Transition Pathway Initiative

Addressing climate change through
ESG integration

CAPABILITY STORY

Criteria

Evaluate companies’ low-carbon
transition strategies against the
goals of the Paris Agreement,
against the requirements of the Task
Force on Climate-related Financial
Disclosures and in terms of their
overall positioning for a low-carbon
economy.

Challenge

Investors needed a practical, easy to
use tool for them to assess
companies’ preparedness for the
transition to a low-carbon economy
and engage with the companies in
which they are invested.

November 2020

Solution

The Transition Pathway Initiative was
developed as an asset owner-led
initiative, with partnership support from
FTSE Russell and the Grantham
Research Institute at the London
School of Economics to assess the
quality of companies’ management of
climate change-related risks and
opportunities, and their carbon
performance.

The need

Under the 2015 Paris Agreement, countries have committed to limit increases in
global average temperature to less than 2°C above pre-industrial levels, with
further objectives to keep increases within 1.5°C of pre-industrial levels. National
and international policy action presents both an investment risk and opportunity.
Transitioning to a low-carbon economy may affect company cash flows and
profits as well as result in “stranded assets,” reducing the value of carbon-
intensive assets. The GHG emission reductions set by the Paris Agreement will
require considerable effort and capital inputs from both the public and private
sectors, and will have major implications for individual companies and sectors.

What is the Transition Pathway Initiative?

The Transition Pathway Initiative (TPI) is an asset owner-led initiative (currently
supported by asset owners and funds with over $22.5 trillion, as of 29 October
2020, assets under management and advice), in partnership with FTSE Russell
and the Grantham Research Institute at the London School of Economics that
assesses companies’ preparedness for the transition to a low-carbon economy.
TPI assesses the quality of companies’ management of climate change-related

“The results show the value of using
high quality and objective indicators
to assess company management
quality and performance. They allow
us to differentiate between
companies, and to assess
performance and impact in a robust
manner.”

— ADAM MATTHEWS

CO-CHAIR OF THE TRANSITION
PATHWAY INITIATIVE AND HEAD
OF ENGAGEMENT FOR THE
CHURCH COMMISSIONERS AND
CHURCH OF ENGLAND
PENSIONS BOARD
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risks and opportunities, and their carbon performance. FTSE Russell provides
the data that underpins the management quality assessment, and is a member of
the TPI's Technical Advisory Group.

The TPI provides:

* Aclear framework outlining expectations of managers and companies
from asset owners and managers

* ldentification of companies with robust carbon management systems and
processes, and companies where further work is required

» ldentification of companies whose business models align with the
transition to a low carbon economy

* A practical, easy to use tool for asset owners to engage with the
companies in which they are invested

Objectives

To enable asset owners to take action on climate change through the public
distribution of data and information on:

* The quality of companies’ processes for managing greenhouse gas
(GHG) emissions and the risks and opportunities related to the low-
carbon transition

* The extent to which companies align their disclosures with the
recommendations of the Task Force on Climate-related Financial
Disclosures (TCFD)

«  Companies’ future carbon performances compared to two benchmarks i)
the Paris Agreement’s international targets and national pledges and ii)
2°C degrees

TPl methodology and application

The TPI was developed to complement existing initiatives and frameworks, by
aligning with prevailing disclosure initiatives and with investors’ climate change
and sustainability expectations. TPl assesses companies on two dimensions,
namely Management Quality and Carbon Performance. Management Quality
evaluates how companies manage their GHG emissions management and the
risks and opportunities related to a low-carbon transition and is being aligned
with the requirements of the TCFD. Carbon Performance measures companies’
current and future carbon performance in comparison to the Paris Agreement’s
targets including 2 degrees.

Investors can use the TPl assessments to evaluate companies’ low-carbon
transition strategies against the goals of the Paris Agreement, against the
requirements of the TCFD and in terms of their overall positioning for a low-
carbon economy. The TPI can be applied in a variety of ways including
developing organizational climate change policy and internal processes,
investment analysis and decision-making, reporting and accountability, and
engagement with asset managers, companies and public policy.
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FTSE Russell’s partnership with TPI

FTSE Russell is a data provider for TPl. FTSE Russell’s data on climate change
and corporate governance form the basis of TPI's Management Quality
framework.

