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A Climate Impact Management System for Financial Institutions

1. Introduction

Climate finance target setting initiatives are on the rise. Over the past few years and especially since the

Paris Agreement, there have been a growing number of financial sector initiatives either focused on climate

targets (e.g. Net Zero Asset Owner Alliance, Science-based Targets Initiative) or specific climate-related

strategies (e.g. Coal Divest, Climate Action 100+ for engagement). Net-Zero targets have also been gaining

traction in the recent months. Meanwhile, policy makers worldwide are starting to explore how regulatory

frameworks could accommodate raising climate concerns i disclosure regulations, national and international

| abelling schemes for impactful products, etc. Most of
alignmentd, the idea of reachi ng @rageoompaayssiirntliineavth of t he p
climate scenarios, directly inherited from the Paris Agreement.

A commitment to align portfolios with the Paris Agreement needs to be, in practice, a commitment to

influence the real economy. Article 2.1c of the Paris Agreement c al | s u p o make finencialfiowd d t o
consistent with a pathway towards low greenhouse gas emissions and climate-resilient development. 0 , whi |l e
Article 2.1a enacts the need to drastically reduce real world GHG emissions. In a context where the real
economy is not aligned with t radnginteidoon apsa tah viad ynsa,n ci ead o mi
acknowledging the crucial role of the finance sector in contributing to real world decarbonization. A commitment

to align portfolios with the Paris Agreement needs to be, in practice, a commitment to influence the real economy.

Impact of most common target setting initiatives is rarely tested. To date, however, there has been limited

focus on understanding the ultimate impact of these initiatives and associated specific actions on greenhouse

gas (GHG) emissions reductions in the real economy. Much of the &6ésuccessd of the s
the ability of financial institutions ©s wdebacbomatze
some form T independent of the extent to which this leads to decarbonization in the economy more generally.

While alignment is a valuable strategy for various purposes (e.g. risk management), its effectiveness in causing
decarbonization in the real economy is largely debatable, and conditional?.

There is a pressing need for impact frameworks. At a time when we need urgent, immediate action in order

to remain well-below the 2° limit by the end of the century, the financial sector in turn requires frameworks for

setting up climate strategies specifically designed to contribute to climate change mitigation. Multiple challenges

pave the way to impactful climate action, that such frameworks must help financial institutions to navigate. Two

such challenges are particularly hard to cope with. First, the long-known difficulty of measuring the impact of

financial institutions on the real economy. Second, the existence of numerous constraints that restrain financial

institutit ons & i mpact potenti al (e. g. l ack of internal capaci
challenges are discussed in Section 2 of this report.

This report introduces an Impact Management System that will enable financial institutions to meet these
challenges and leverage their strengths to actively contribute to climate change mitigation. The framework
specifically guides Fls in defining the best possible contribution that they can make to climate change mitigation,
based on available scientific evidence and their specific constraints; in planning for this contribution and
continuously improving it; and in communicating accurately about it. In short, we outline below a process for
how financial institutions can best use the resources at their disposal to have an impact on climate change
mitigation?.

The framework is primarily for financial institutions (of any kind or impact potential) but can also inform the
development of labelling or certification schemes for financial products. It can be particularly helpful for financial

institutions that undertook long-term Net Zero commitments and want to set up short-term plans to actively

contribute to these commitments. The framework can be applied at the product, business line, or institutional

level.

The Impact Management System builds on existing standards and framework, such as the 1SO 14097 and

14001, the Eco Management and Audit Scheme (EMAS) , t he | mpact Management Proj

! https://2degrees-investing.org/blogs/aligning-with-climate-goals-vs-contributing/
2 Note that the process discussed in this report is not prescriptive as to the ambition expected of financial institutions. It only applies in cases
where financial institutions want to contribute to climate goals or are claiming to do so.
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and references various tools and guidance documents that can assist Fls in the process of setting up impact-
based climate strategies.

What the Impact
Management System is

. .. -

Guidance on how to maximize Guidance on how to

Fls impact potential based on measure Fls’ impact on GHG <

scientific evidence emissions
Guidance on how to _se’f targets Guidance on how to set co
O ortfolio alignment targets 2

reductions in the real world o & m
G,mdelme_s for any EI., whatever Guidelines for impact

its exp_erlence wit lr_npact or investors only g

impact potential

The report is structured as follows.

