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Overview

The greening of the global economy presents significant opportunities to
investors. However, investors and policymakers face a common challenge:
How can green business activities be systematically identified, categorized,
and measured across diverse sectors, supply chains and asset classes to
mobilize investment at scale?

The EU Taxonomy is an ambitious regulatory initiative that aims to address
this challenge. However, while the EU Taxonomy will set out a catalogue of
green criteria, it leaves it to markets to assess individual companies against
these criteria.

Yet in their current form, corporate disclosures are typically insufficient—FTSE
Russell research has found that less than 30% of companies with green
revenues provide disclosures that are granular enough to allow investors to
systematically break out and quantify companies’ green business activities.

The research paper explains the need for green taxonomies, summarizes the
development of and approaches taken by the EU Taxonomy and the FTSE
Russell Green Revenues Classification System (GRCS), and examines the
overlaps and points of difference between the two approaches. Crucially, it
explains how GRCS dataset can provide a steppingstone for investors to
comply with the requirements of the EU Taxonomy regulation.
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Executive summary

The greening of the global economy—in response to the threat of climate change and other
environmental challenges—presents myriad opportunities to investors. However, investors and
policymakers face a common challenge: How can green business activities be systematically
identified, categorized, and measured across diverse sectors, supply chains and asset classes to
mobilize investment at scale?

The EU Taxonomy is an ambitious regulatory initiative that aims to address this challenge. The
Taxonomy report (first published by the EU Technical Expert Group on Sustainable Finance in
June 2019 and updated in March 2020) sets out detailed criteria for 72 economic activities that
make a significant contribution to climate change mitigation and 70 to adaptation (for now covering
two of the EU’s six environmental objectives?).

The legal basis for the Taxonomy classification, the EU Taxonomy Regulation creates additional
legal disclosure obligations that are scheduled to come into force from January 2022:

e . 6000 large EU companies subject to the EU Non-Financial Reporting Directive (NFRD) will
be required to disclose whether, and to what extent, their activities are Taxonomy-aligned, in
terms of turnover, capex or opex; and

e Providers of financial products, offered in the EU, that pursue sustainable investment or
promote environmental characteristics must demonstrate how they have used the Taxonomy
and the proportion of underlying investments that are Taxonomy-aligned.

Investors face a considerable practical challenge in meeting these requirements. While the EU
Taxonomy will set out a catalogue of green criteria, it leaves it to markets to assess individual
companies against these criteria. Yet FTSE Russell research shows that currently less than 30%
of companies with green revenues provide disclosures that are granular enough to allow investors
to systematically break out and quantify companies’ green business activities. These disclosures
will improve over time, but this process is likely to be gradual, particularly for non-EU companies.

In the meantime, rigorous estimates that can supplement disclosed data will have to play a key
role in determining green revenues for individual companies; and to provide investors with robust
datasets to measure the degree to which investment products and portfolios are aligned with the
EU Taxonomy.

FTSE Russell’s Green Revenues data provides investors with a highly granular dataset for
assessing over 16,000 stocks for their exposure to green business activities. The data is based on
FTSE Russell’s Green Revenues Classification System (GRCS) 2, now covering 10 green sectors
and 133 green micro-sectors. This classification system builds on earlier versions that have been
used to track leading companies in the green economy for indexes since 2008.

The EU Taxonomy and the GRCS are highly aligned on core activities, providing investors with an
effective and transparent tool to assess the exposure of equity portfolios to revenues from EU
Taxonomy aligned activities, in a granular and accurate manner.

This paper explains the need for green taxonomies, summarizes the development of and
approaches taken by the EU Taxonomy and the GRCS, and examines the overlaps and points of
difference between the two approaches. Crucially, it explains how the GRCS dataset can provide a
steppingstone for investors to comply with the requirements of the EU Taxonomy regulation.

! See Section 2 for details.