Examples of the data points being used by TPI include:

e Climate change policy

e Financial costs of climate change risks

e Energy reduction targets

e Short and long term emissions reduction targets

e Remunerations for senior executives including ESG performance

FTSE Russell’s data on climate change and corporate governance are a part of
FTSE Russell’'s ESG data model. FTSE Russell draws from international
standards to analyze the ESG Ratings of over 7,200 securities and to identify
companies with strong or weak ESG practices.

In addition to providing data, FTSE Russell is also a member of TPI's Technical
Advisory Working Group. In this capacity, FTSE Russell contributes to the
evolution of TPI’'s methodology.

Aligning with the Task Force on Climate-
related Financial Disclosures

The Financial Stability Board’s Task Force on Climate-related Financial
Disclosures (TCFD) has published recommendations for voluntary climate-
related financial disclosures, with a mission to enhance access to company-
specific climate-risk data. As of February 2020, financial firms responsible for
assets of US$ 138.8 trillion have backed these recommendations.

The TCFD recommendations enable companies to effectively measure and
assess risks while investors can make more informed investment decisions. The
recommendations focus on four core themes: governance, strategy, risk
management, and metrics and targets.

e Governance: disclose the organization’s governance around climate-related
risks and opportunities

e Strategy: disclose the actual and potential impacts of climate-related risks
and opportunities on the organization’s businesses, strategies and financial
planning

¢ Risk management: disclose how the organization identifies, assesses and
manages climate-related risks

e Metrics and targets: disclose the metrics and targets used to assess and
manage relevant climate-related risks and opportunities

Following the release of the TCFD recommendations in June 2017, FTSE
Russell worked with TPI to conduct a full review of its climate-related indicators in
order to ensure its methodologies and criteria are aligned. FTSE Russell now
collects data on these indicators for its universe of 7,200 securities. One of the
key revisions to FTSE Russell’'s Climate Change research model was the
addition of seven new indicators, as shown in figure 1.
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Figure 1. Integration of TCFD recommendations in FTSE Russell’s climate change research model

Governance Strategy Risk Management Metrics and Targets

FTSE Russell’s main indicators:  FTSE Russell’s main indicators: FTSE Russell’s main indicators: = FTSE Russell’s main indicators:

e Board oversight of climate e Describe climate change as a e Climate-related risk e Internal carbon price
change issues relevant risk to the business management procedures

and discloses time horizon * Scopel, 2,3

e Adaption and mitigation of
e Impact of climate-related risks climate-related risks

on strategy and financial e Emissions reduction targets
planning

e Energy consumption

e More than 20 sector specific
e Financial quantification of cost metrics

associated with climate-change

e Climate scenario planning (2
degree and other) and the
business impacts

Source: FTSE ESG Ratings Methodology, Final Report Recommendations of the Task Force
https://www.fsb-tcfd.org/wp-content/uploads/2017/06/FINAL-TCFD-Report-062817.pdf

These revisions enable the TPI to align its Management Quality indicators with
the TCFD recommendations. Furthermore, TPI in conjunction with FTSE Russell
is developing indicators to assess the quality of companies’ scenario analysis
(e.g. does the company publish a scenario analysis? Does it document its
assumptions? Does it identify its central scenario?), and a more detailed
framework that may be used to analyze individual company scenario analyses.

Example application of TPI methodology:
automobile manufacturers

In February 2018, TPI released the carbon assessment of the global top 20
automobile manufacturers. TPI examines how those companies manage climate
change risks and opportunities and how their current emissions and emissions
reduction targets compare with the international benchmarks for the sector.

TPI ran a qualitative analysis of carbon risks management and a quantitative
analysis of the current and anticipated carbon performance.

On Management Quality, the analysis found that automobile manufacturers
divided into two clusters on management quality (see Figure 2). Six companies
were relatively poor performers. Of these, three companies were on Level 0
(Unaware of, or not Acknowledging, Climate Change as a Business Issue):
Brilliance, Ferrari and Tesla. The other three companies were on Level 1
(Acknowledging Climate Change as a Business Issue): Geely, Subaru and
Suzuki.