Section 2 discusses the premise on which these guidelines are built and the challenges that arise from it. It then
proposes that these challenges are best answered by defining principles to guide any impact management
exercise, on which the Impact Management System is based. Section 3 sets out the Impact Management
System and outlines potential steps for a financial institution that wishes to maximize its climate contribution.
Finally, Section 4 provides guidance on how each of the steps of the framework can be performed. Links are
also included in Section 3 to the relevant guidance sheets in Section 4.

Glossary & Commonly used acronyms

Impact of a financial institution ~ (FI) on climate change mitigation: The change that the FI causes in the real world that
directly or indirectly influences GHG emissions. This impact can be positive (reduction of emissions) or negative (increase

in emissions). In the rest of this document, we refer to @i mp
Financial i nst i t utodlimate@nge mitigationi Aggrdgateoonthe actions deployed by the FI that caused

changes in the real world.

Climate Action : The specific initiatives of the financial institution to cause reductions in real-world GHG emissions.

Impact mechanism : The mechanisms through which climate actions can deliver impact.

Output of aclimate action : The change arising from the financi al institutdi

Outcome of a climate action : The measurable change observed in the activities of the investee, as a result of the output.

Level of evidence : Quality of the evidence available in the scientific literature as to the ability of a climate action to yield an
impact.

Impact potential maximization : Maximization of the expected impact of an organization, branch or product, the expected
impact being defined as the probability of having an impact multiplied by the scale of the impact.

AOOI: Action, Output, Outcome, Impact.

Fl: Financial Institution
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2. Key premise & challenges to
managing impact

In this Section, we (i) discuss the premise on which these guidelines are built and (ii) discuss the challenges
that arise from it. We then suggest that these challenges are best answered by defining principles to guide any
impact management exercise. The management system outlined in Section 3 is built around these key
principles.

Key premise: An impact management system should be science
based.

These guidelines are built on a key premise: An impact management system should be science  -based, in
the sense that it must be based on a scientific approach, both in terms of the objective it pursues and the
actions it deploys to reach it.

What is a sci ence-based objective to pursue? Climate change mitigation implies drastically reducing our
anthropic emissions®. Financial institutions have significant influence over emitting companies in all economic
sectors. A science -based objective for financial ins titutions (FIs) is thus to leverage their influence over

these emitting companies to trigger emission reductions in the real economy 4, It is this noti
t he

change in real world emissionso that #9%s captured i

What does it me arftobeosciende |-basid?arhigd means, sn our view, two things. First, basing
each acti on AOOI (Actiod @utput®etecbmeilmpact) chaind, i . e .ition ofithe cdusaf chain
that is expected to link the action with its impact. This ensures that the impact of the action is well thought
through, and that the variables that need to be assessed to track its effectiveness are known. Second, where
evidencei s avail abl esbalseidrog mesaqisedf@aaet oring this evide
is not available, implementing actions whose effectiveness can be scientifically assessed and contributing to
assessing it.

Such a scientific grounding ensures, first, that the strategy that is deployed has the best possible chances

to contribute to climate change mitigation ; and, second, that best practices are not discouraged . Indeed,
we fear that if claiming contribution to climate change mitigation without any backing is permitted, no ambitious
actions will ever be undertaken. If narratives and demonstrable theories are given the same weight, it
undermines the possibility that the latter ever become more than theories. For these two reasons, we consider
that an impact management system should be based on the best available science. For the same reasons,
communication practices associated to climate strategies should also be fair and accurate, reflecting the current
state of science.

The unique characteristics of financial portfolios present challenges when it comes to deploying such a science-

based approach. We summarize these challenges below. We suggest that these challenges are best answered
by defining principles to guide any impact management exercise.

Challenge 1. We cannot systematically measure the impact of financial
institutions on the real economy.

It is unlikely that we can ever systematically measure the impact of individual financial institutions on

n

nec

on

the real economy , due to theiri ndi r ect contr ol oviMeasoveBsgeesnpaatdi av

identifying a causal l'ink between the actions of
This can only be done in very specific experimental settings and likel y not i n fAnatur al

3 https://www.ipcc.ch/sr15/

4 Such a conclusion is in line with the understanding of most practitioners: https://2degrees-investing.org/wp-
content/uploads/2021/02/2ii_E41_Stakeholder Feedback.pdf

5 See Section 4 for a more detailed definition of the notion.

6 See Section 4 for a detailed definition of the notion.

a
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parameters influence the investeesdé decisions (oil pri
behavioral change, etc.).

An analogy to medical studies, in which Fls are the doctor and investees the patients, can prove helpful in
understanding this limitation (see Figure 1). We donothavefimet hodol ogi eso for fAmeasur
medication each time a sick person takes it. When wanting to assess the impact of a medication, we set up an
Afexperimentod to AassessO the i mpact of the therarketdtt i on o
is the same for FIsd impact. What we should aim for 1is
in controlled settings, so as to identify the ones that are likely to be effective. Instead of measuring its impact, a

Fl could then maximize the impact expectation’.