2 The initial FTSE Environmental Market Classification System was developed by FTSE Russell in collaboration with Impax Asset
Management and based on a precursor of the GRCS, the Environmental Markets Classification System (EMCS).
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Section 1: Sizing the sustainable finance opportunity

The emerging green economy is perhaps the defining opportunity of the 215t century. The
investment required to decarbonize the global economy and address other environmental
challenges will be enormous. To address climate change alone, $90 trillion of capital will need to
be invested by 2030, according to the New Climate Economy, a body co-chaired by Lord
Nicholas Stern.2 Similarly, the European Commission estimates that the bloc alone will have to
invest an additional €175-€290 billion each year to reach net-zero emissions by mid-century.*

Investors are increasingly seeking to identify the opportunities associated with this shift to the
green economy. The green investment theme has emerged over the last two decades as
awareness has grown of the sustainability challenges and constraints faced by the global
economy. In 2019, inflows from US investors into sustainability funds reached a record $21
billion—four times the levels of 2018, according to Morningstar data.®

Meanwhile, green economy companies have been growing as policy and regulation become
more supportive and consumers are increasingly concerned about environmental impacts. Over
the past five years (2015-2020), the FTSE Environmental Opportunities All Share Index, where
constituents are companies that generated at least 20% of their revenues from green products or
services, has outperformed its benchmark, the FTSE Global All Cap, by 4.2%.6

Figure 1: Performance of companies with at least 20% green revenues
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Source: FTSE Russell as of August 2020. Past performance is no guarantee of future results. Please see the end for
important legal disclosures.

3 The New Climate Economy (2018), The 2018 Report of the Global Commission on the Economy and Climate, Executive Summary

4 A Clean Planet for all - A European strategic long-term vision for a prosperous, modern, competitive and climate neutral economy.
https://ec.europa.eu/clima/policies/strategies/2050_en.

5 Chris Flood (2020), Record sums deployed into sustainable investment funds https://www.ft.com/content/2a6¢38f7-4e4b-411b-b5e6-
96b36e597cfc.

5 Compound annual return over five years. Source: FTSE Russell as of 315 August 2020.
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However, accurately identifying and measuring the exposure of companies to green products and
services across large investment universes is a challenging task. Conventional business
classification frameworks, for example ICB” or GICSS, rarely distinguish between environmentally
friendly and environmentally damaging products. There is also a lack of granularity to capture
nuances of emerging green products and services in a wide range of sectors.

In addition, the lion share of green economic activity is undertaken by firms that combine both
green and non-green products and services (such as industrials)—and very few of these report
on the proportion of their business that is directed towards the green economy.® There are of
course a growing number of “pure play” green companies (such as wind turbine manufacturers,
or electric vehicle companies), which only account for a small portion of the green economy.

Such challenges notwithstanding, there is a clear benefit in finding common taxonomies or a
common classification system to describe the green economy. Global financial markets rely on
such common language to be able to identify green investment opportunities and measure the
associated growth and performance. Crucially, this enables investors to direct capital to these
opportunities, and it facilitates the creation of indexes and financial products through which capital
can be deployed at scale. In addition, they encourage corporate disclosure. Recognizing the
growing number of investors looking to allocate capital to the green economy, companies will
seek to set out how their activities are aligned.

As policy makers identify ways to promote the green economy and increase investment flows into
the low-carbon transition, the provision of such classifications has also emerged as a policy
priority — not least as a yardstick to track the success, or failure, of the wider suite of green
policies. For example, over the last two years, the European Commission has been working on
the EU Taxonomy to define sustainable economic activities. Chinese regulators have created the
Green Bond Endorsed Project Catalogue in 2015, demonstrating what is green, specifically for its
green bond market.1° Other countries such as the UK, Canada, Japan and Malaysia are also
exploring potential taxonomies for sustainable finance. The EU has also set up an International
Platform on Sustainable Finance to strengthen international cooperation on taxonomies,
disclosures, standards and labels.

This paper describes two of the most developed systems: the recently proposed EU Taxonomy
for sustainable activities, based on the report of the EU Technical Expert Group on Sustainable
Finance; and FTSE Russell's Green Revenues Classification System (GRCS), which has been
incrementally developed under the oversight of an independent global advisory committee for
over a decade. It looks at how these two systems identify green products, services and economic
activities, and how to use the GRCS to assess associated revenues and demonstrate EU
Taxonomy alignment. The paper also provides case studies on General Electric, Total, Corning
and Amazon.com.

