
climate benchmarks’);

(b) investments in Taxonomy-aligned economic activities,
including:

— transitional economic activities as defined by Article
10(2) of Regulation (EU) 2020/852 for the climate mitigation
objective,

— Taxonomy-eligible economic activities becoming
Taxonomy-aligned in accordance with Article 1(2) of
Commission Delegated Regulation (EU) 2021/2178 over a
period of maximum 5 (exceptionally 10) years (28);

(c) investments in undertakings or economic activities with
a credible transition plan at the level of the undertaking or
at activity level;

(d) investments in undertakings or economic activities with
credible science-based targets, where proportionate, that

are supported by information ensuring integrity,
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transparency and accountability. (European Commission,
2023b, p. 25).

GFANZ

“Transition finance: Investment, financing, insurance, and
related products and services that are necessary to
support an orderly, real economy transition to net zero as
described by the four key financing strategies that finance
or enable 1) entities and activities that develop and scale
climate solutions; 2) entities that are already aligned to a
1.5 degrees C pathway; 3) entities committed to
transitioning in line with 1.5 degrees C-aligned pathways;
or 4) the accelerated managed phaseout of high-emitting
physical assets.” (GFANZ, 2022, p. 19)

CFA

"Transition finance is any form of financial support that
helps decarbonise high emitting activities or enables the
decarbonization of other economic activities." (CFA, 2024,

p. 1)

Caldecott, 2022

“Transition Finance is the provision and use of financial
products and services to support counterparties, such as
companies, sovereigns, and individuals, realise alighment
with environmental and social sustainability.” (Caldecott,
2022, p. 936).
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Appendix C - Engagement Guidelines & Expectations

Table C. 1- Document on engagement practices & expectations

Engagement strategy

Dialogue expectation

Voting expectation

Publications with explicit suggestions on transition products

are monitored; how voting rights are exercised;

how dialogue is conducted); Plus, reporting on
exit thresholds and metrics regarding
measurement of investor contribution.

UK FCA v n/a
FMPs must identify the investor stewardship . ) )
strategy needed to deliver the sustainability (None. Stewardship-related requirements have been removed from this label)
objective. Requirement for an escalation plan-if
assets are not demonstrating sufficient process.
AMF France v) v)
) ) i Only mentioned as disclosure requirement: Streamlined product disclosures could “consist of a
Only mentioned as disclosure requirement. mandatory reporting [...] on the implementation of the financial market participant’s engagement and
voting policies towards undertakings invested by the product.
AFM 4 n/a
Netherlands Engagement strategy is required (how companies

(No quantitative requirements)

Publications wit

h links / potential implications to transition products

EU Ecolabel

v
Documented engagement policy required incl.
objectives, strategy, methods, monitoring — with
close links to EU regulation.

v
(Engagement with at least 10% of portfolio
companies + guidelines on dialogue & prioritization
of companies)

v
(No minimum requirements but clear guidelines
which companies to prioritise, i.e. those with
low green revenue and green CapEx)

Nordic
Swan

v
Target of engagement: issuer should reach at
least 1 of 3 thresholds (GHG reduction, CapEx
alignment, science-based targets); required to

publish engagements with then largest holdings

v
(label criteria incentivise FMPs to have dialogue with
5/10% of portfolio companies)

4
(Incentives to vote at AGMs for at least 25/50%
of the fund’s holdings,70/90% if proxy voting
service is used)
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in annual sustainability report + publish
engagement strategy for non-conforming
holdings; requires exit when non-conformity is
verified
v v v
iresfund t blish ESG t t - . . 90% for F h ies; 70% -F h
French ISR (requne's un b 0. pu'f 'S l be:ngagehmen repor (no specific requirements, but needs to be included (90% for Frenc compamgs o hon-rrenc
label on its website, if applicable on the page in ESG if dial has b d companies)
dedicated to the UCI; including e.g., number of n engagement report if dialogue has been use
9 e t tool
ESG commitment actions) as engagement tool)
Swiss v v
Climate (indicator mentioned: % of portfolio currently (Indicator mentioned: % of votes, over the last
S under active climate engagement) n/a year, on climate resolutions voted in a manner
consistent with the ambition of reaching net
zero by 2050)
GFANZ v v v
(engagement strategy with clear objectives, o ) ) o )
timing, coverage, methodology in line with (no specific requirement, but important tool for (no minimum requirement, but can be used to
sustainability objective and escalation plan is engagement strategy) implement engagement strategy and reach
required sustainability objective)
IGCC v v v
(requires banks to establish a clear, group-wide (important tool of engagement strategy, no specific (net zero voting policy required, no specific
position to conduct lobbying activities in line with metrics) metrics)
the goal of limiting warming to 1.5°C)
NZAOA v v v

(required to set engagement targets and use KPIs
from NZAOA KPI framework)

(defines active dialogue as the basis of engagement)

(important tool as part of engagement strategy)
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Investment methodologies

Other elements

Taxonomy-based’

Emission trajectory?

Forward-looking
indicators?