“MEASUREMENT” OF IMPACT? ASSESSMENT OF EFFECTIVENESS N\

pe EX-ANTE ¢
CONTROLLED
. , » TRIALS \
\» /
MEASUREMENT
O (7 METHODOLOGY

1 <l
278 !

-

Figure 1 The example of medical studies: Assessing the effectiveness of a medication via controlled trial rather than
measuring its impact.

The implications of this impossibility in terms of impact management are important: only the means deployed to
contribute to climate improvements and the changes in the real economy can be monitored, while the impact of
the Fl itself cannot be isolated in most cases. The best that a financial institution can do is thus maximize the
expected 7 impact of its portfolios, by deployi ng necessary means, rather than systematically
demonstrating itsimpact i although data on outcomes needs to be collected to contribute to evidence building.

An FIl 6s i mpact on climate change cannot be howdotveemat i c a
maxi mi ze an FIl &s i mpact potenti al wi t h orhig carbbe idong bya b | e 1
implementing in priority actions that have proven impactful in the past; and, for when research is lacking, strictly

defining the expected causal chain of the actions to be implemented and deploying the necessary efforts to

building evidence as to their effectiveness 1 more on this below.

Challenge 2. Attribution is not all what matters: Leveraging collective
actions.

”In the mathematical sense: product of the probability of an event occurring, here the probability of having an impact, and the value
corresponding with the actual observed occurrence of the event, here the scale of the impact.
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Rel ated to the first challenge (impossibility, i n most
ability to fAattributed the observed impact to an indivi
financial institution over real-world companies is at best indirect. Listed equity is the most typical example: a
single transaction of a companydés share on the seconda
However, a mass selling will likely prompt a significant reaction from the management. Similarly, the
effectiveness of policy advocacy, whereby investors join forces to influence policy makers, often cannot be

credited to a single one of them. Yet, these impact channels i and similar others, if leveraged collectively by
financial actors, can potentially lead to a way | arger
e.g. the growth of a green start up thanks to a conces:
measurable impact may favor approaches that work on improving the world one step at a time, at the cost of
approaches that enalbPle systemic changes. 0

Thus, in order to maximize your impact as a financial institution, it is important to adopt a holistic view and avoid
excluding mechanisms that do not have the potential for
potenti al 0 adraging the poyer dDf callestivd, /nergetic action.

Where attribution is not an option, as for secondary market investments, a first step is to set out a clear theory
of change on how the investment is expected to impact the real economy, along with identifying the assumptions
and external factors that success depends upon (e.g. synergetic actions of other investors, consumer pressure,
etc.)®. This will allow the FI to implement all necessary complementary actions (e.g. engaging other Fls,
launching consumer awareness campaigns) to maximize the chances of generating a large scale impact. As a
second step, monitoring the outputs and outcomes of the action (even if causality cannot be tested) is critical to
testing whether the theory of change worked or not in the long run and thus generating new scientific insights

on the effectiveness of collective actions. Quoting FI
assessments, transparency on assumptions, and a healthy
Yet , if an FI wants to fisell 06 its climate strategy as
conditional t o otihthere neads tobesenie pafte af thesactiomptan that explore how the Fi

can generate impact on its own, and if/how it can demonstrate this impact.

As such, to conciliate both the need for honest communication and for harnessing all possible sources of impact,

Amaxi mi zing your i mp a puttingghe engphasis ca hations timwvhave the s : potdniial) to
generate impact on their own 1 and, whenever possible, for which supporting evidence exists, (ii)
implementing actions that, in the right supporting environment, can lead to collective impact . In both

cases, formalization of a clear theory of change is paramount.

Challenge 3. Financial institutions face external and internal
constraints that limit their ability to take impact -focused actions.

The third key challenge is that financial institutions face external and internal constraints that | imit their
ability to take impact -focused actions. Such constraints can be:

1 External: regulatory and market constraints, etc.;
1 Internal: organizational expertise and capacity, financial resources, aim to gain return, internal incentive
schemes, current balance sheet composition, etc.

Due to these constraints, the actions that have the highest impact potential cannot always be implemented by
financial institutions, at least not right away. For example, an FI might determine that engaging closely with the
top emitters in its portfolios might be the most relevant action to do but lack human resources to do it properly.
As each institution faces a unique set of constraints, a one-size-fit-all approach is not appropriate.