" Industry Classification Benchmark (ICB) is a globally utilized standard for the categorization and comparison of companies by industry and
sector. It is the official sector classification used across FTSE Russell indexes. https://www.ftserussell.com/data/industry-classification-
benchmark-icb

8 The Global Industry Classification Standard (GICS®) was developed by S&P Dow Jones Indices and MSCI to provide accurate, complete
and standard industry definitions. https://www.spglobal.com/marketintelligence/en/documents/112727-gics-
mapbook 2018 v3 letter digitalspreads.pdf

9 FTSE Russell (2018), Investing in the global green economy: busting common myths https://www.ftserussell.com/research/investing-global-
green-economy-busting-common-myths

10 In June 2020 a consultation was launched on the consolidation of the Catalogue developed by the People’s Bank of China, together with the
National Development and Reform Commission and the China Securities Regulatory Commission.
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Box 1: Sustainable Investment, Green Revenues and ESG

FTSE Russell defines Sustainable Investment as any investment approaches that explicitly
and meaningfully take sustainability considerations and data into account as part of the
investment process. This could be based on corporate ESG ratings, but also can include
many other types of metrics, ranging from screenings for controversial products or “green
revenues” to carbon data or diversity metrics.

Similar to the proposed EU Taxonomy, FTSE Russell Green Revenues Data aims to identify
the green attributes of products, services and economic activities, i.e. what does the company
do (such as renewable energy generation); whereas the ESG data model measures a wide
range of non-financial factors (such as exposure to climate change, bribery and corruption,
and labor relations) that can be the source of material investment risks and opportunities
during business operations, i.e. how the company is operating.
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Section 2: The EU Taxonomy

To achieve the Paris Agreement on Climate Change and
the UN’s Sustainable Development Goals, the European
Commission has established the EU Taxonomy as part
of its Action Plan on Financing Sustainable Growth.*?
The Taxonomy identifies sustainable economic activities
in consideration of the EU’s six environmental objectives,
with an underlying goal of encouraging sustainable
investment and directing capital towards a green
economy. It is also an important enabler of the
“European Green Deal,” an ambitious set of EU
sustainable economy reforms.13

The EU Taxonomy Regulation (published in June 2020)
identifies six environmental objectives that the Taxonomy
will, ultimately, capture. These are:

1. Climate change mitigation
2. Climate change adaptation

3. Sustainable use and protection of water and marine
resources

4. Transition to a circular economy, waste prevention
and recycling

5. Pollution prevention and control
6. Protection of healthy ecosystems

Starting from the climate change mitigation objective,
the TEG has adopted a top-down process, first
identifying priority sectors (using the NACE industry
classification system?!4) in terms of the size of their
emissions, or where they have the potential to enable
substantial reductions. It then identified potential
activities, within each sector, that can make a significant
contribution to mitigation. For each of these, it provides
technical screening criteria — emissions thresholds from
energy generation, or emissions reduction trajectories for
livestock production, for example. The Taxonomy report
provides a list of 72 economic activities with substantial
contribution to mitigation.

For the climate change adaptation objective, the TEG
proposed three principles to define activities with
substantial contribution to adaptation. These activities
are required to: reduce all material physical climate risks
to the extent possible; not adversely affect adaptation

Box 2: The EU Taxonomy Development Process

In December 2016, the EU High-Level Expert Group
(HLEG) on Sustainable Finance was established. Its final
report, published in January 2018, formed the basis of the
EU’s Action Plan on Financing Sustainable Growth, and
the first of its key recommendations was to “establish and
maintain a common sustainability taxonomy at the EU
level”.

In March 2018, the European Commission passed the
Action Plan; and it created the Technical Expert Group
(TEG) in May. The TEG was made up of 35 members from
civil society, academia, business and finance. It was
mandated to make recommendations for the Taxonomy.

In June 2019, the TEG published its first technical report
on the Taxonomy, which explains its conceptual approach,
the underlying methodology, technical screening criteria for
climate change mitigation activities (environmental
objective 1), use cases and expected economic impacts.

In December 2019, the European Council and the
European Parliament reached political agreement on the
EU Taxonomy Regulation, meaning that its provisions will
come into force at the end of December 2021.1!

In March 2020, TEG’s final report was published with
additional details on the proposed climate change
adaptation criteria (environmental objective 2), and
guidance on what companies and financial institutions can
disclose to demonstrate EU Taxonomy alignment.

The European Commission is currently working on the
development of the delegate acts supporting the regulation,
which will set out the criteria for objective 1 and 2 and are
expected to be published by December 2020. The
Commission is also seeking to establish a Platform on
Sustainable Finance, which takes over from TEG, to
provide criteria on environmental objectives 3-6 for an
extended Taxonomy.

Representatives of FTSE Russell and London Stock
Exchange Group participated as members of both the
HLEG and the TEG.

11 European Commission (2020). https://data.consilium.europa.eu/doc/document/ST-5639-2020-INIT/en/pdf

12 hitps://ec.europa.eu/info/publications/180308-action-plan-sustainable-growth_en.