The other cluster of 14 companies rated highly on management quality;
companies were on either Level 3 (Integrated into Operational Decision-Making)
or Level 4 (Strategic Assessment). Seven companies were on Level 4: Daimler;
Fiat Chrysler; Groupe PSA; Mazda; Renault; Toyota; and Volkswagen. Only
Daimler satisfied all 14 criteria.
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Figure 2. Management quality of the world’s top automobile manufacturers

Level O Level 1 Level 2 Level 3 Level 4
Unaware/Not Acknowledgment  Building capacity  Integrated into Strategic
acknowledging operational assessment

decision-making
Daimler
Fiat Chrysler
Groupe PSA
Mazda
Renault

BMW
Ford
General Motors

Toyota
Honda

Volkswagen

Hyundai
Geely Kia
Subaru Nissan

Suzuki

Source: https://www.transitionpathwayinitiative.org/publications/17.pdf?type=Publication as of
February 2018

On carbon performance, the assessment profiled companies on the basis of the
CO:2 emissions performance of their fleets of new vehicles.

Companies’ fleet emissions were benchmarked against three scenarios, using
modelling from the International Council for Clean Transportation.

Three benchmark scenarios:

1. 2 Degrees (High Efficiency) — this benchmark achieves the overall
aim of the Paris Agreement to limit global warming to below 2°C
primarily through vehicle efficiency improvements and alternative fuel
technologies

2. 2 Degrees (Avoid-Shift-Improve) — this benchmark achieves the Paris
Agreement’s 2°C target by placing more emphasis on avoiding the
need for travel and shifting modes of transportation, which allows for
higher average new vehicle emissions

3. Emissions reductions actually pledged by countries as part of the
Paris Agreement in the form of Nationally Determined
Contributions or NDCs

Using data on companies’ future carbon intensity (based on the quantitative
targets they have set themselves to reduce new vehicle emissions), the research
found that 12 out of the 20 companies had set such targets, five of which extend
beyond 2020. Eight out of 11 companies are aligned with the 2°C benchmarks in
2020 (Figure 3). The companies with the lowest-carbon fleets of all in 2020 are
Tesla, which only makes electric vehicles, and Suzuki, which specializes in small,
efficient vehicles for the Indian and Japanese markets.
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Figure 3. Carbon performance of the world’s top 20 automobile manufacturers

Company

New vehicle average carbon emissions (gCO2/km, NEDC)

2014 2015 2019 2020

2022

2025

Ferrari No data
2 Degrees 147 145 143 124 119 111 99 80

(Avoid-Shift-Improve)

2 Degrees 147 145 143 124 119 100 71 41
(High Efficiency)

Paris Pledges 147 145 143 128 123 120 115 109

B Aligned with 2°C (High Efficiency)
Aligned with 2°C (Avoid-Shift-Improve)
Aligned with Paris Pledges

- Not aligned

Source: https://www.transitionpathwayinitiative.org/publications/17.pdf?type=Publication as of February 2018

Additional information

Learn more about the FTSE TPI Climate Transition Index.

Visit ftserussell.com for more information about our products and services.
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About FTSE Russell

FTSE Russell is a leading global provider of benchmarks, analytics and data solutions with multi-asset capabilities,
offering a precise view of the markets relevant to any investment process. For over 30 years, leading asset owners,
asset managers, ETF providers and investment banks have chosen FTSE Russell indexes to benchmark their
investment performance and create investment funds, ETFs, structured products and index-based derivatives. FTSE
Russell indexes also provide clients with tools for performance benchmarking, asset allocation, investment strategy
analysis and risk management.

To learn more, visit ftserussell.com; email info@ftserussell.com; or call your regional
Client Service Team office

EMEA North America Asia-Pacific

+44 (0) 20 7866 1810 +1 877 503 6437 Hong Kong +852 2164 3333
Tokyo +81 3 4563 6346
Sydney +61 (0) 2 8823 3521

© 2020 London Stock Exchange Group plc and its applicable group undertakings (the “LSE Group”). The LSE Group includes (1) FTSE International
Limited (“FTSE”), (2) Frank Russell Company (“Russell”), (3) FTSE Global Debt Capital Markets Inc. and FTSE Global Debt Capital Markets Limited
(together, “FTSE Canada”), (4) MTSNext Limited (“MTSNext”), (5) Mergent, Inc. (“Mergent”), (6) FTSE Fixed Income LLC (“FTSE FI”), (7) The Yield
Book Inc (“YB”) and (8) Beyond Ratings S.A.S. (“BR”). All rights reserved.