Consequently, a crucial phase of setting a climate strategy is the identification of all constraints specific to the
institution, business line or product whose impact potential is to be maximized, both internal and external. This
allows for the identification of actions that (i) are applicable given the constraints and (ii) have the highest
expected impact, so as to maximize the impact potential of the FI aénslerqoostrainf. ol i os

8 https://www.linkedin.com/pulse/does-impact-need-measurable-count-intentional-florian-heeb/
® This approach is recommended in the ISO 14097



A Climate Impact Management System for Financial Institutions

These constraints determine Flsé ability to impact the
system applied to financial activities is thus an obligation to continuously work on lifting the barriers to actions,

S0 as to increase their impact potential year on year. Information gathered through this continuous improvement

process could also be used to bridge the current research gaps and strengthen stakeholder collective
understanding on the most promising actions.

Finally, communication practices need to reflect the three above -mentioned challenges: the
impossibility of measuring impact, the difference between attributable and collective impact, and the
fact that FIsd maxi mal i mpact p o tioasdeperalihg om the constmintg r eat | y

that each face. For example, the fact that the impact of a fund entirely invested in liquid equity highly depends

on the co-action of other Fls, and is thus indirect, as opposed to that of an alternative investment fund which is
much more direct and fiattributabled to the product,
communication.

From these three key challenges arise three key principles that could represent the foundations of an impact
management system for financial institutions:

Maximization of the impact potential under constraints

Continuous improvement , both in terms of ability to take actions and contribution to research
progression
9 Appropriate communication

1
1

FIsO6 climate | mpact: | deal vs. fea
For the reader to better understand the implications of the above-listed challenges on impact management, we

summarizeinFigure 2t he di fference bedwaereln famr Amareadiond rRlims 6 i mpa
and a feasible solution. It is towards this feasible solution that we intend to progress with this first report.

What would have been
ideal What is feasible

Fls’ impact can be Fls’ impact potential can be
@ systematically measured in maximised based on logic
GHG emissions reductions and evidence

ﬁ}\

i d Achievement of ends target '_'[I\-,
CO, £ R S ENEEID ) 2l cannot be proven, targets on [ @
i (GHG emissions reductions) means need to be added b
(,/ GHG .em|SS|0n scores and Certification schemes flag
derived labels clearly . .
. ). , impact-maximising products
indicate Fls’ impact to their to clients ” “
clients
- Fls can communicate their s communlca.te. on thet"
“ efforts to maximise their

impact to their clients in
FARY terms of GHG emissions

impact potential and on
associated evidence

HE©®

Figure 2 Ideal vs. feasible impact management systems.

3. A climate impact management
system for Fls
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° Ambition

© initial diagnostic

1. Assess your portfolios’ current alignment & implemented actions

2. Finding the “maximal impact potential”

Understand the
constraints that restrain
action potential

Understand universe of

climate actions &
associated evidence

Define a bucket of
feasible climate actions

3. Defining targeted companies
Understand transition hot spots

Understand companies’ current
performance & transition / growth
options

Select a universe of target companies

Define desired
outcomes

Match climate
actions with desired
outcomes

Define the excepted
AOOQI chain for each
action

Review

Disclose &
Communicate

Tracking the change in investee
alignment (observed AOOI for
each action)

*Sharing the data with
researchers to improve evidence

Actively working towards
lifting constraints to action

Re-assessing companies’
transition pathways

Communication of the Climate
Contribution Strategy

Introducing the impact management system

The Section below outlines the steps that could be followed by a financial institution wanting to manage and

maximize its impact potential.

Links to guidance on how to implement the step are embedded in the document. The framework draws on the
existing management system standards discussed in Annex 1.
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The framework can be applied to a variety of cases: specific financial products, branches of a financial institution,
or a whole institution. The below text is written to reflect the application to the whole institution, but the same
steps and principles would apply in the case of single products.

o Ambition o Act
Maximizing the &
contribution to climate
change mitigation

Initial
diagnostic

Implementing the
action plan

+ Tracking actions
implemented &
Planning for the their outcomes
actions * Reassessing
alignment

Plan Check

Assessing:
» Current alignment Principle of
+ External & internal continuous
constraints improvement

) Disclose &
o Review Communicate

* Options for action

Figure 3 An impact management system for financial institutions (Source: Authors, based on the standards discussed in
Annex 1).

€@ Ambition

The first step of the process is to define the ambition of the impact strategy that is going to be developed.

The ambition that the framework allows to operationalize is that of the maximization of the impact potential
(see Section 2) of the financial institution on the real economy.