Are minimum criteria
proposed?*

Focus on high-impact
companies?®

Publications with explicit suggestions on transition products

UK FCA v v v n/a (v)

(reference authoritative (“emissions profiles”, e.g., (mentioned as an example (Implicitly: companies shall
taxonomy relevant to the minimum absolute threshold of to select assets: forward- have the potential to become
sustainability objective of GHG emissions) looking metrics, transition more sustainable over time,

the producte.g., EU plans, strategies [that based on a “robust, evidence-
Taxonomy) demonstrate transition based standard”
efforts]
AMF France v v v n/a v
(explicitly mentioned, with (decarbonisation trajectory of (transition plans, in (“minimum proportion in high-
reference to the Capex KPI) financial products; use of particular aligned with impact climate sectors”)
absolute emissions) ESRS, minimum share
aligned with 1.5C)
Netherlands n/a n/a n/a v n/a
AFM (credible transition plans, aligned
with CSRD. If no transition plan,
companies should have one
within the next two years)
Publications with links to transition products
EU Ecolabel v n/a (V) Not relevant n/a
Draft
Nordic Swan v (V) Not relevant
(label criteria incentivise
investments in companies
with targets)
GFANZ v
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NZBA

v

NZAOA

v

1) Reference to an authoritative taxonomy. In particular, taxonomy-aligned CapEx could be used as a KPI (should be dynamic and move upwards over time)

2) e.g. setting a minimum absolute threshold of GHG emissions for assets

4) For example, proposed minimum criteria, regardless of the investment methodology.

)
)
3) Companies that have signaled willingness to walk the talk, e.g., via science-based targets and/or transition plans.
)
)

5) Does the report mention a focus on high impact companies/sectors?
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Negative Screening: General and Climate-Specific Exclusion Criteria

General Exclusions

Topic-specific exclusions
(exemplified for climate)

Eurosif White Paper

Referencing exclusions or norm-
based screening, focusing on
violations against specific norms
orvalues ((e.g., production of
tobacco, alcohol, or violation of
human rights)

Referencing non-transformable
economic activities (EU Platform on
Sustainable Finance, 2022).

Regulation, Art 12 a-c:

UK FCA “Any other assets [outside the >70% chosen by investment methodology]
must not conflict with the sustainability objective”
AMF France Exclusions common to all n/a
categories (controversial
weapons, tobacco and
companies “that do not follow
practices of good governance”)
AFM Netherlands EU Paris Aligned Benchmark n/a

social and governance aspects

EU Climate . Art. 12 d-g: d) >1% coal/lignite; e)
. controversial weapons, tobacco, .
Transition . . >10% oil fuels; f) >50% gaseous fuels;
violation of UN Global Compact . i
Benchmark o g) >50% GHG intensity of >100 g
or OECD Guidelines for MNEs
CO2e/kWh
EU Ecolabel Various exclusions based on Various exclusions based on

environmental aspects (e.g., harmful
agriculture, or non-certified forestry).
The fossil fuel sector is excluded
unless certain transition indicators
are met.
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Negative Screening: Climate-Specific Exclusion Criteria

Source

Further Potential Criteria

EU Platform of Sustainable Finance (exemplary
list of non-transformable activities)

thermal coal mining and peat
extraction

construction of new housingin
extreme high-risk flood areas

and activities that destroy
ecosystems with high biodiversity
value

EU Climate Benchmark Regulation, Art. 12 d-g

companies that derive 1% or more of
their revenues from exploration,
mining, extraction, distribution, or
refining of hard coal and lignite
companies that derive 10% or more of
their revenues from the exploration,
extraction, distribution, or refining of
oil fuels

companies that derive 50% or more of
their revenues from the exploration,
extraction, manufacturing, or
distribution of gaseous fuels
companies that derive 50% or more of
their revenues from electricity
generation with a GHG intensity of
more than 100g CO2 e/kWh.
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Appendix F — Positive Screening Criteria

Some criteria that were not implemented in the data analysis but are included here.

Positive screening: Taxonomy KPIs

Source

Further Potential Criteria

Ecolabel)

“Revenue threshold: Company
investing in transition” (EU

It currently generates between 5 and 50% of its
total revenue from environmentally sustainable
economic activities, and a formal commitment has
been made to close down capital assets that would
otherwise be excluded under criterion 3.1. (JRC,
2021)

Share of High-Impact Companies (Negative Impact)

Approach

Further Potential Criteria to Define High (Negative) Impact
Companies

Based on energy
intensity

Benz et al. (2020) suggest an industry-based definition of
transition sectors, following the Refinitiv Business
Classification (TRBC). This approach is similar to NZIF’s
approach used in the main text. See Climate & Company and
University of Kassel (2023), Annex |, Approach 1.

Based on Transition
Pathway Initiative
(TPI)

The Transition Pathway Initiative has thus far identified 16
business sectors on the transition to a low carbon economy
across four clusters (Dietz et al., 2021).

Sectoral lists
derived from other
ecolabels

The Nordic Swan Label or the draft EU Ecolabel criteria also
contain insights on critical sectors. See Climate & Company
and University of Kassel (2023), Annex |, Approach 3 & 4 for an
overview.