13 European Commission (2020). TEG Final Report on the EU Taxonomy https://ec.europa.eu/info/publications/sustainable-finance-teg-taxonomy _en.

14 NACE (Nomenclature générale des Activités économiques dans les Communautés Européennes) is an industry classification system used in the
European Union to collect and present statistical data on economic activities such as production, employment and national accounts. The use of NACE
is mandatory within the European Statistical System. https://ec.europa.eu/eurostat/web/products-manuals-and-guidelines/-/KS-RA-07-015
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efforts by others; and have adequate indictors to demonstrate adaptation-related outcomes. The
Taxonomy report includes 70 economic activities with substantial contribution to adaptation, 68 of
which are also activities with substantial contribution to mitigation.

The TEG has stressed that the technical report is not the last word on the screening criteria. The
proposed criteria will be reviewed by the Commission for inclusion in draft Delegated Acts
supporting the regulation, which will be opened to consultation with stakeholders. The final
Delegated Acts covering objectives 1 and 2 are expected to be published by December 2020.
The criteria established through the delegated acts are also expected to be subject to periodic
revisions, and further criteria will be developed for activities contributing to the other four
environmental objectives.1®

Box 3: Compliance with the Proposed EU Taxonomy

To qualify as “environmentally sustainable” under the proposed EU Taxonomy, an activity
must meet all three requirements below:

1. Make a substantial contribution to one of the six environmental objectives (such as
mitigation or adaptation activities discussed above);

2. Do no significant harm (DNSH) to the other five environmental objectives;

3. Meet minimal social safeguards (aligning with the OECD Guidelines on Multinational
Enterprises, the UN Guiding Principles on Business and Human Rights, and ILO
Conventions on Labor Standards)

Disclosure obligations

To drive the adoption of the Taxonomy, the EU Taxonomy Regulation imposes a number of
obligations on companies that offer investment products for sale within the EU, and on companies
within scope of the EU Non-Financial Reporting Directive (NFRD). These obligations are phased in
from 2022 onwards, with full applicability by 2023.

Financial and non-financial companies that are required to report information under the scope of
the EU’s Non-Financial Reporting Directive (NFRD) will have to disclose whether, and to what
extent, their activities are associated with environmentally sustainable economic activities. These
disclosures should include the proportion of their turnover, capital expenditures (capex) and
operational expenditures (opex) that are aligned with the Taxonomy. The regulation applies to
around 6,000 large companies and groups across the EU.¢

Financial market participants, who offer financial products in the EU that are intended for
environmentally sustainable investments, or that promote environmental objectives, will be required
to disclose how, and to what extent, the underlying investments support economic activities that are
aligned with the EU Taxonomy. This includes disclosures on the environmental objective(s) to
which the underlying investments contribute, and the share of investments that are aligned with the
EU Taxonomy. Turnover, capex and opex associated with Taxonomy-aligned activities can be used
to calculate the proportion of underlying investments that are Taxonomy-aligned.

5 The final Delegated Acts for environmental objective 3-6 will be published by December 2021.
16 hitps://ec.europa.eu/info/business-economy-euro/company-reporting-and-auditing/company-reporting/non-financial-reporting_en.
17 European Commission (2020). https://data.consilium.europa.eu/doc/document/ST-5639-2020-INIT/en/pdf
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Other financial products will need to state that “The investments underlying this financial product
do not take into account the EU criteria for environmentally sustainable investments.”

We expect that regulations surrounding disclosure against the Taxonomy will over time generate
much greater volumes of data—and higher quality data—about sustainable economic activity.
This data will facilitate more sophisticated analytics that will help investors anticipate and respond
to emerging trends in the green economy. In turn, these will help to inform policymakers as they
seek to encourage investment that facilitates the transition to sustainable global economy.

However until companies globally, not only those in the EU, provide full transparency on the
extent to which taxonomy-aligned activities contribute to their revenues and capital expenditures,
it will prove challenging to precisely measure the green exposure of global investment portfolios
and calculate the size of the green economy.'® The requirement for related disclosure by
companies covered by the EU’s Non-Financial Reporting Directive will, over time, address this
issue (at least for companies covered by the NFRD), but it is likely to take time for standardized
disclosures to emerge. Investors must, therefore, choose datasets that provide the best proxy to
measure alignment with the EU Taxonomy.