In this first step, the FI should thus articulate this ambition in a dedicated document.

Initial diagnostic

10
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1. Assess your portfolios’ current alignment & implemented actions

2. Finding the “maximal impact potential” 3. Defining targeted companies

Understand transition hot spots
Understand universe of Understand the @

climate actions & constraints that restrain Understand companies’ current

performance & transition / growth
options

associated evidence action potential

T -
. Ay
\\J Define a bucket of g Select a universe of target companies
feasible climate actions a}
=

The second step of the process is an initial diagnostic , with the sub-steps as follows:
Assess your portfoliosd current alignment and i mpl ement

First, the FI needs to understand its initial contribution to climate improvements. This could be done by:

i Understanding the climate actions already implemented  in existing portfolios and the evidence
that exists regarding their ability to drive improvement s i n i nvest®deyo ftlnath av i or
actionso currently implemented (e.g. | obbying agali

The FI will thereby understand its current contribution to climate change mitigation. Learn more in
guidance sheet A & B.

1 Understanding the overall alignment of its portfolios with climate scenarios , as well as the
sectors and companies that the institution is currently exposed to (either contributing to
climate change or to climate solutions). The FI will thereby understand what priority sectors and
companies it should target with future actions. Learn more about how this could be done in Guidance
sheet D.

Once the current performance of the financial institution is clarified, options for improvement need to be
identified. Two di mensi on scontilugod tdreal-word cleangpsl(i@.rwbad impatthe F1 ¢
mechanisms the FI can mobilize given its constraints), and the real-world improvements that these
contributions aim to bring about.

7

Finding the oO0OMaxi mal i mpact potential o

The objective of this step is to find a trade-off between actions with a high or promising impact potential and
constraints that restrain the ability of the institution to implement the actions. The diagnostic thus needs to cover
both aspects:

1 Identification of all actions applicable to the FI , of the AOOI chains associated to each action
(including defining the scale of the impact that they could generate), and of the existing evidence
as to their ability to drive the necessary changes in the real economy. At the end of this exercise,
the FI should have a clear understanding of the climate actions it could take, associated
evidence of effectiveness, the conditions under which they can work, and the scale of the
impact that they are likely to generate if th ey work . Decisions regarding which actions to
implement will consider all these factors. Learn more about how to do this and crucial elements to
consider in guidance sheet A & B.

i Identification of all constraints applicable to the FI that restrain the set of actions that can be
applied or i mpl ementation modalities. These <can

WEMASwording:fiGi ve a picture of the organizationds current environmental p
environmental management)o ;ldenfify direct and indirecte nvi r onment al aspects and i mpactso

11
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expectations, etc.) or internal constraints (HR resources, financial resources, etc.).1! Factors that
suppor t cl i mate actionso6 i mpl elmamniore inigudancecshertCal so be

Finally, by crossing actions with constraints, the current i ma x i ma | i mp a ootthe nstituteom c¢an ke | 0
identified. This m aximal impact potential corresponds to a set of actions that the FI can implement, as
well as their ideal implementation modalities.

This maximal impact potential represents the most ambitious yet feasible climate performance that the FI should
strive for when defining their impact strategy.

Defining targeted outcomes

In this step, the FI needs to understand how the investees in its portfolio currently contributing to climate change
need to evolve to align with climate transition pathways. Detailed planning of the changes that the FI wants to
trigger in investeesd activities wild.l b gectivedsrsithplycta getd i n t
a high-level understanding of required changes and relevant companies. Fls also need to understand the sectors
and companies that the institution is currently not financing but contribute to climate solutions. Learn more about

the step in guidance sheet D.

Plan

The Plan step *? relates to identifying the FI impact targets. We consider the Fl impact targets to have two
dimensions:
f The actions to be i mplemented, thereafter called th
i The real-world climate improvements that the Fl aims at triggering with these actions, thereafter called
the AOutcome targeto

This step therefore relates to identifying aspects of both dimensions and carrying out a matching exercise
between the two dimensions, so that each action to be implemented is assigned to the outcome(s) it aims at
triggering.

L EMASwording:i dentify the fAexternal and internal i ssueso that can positi v
management systemo; ADetermine the needesntainfdy exprlcitaahbloensl eedali nrteq wisi
12 Similar to what is called in the EMAS framework i St r uct uri ng your Environmentdefihingd@anagement Sys
environmental policy and ;amdinehe NSO 14097 Men ti anlat pr cgorlaiddewdyi maatde acti on pl a
and documentationo
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