FTSE Russell® is a trading name of FTSE, Russell, FTSE Canada, MTSNext, Mergent, FTSE FI, YB and BR. “FTSE®”, “Russell®”, “FTSE Russell®”,
“MTS®”, “FTSE4Good®, “ICB®”, “Mergent?, “The Yield Book®”, “Beyond Ratings® and all other trademarks and service marks used herein (whether
registered or unregistered) are trademarks and/or service marks owned or licensed by the applicable member of the LSE Group or their respective
licensors and are owned, or used under licence, by FTSE, Russell, MTSNext, FTSE Canada, Mergent, FTSE FI, YB or BR. FTSE International
Limited is authorised and regulated by the Financial Conduct Authority as a benchmark administrator.

All information is provided for information purposes only. All information and data contained in this publication is obtained by the LSE Group, from
sources believed by it to be accurate and reliable. Because of the possibility of human and mechanical error as well as other factors, however, such
information and data is provided "as is" without warranty of any kind. No member of the LSE Group nor their respective directors, officers, employees,
partners or licensors make any claim, prediction, warranty or representation whatsoever, expressly or impliedly, either as to the accuracy, timeliness,
completeness, merchantability of any information or of results to be obtained from the use of FTSE Russell products, including but not limited to
indexes, data and analytics, or the fitness or suitability of the FTSE Russell products for any particular purpose to which they might be put. Any
representation of historical data accessible through FTSE Russell products is provided for information purposes only and is not a reliable indicator of
future performance.

No responsibility or liability can be accepted by any member of the LSE Group nor their respective directors, officers, employees, partners or licensors
for (a) any loss or damage in whole or in part caused by, resulting from, or relating to any error (negligent or otherwise) or other circumstance involved
in procuring, collecting, compiling, interpreting, analysing, editing, transcribing, transmitting, communicating or delivering any such information or data
or from use of this document or links to this document or (b) any direct, indirect, special, consequential or incidental damages whatsoever, even if any
member of the LSE Group is advised in advance of the possibility of such damages, resulting from the use of, or inability to use, such information.

No member of the LSE Group nor their respective directors, officers, employees, partners or licensors provide investment advice and nothing
contained herein or accessible through FTSE Russell products, including statistical data and industry reports, should be taken as constituting financial
or investment advice or a financial promotion.

Past performance is no guarantee of future results. Charts and graphs are provided for illustrative purposes only. Index returns shown may not
represent the results of the actual trading of investable assets. Certain returns shown may reflect back-tested performance. All performance presented
prior to the index inception date is back-tested performance. Back-tested performance is not actual performance, but is hypothetical. The back-test
calculations are based on the same methodology that was in effect when the index was officially launched. However, back-tested data may reflect the
application of the index methodology with the benefit of hindsight, and the historic calculations of an index may change from month to month based on
revisions to the underlying economic data used in the calculation of the index.

This document may contain forward-looking assessments. These are based upon a number of assumptions concerning future conditions that
ultimately may prove to be inaccurate. Such forward-looking assessments are subject to risks and uncertainties and may be affected by various factors
that may cause actual results to differ materially. No member of the LSE Group nor their licensors assume any duty to and do not undertake to update
forward-looking assessments.

No part of this information may be reproduced, stored in a retrieval system or transmitted in any form or by any means, electronic, mechanical,
photocopying, recording or otherwise, without prior written permission of the applicable member of the LSE Group. Use and distribution of the LSE
Group data requires a licence from FTSE, Russell, FTSE Canada, MTSNext, Mergent, FTSE FI, YB, BR and/or their respective licensors.

ftserussell.com 7


http://www.ftserussell.com/
mailto:info@ftserussell.com