8 See more details https://www.unpri.org/download?ac=11506
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Section 3: FTSE Russell’s Green Revenues
Classification System (GRCS)

FTSE Russell’'s Green Revenues Classification System (GRCS) was created to help investors and
financial markets to better identify companies with green products and services, track their performance
and facilitate the construction of financial products that seek exposure to such companies.

It offers a practical solution to the challenges that financial market participants face in complying with
the EU Taxonomy Regulation. Indeed, in undertaking its financial impact assessment of the Taxonomy,
the Joint Research Centre of the European Commission used the FTSE Russell Green Revenues data
to estimate the share of financial investments that are currently funding EU Taxonomy-eligible
activities.*®

The GRCS identifies green products and services across the whole value chain covering 10 green
sectors, 64 subsectors and 133 micro sectors (see Figure 2), based on seven environmental
objectives—all six environmental objectives set by the European Commission, plus “sustainable and
efficient agriculture.”

Figure 2 The Green Revenues Classification System 2.0
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19 European Commission Joint Research Centre (2019), The EU Sustainability Taxonomy: a Financial Impact Assessment
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The GRCS is developed with guidance and input from the FTSE Russell Green Industries Advisory
Committee?°, consisting of senior and leading expert members from the investment community, ensuring
that the classification system follows best practice and addresses market needs.

Over 16,000 equities across 50 developed and emerging markets are assessed and categorized against
the GRCS as part of the FTSE Russell Green Revenues dataset. Approximately 3,000 of these companies
are identified as being engaged in providing green products and services. For these companies, the Green
Revenues dataset provides a detailed breakdown of green activities and associated revenues, as well as an
overall company green revenue estimate. This is compiled through a thorough research process in a series

of steps

Box 4: Example — Green Revenues from
General Electric

The industrial multinational General Electric
(GE) categorizes its business into eight
segments and reports revenues.

Revenues from renewable energy and
lighting segments, which fully qualify under
GRCS, and separately disclosed revenue
from locomotives manufactures (0.7%) in
the transportation segment, result in GE’s
9.7% minimum green revenue. By adding
the full revenue from the power and
transportation segments (which contain
both green and non-green activities) the
maximum green revenue is established at
33.9%.

Information such as technology types,
numbers of product lines and revenues at
acquisition are then used to estimate green
revenues from the power and transportation
segments at 5.9% and 0.8%, respectively.
Adding this to the revenue from the fully
green segments yields the more precise
company-specific green revenue
estimate of 15.7% (see Appendix 1 for
more details).

Because all of GE’s activities that qualify
under the GRCS are also eligible under the
EU Taxonomy, this also represents the
estimate of GE’s EU taxonomy-aligned
revenue (see Section 4).

1. Semantic screening.

The first stage is an automated “big data” step. Keywords
based on the GRCS such as “biofuel” or “electric
vehicles” are being used for automated screening of
corporate disclosures to identify companies involved in
green business activities. Any companies with matches
are then verified by analysts for actual involvement in
products or services that qualify under the GRCS.

2. Business segments identification.

For those companies, where involvement of green
products or services is confirmed, the company-reported
business segments are analyzed and microsectors under
the GRCS classification are attached to the relevant
segments. In this process, analysts will also assess each
reported segment to determine whether it contains: (a) no
green activities; (b) a mix of green and non-green
activities; or (c) only green activities. This provides the
basis for determining minimum green revenues
(=revenue from category ¢ segments) and maximum
green revenues (=revenue from category b and ¢
segments) for each company, which are directly based
on corporate disclosures.

3. Micro-sector breakdown.

For the lion’s share of companies with green revenues,
public disclosures will be insufficient to determine exact
revenues from individual types of green business
activities (green ‘micro sectors’). This is because revenue
segments reported by companies typically aggregate
multiple green activities (say ‘renewables’ comprising
wind, solar and biomass), or both green and non-green
business activities (say ‘power generation’ consisting of
gas, solar and hydro power). This prevents not only a
granular revenue breakdown across green activities, but
in many cases makes it difficult to establish the overall
green revenue for a company.

20 FTSE Russell Green Industries Advisory Committee (formally the ‘FTSE Environmental Markets Advisory Committee’) includes members of
the global investment community, including asset managers and banks, as well as technical experts in environmental industries. The
Committee is currently chaired by Jack Ehnes, CEO of CalSTRS, and includes, or has included members with expertise from Aberdeen
Standard Investment