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Elements of credible corporate

climate transition plans

This chapter presents ten elements of credible corporate transition plans,
building on the review of existing approaches to transition plans in Chapter
2 and the challenges encountered by market actors that are identified in
Chapter 3. Most existing transition plan approaches cover the following
elements: net-zero and interim targets; performance metrics and Key
Performance Indicators (KPIs); carbon credits and offsets; actions towards
implementation; internal coherence with the company’s business plan;
governance and accountability; and transparency and verification. Other
elements are largely underdeveloped in existing approaches but are
elaborated in this Guidance. They include: consideration of non-climate-
related sustainability impacts; integration of corporate transition plans with
other sustainable finance tools and tools for Responsible Business Conduct
(RBC); just transition aspects; information on prevention of carbon-intensive
lock-in; and, where appropriate, tailored approaches for micro, small and
medium-sized enterprises (MSMESs) and certain companies in emerging
markets and developing economies (EMDES).
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4.1. Transition plans as part of the broader sustainable finance toolbox

An important starting point for the Guidance is the recognition of existing tools and frameworks, both in
transition and sustainable finance. Tools like taxonomies, sectoral pathways, technology roadmaps, and
reporting standards are all relevant to and can increase the credibility and comparability of corporate
transition plans. Conversely, credible corporate transition plans can minimise the risk of greenwashing in
transition finance approaches and transactions by helping to ensure that there is a credible whole-of-entity
transition strategy in place, supporting the issuance of relevant financial instruments. In this sense, the
Guidance builds on and connects different tools and frameworks, including existing transition and
sustainable finance approaches, and helps promote and ensure credible corporate transition plans to
minimise the risk of greenwashing in transition finance.

The most relevant tools are shown in Figure 4.1 and discussed further below. Figure 4.1 does not aim to
present an exhaustive list of all tools and frameworks that exist in sustainable finance. Instead, it focuses
on those on the real economy side that can help increase the credibility of corporate transition plans, and
the ones on the financial markets side that can most benefit from such plans.' They include (i) sectoral
pathways; (ii) taxonomies; (iii) technology roadmaps; and (iv) corporate sustainability reporting standards.
Sectoral pathways, taxonomies, and technology roadmaps are important inputs for the development of
credible corporate transition plans. Corporate sustainability reporting standards form an integral part of
corporate transition plans, as they deal with key elements of disclosure that also form part of credible
corporate transition plans: All credible corporate transition plans will include elements that are also
required, with varying levels of stringency or prescriptiveness, by existing sustainability reporting standards
(for example, performance metrics and KPIs). Conversely, only a sub-set of sustainability reporting
standards, such as the one being developed by the European Financial Reporting Advisory Group
(EFRAG) at EU-level, requires the development of corporate transition plans. Corporate transition plans
and the related corporate sustainability disclosure, in turn, are crucial inputs for financial market
participants, as they make the link between the real economy and financial markets that is needed to help
market actors identify credible transition investments, and develop relevant financial instruments, climate
alignment tools, etc.

Figure 4.1. Overview of relevant sustainable and transition finance tools and frameworks
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Specifically, they can inform financial market participants and financial markets in the following ways:

e The adoption of credible transition plans by corporates can help enable the financing of
decarbonisation actions by providing financial market participants with confidence in the
corporate’s commitment to decarbonise. Hence, the corporate will be able to issue sustainable
debt or raise equity, in the form of sustainability-linked bonds or loans, transition bonds, green
bonds or loans, or other instruments, backed by a credible whole-of-entity strategy.

e Credible corporate transition plans facilitate the assessment by financial market participants of
climate-related financial risk stemming from proposed actions, or inaction, of corporates who may
be exposed to transition risk. It also allows financial market participants to assess the climate-
related investment opportunities available for different corporates.

e Elements of credible corporate transition plans can be useful building blocks for measuring asset-
or portfolio-level climate alignment through dedicated tools and methodologies. This is further
explored, for instance, in (Noels and Jachnik, forthcomingi). The Net-Zero Asset Owner Alliance’s
Target Setting Protocol also recognises this connection when stating that portfolio alignment will
be achieved through a mixture of capital reallocation, best-in-class, and investing in climate
solutions, alongside, for example, the use of sectoral pathways (UNEP, 2022)).