Transitional
activities according
tothe EU
Taxonomy

Another idea to identify transition sectors is to look at the
economic activities a company engages in. The EU Taxonomy
has thus far identified transitional activities for climate change
mitigation in the following five sectors: construction and real
estate; energy; information and communication;manufacturing;
transport. The whole list can be found under the EU Taxonomy

Compass

The additional approaches on identifying companies with a high climate impact have

been extracted from a previous policy brief (Climate & Company and University of

Kassel, 2023).
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The following graphs illustrate the characteristics of the different subsamples (or 80% "strategy pockets"). The upper section shows the criteria applied and the remaining subsample
within the ACWI-EU universe. The lower section shows the sectoral and geographical distribution in percentage terms (weighted by market capitalisation).

Figure G.1 - Universe after negative screening and verified science-based targets (positive screening)

—

Generic & climate-specific exclusions

2) Verified SBTI target

Distribution of subsample within ACWI-EU

-
Remaining universe g

Rest of ACWI-EU

Market-Cap Weighted Sectoral Distribution
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Transportation (26)
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6%
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Market-Cap Weighted Geographical Distribution
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DE IE
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This figure shows the distribution
by weighted market cap, sectoral
distribution and geographical
distribution of the remaining
universe after implementation of
general exclusions, climate-
specific exclusions and positive
screening criteria (companies
must have a verified science-
based target).

47



_)cllmate & AR

ADVANCED
IMPACT
RESEARCH

Figure G.2-Zoom-In High Climate Impact Companies

Remaining distribution after general exclusions, climate-specific exclusion, verified science-based targets, and a zoom-in in high climate impact companies meeting
the NZIF definition.

Distribution of subsample within ACWI-EU
Remaining universe

1) Generic & climate-specific exclusions
2) Verified SBTI target
High negative impact companies
Rest of ACWI-EU
Market-Cap Weighted Sectoral Distribution Market-Cap Weighted Geographical Distribution
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Sectors
Manufacturing (127)
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Others (37)
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Electricity (14)
Information (4)
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Figure G. 3—-Zoom-In PAB Trajectory Criterion

Distribution of subsample within ACWI-EU
Remaining universe

1) Generic & climate-specific exclusions
2) Verified SBTI target
Applying Paris Alighed Benchmark criterion

Rest of ACWI-EU

Market-Cap Weighted Sectoral Distribution Market-Cap Weighted Geographical Distribution
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8%
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Manufacturing (137)
Others (63)
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Wholesale (19)
Administrative (8)

49



_)cllmate & AR

ADVANCED
IMPACT
RESEARCH

Figure G. 4-Zoom-In Taxonomy KPI (Green Capex>Green Revenue to identify transition companies)

Distribution of subsample within ACWI-EU
Remaining universe
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Technical Appendix (Data Description)

This Annex elaborates in more detail on the data gathering process and respective

analytical steps. For the positive screening criteria, forward-looking data on targets has
been collected from CDP, SBTi and the Transition Pathway Initiative. EU Taxonomy-
alignment data was provided by Clarity Al. The negative screening criteria were

implemented with data from the Financial Exclusion Tracker project, as well as the Global
Coal Exit List (GCEL) and Global Oil and Gas Exit List (GOGEL) from Urgewald.

Type of criteria

Data source and implementation

Negative
screening:
General Exclusion

The general exclusion criteria have been implemented using the
Financial Exclusion Tracker data (link). Companies excluded by at
least five financial institutions for reasons linked to the EU CTB
criteria have been excluded from our universe.

Negative
screening:
Climate-specific
exclusion

Data for these criteria has been gathered from Urgewald’s GCEL
and GOGEL lists. For GCEL, a list of 70 companies with an exit
date was received from Urgewald, analysing 7 proposed transition
criteria for coal companies (see Urgewald, n.d.). For GOGEL,
expansion variables were extracted from three Excel sheets
(“Upstream,” “Midstream Expansion,” and “Gas-Fired Power
Expansion”), flagging companies if any value was above 0 (the vast
majority).

Positive
screening:
Forward-looking

Target data has been gathered from: a) CDP’s 2022 questionnaire
on climate change which also includes various questions on
targets; and b) data retrieved from the Science-Based Target

trajectory criterion

criteria Initiative (which is publicly available).
Positive To evaluate if companies have reduced their GHG intensity by an
screening: PAB | average of at least 7% per annum for at least three consecutive

years, absolute GHG emissions were divided by companies’
enterprise value. The geometric mean of Scope 1 & 2 intensity
reductions was calculated for 2020-2022. Scope 3 emissions
were not included due to data limitations. Companies with >7%
reductions were flagged as fulfilling this criterion.

Positive
screening:
Taxonomy-aligned
KPls

EU Taxonomy-alignment data was received from Clarity Al. The
sum of EU Taxonomy-aligned revenue and CapEx data was
defined as the sum of “alighed” and “potentially aligned” revenue
and CapEx. Note that EU Taxonomy alignment data on CapEx is
scarce for non-EU companies.
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