4.1.1. Sectoral pathways

Sectoral pathways offer sector-specific trajectories for reducing emissions and consider the specific
technological advances and hurdles of different sectors. Sector-specific decarbonisation pathways are
often based on underlying scenarios, such as the International Energy Agency (IEA) or One Earth Climate
Model scenarios (see, for example, (Teske et al., 2020)), (TPI, 20224)). For instance, the Net Zero Asset
Owner Alliance have developed sectoral pathways to support their 5-year intermediate targets on the
pathways towards 1.5°C (Teske et al., 20203)).

Sector pathways are particularly important for hard-to-abate sectors where net-zero options are not always
immediately feasible or available. They offer a reference point for environmental ambition and credibility.
For example, Germany implemented annual emission reduction targets for key sectors, including energy,
transport, industry, and agriculture, in its proposed pathway to net-zero emissions (Jeudy-Hugo, Lo Re
and Falduto, 20215)). However, broad sectoral scope and emissions coverage for economy-wide sectoral
pathways is still lacking, with several countries having unclear sectoral scopes for emissions (Jeudy-Hugo,
Lo Re and Falduto, 20215)).

4.1.2. Technology roadmaps

Moreover, sectoral pathways can inform sectoral technology roadmaps at national, regional, or global level.
They are roadmaps developed for specific sectors, which provide an indication of which technologies could
be used to achieve emission reduction targets along a decarbonisation pathway for the sector in question.
For instance, Japan’s Ministry of Economy, Trade and Industry has been developing comprehensive
technological roadmaps, describing transition and innovative technologies that contribute to net zero on a
pathway to 2050 for a number of hard-to-abate sectors, such as chemicals and steel. These roadmaps are
publicly available and cover seven industries to-date (METI, 2021)).

4.1.3. Sustainable, green and transition taxonomies

Sustainable, green and transition taxonomies are definitions for sustainable finance that aim to be
comprehensive classification systems (OECD, 2020(7)). They can either be primarily focused on defining
“green” economic activities which are aligned with a temperature or other environmental goals or focused
on transition activities which improve upon what is currently in place, or a combination of both. With respect
to transition activities, different approaches have been employed to strengthen their environmental
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credibility within taxonomies. The transition feature in taxonomies often refers to two types of activities:
(i) activities that are currently transitioning towards a net-zero status, with the ultimate objective of being
green, and (ii) activities that are enabling (activities in) the economy to transition towards sustainability
(NGFS, 2022g)). For example, the discussion paper of the Singaporean Green Finance Industry Task
Force on their taxonomy includes the condition that no green alternative can exist for the activity to be
considered a transition activity (MAS, 2022q)). Other approaches are less stringent; for example, the
Malaysian taxonomy requires companies to demonstrate commitment and willingness to transition to
sustainable operations (Bank Negara Malaysia, 20211q)). Lastly, under the EU Taxonomy, a number of
conditions should, according to the legal framework, apply to transition activities, namely: (i) there can be
no technologically and economically feasible low-carbon alternative; (ii) the activity has to have emission
levels that correspond to the best performance in the sector; (iii) it cannot hamper the development and
deployment of low-carbon alternatives; and (iv) it cannot lead to lock-in of carbon-intensive assets (EU,
2020r11)).

Both green and transition taxonomies can be used by financial market participants to assess the
environmental credibility of corporates’ planned capital expenditures, expenditures on research,
development and innovation, as well as, to a lesser extent, operating expenditures as part of their transition
strategies. This can also help them compare levels of ambition within and between economic regions and
sectors. Similarly, taxonomies can be used by corporates to set internal targets, support capital and
business planning towards their net-zero targets and provide confidence to financial market participants.
These measures are important because they offer insight into whether corporates are deploying sufficient
financial means to achieve the climate objectives set out in their disclosure and related transition plans.

One emerging issue in this area is the lack of international comparability of climate alignment approaches,
due to the diversity of approaches and underlying methodologies that are being used by different
jurisdictions. This was acknowledged by the G20 Sustainable Finance Working Group in 2021 as part of
their high-level principles for the future development of alignment approaches. Moreover, taxonomy
developers in EMDEs face the challenge of aligning with the principles or criteria of existing taxonomies
while also needing to align with local regulations that reflect their own development paths and growth
models, which are often at earlier stages of transition (NGFS, 2022;5)). Work is ongoing at international
level to enhance coordination and comparability across national and regional taxonomies, such as through
the IPSF’'s Common Ground Taxonomy (European Commission, 202212)) or the joint IMF-World Bank-
OECD-BIS operationalisation guidance of the high-level principles for sustainable finance alignment
approaches (IMF-World Bank-OECD-BIS, forthcomingi13)). These international coordination efforts can
strengthen the usefulness of taxonomies as part of corporate transition planning by increasing their
comparability at global level.

4.1.4. Corporate sustainability reporting standards

Sustainability disclosure or reporting standards can deliver a global baseline of sustainability-related
information for financial markets on companies’ sustainability-related risks and opportunities (IFRS,
20211141). Reporting standards on sustainability are currently being developed by the International
Sustainability Standards Board (ISSB), in order to provide financial market participants with information
about companies’ sustainability-related risks and opportunities. These reporting standards aim to offer an
overall framework for companies to disclose their environmental information, relevant for financial market
participants. Other sustainability-related frameworks have been developed, such as the Sustainability
Accounting Standards Board’s (SASB) framework, which offers both a sector-neutral and sector-specific
guidance, aiming to set standards for sustainability accounting (SASB, 2020p15). Beyond these global
initiatives, there are national-level reporting standards being developed, such as through the EU’s
Corporate Sustainability Reporting Directive (CSRD) (European Commission, n.d.;16)) or the proposed
climate-related disclosure by the United States Securities and Exchange Commission (SEC) (U.S. SEC,
20221171). These frameworks outline how companies should report on sustainability and environmental
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issues. Companies can utilise these frameworks to offer standardised sustainability reporting within their
transition plans, maximising comparability.

In this context, company-level metrics and targets are essential to assess and compare climate-related
risks and opportunities, as well as manage company performance against targets (TCFD, 2021p1g)). To
measure and track decarbonisation performance, either absolute greenhouse gas (GHG) emissions or
GHG emission intensity can be considered. Moreover, within this measurement, consensus seems to be
moving towards reporting against all GHG emission scopes to the extent possible, in order to offer a fair
assessment of a corporate’s performance, and despite the existing challenges associated with reporting
scope 3 emissions (see, for example, (SBTi, 2021p19)), (IFRS, 2022120)), (Noels and Jachnik, forthcomingy)).
However, companies’ practices regarding reporting on scope 3 emissions and including them in emission
reduction targets still vary significantly. For example, only around 36% of the emission reduction targets of
largest publicly traded companies analysed by the Net Zero Tracker cover scope 3 emissions (see
Figure 4.2 below) (Net Zero Tracker, 202221;). Similarly, recent analysis of climate-related strategies and
targets of 25 multinational companies shows that while scope 3 emissions accounted on average for 87%
of total emissions of the assessed companies, only 8 of them disclosed a moderate level of detail on their
plans to address them (New Climate Institute and Carbon Market Watch, 202222)).

Figure 4.2. Coverage of scope 3 emissions in corporate emission reduction targets
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Note: This is based on Net Zero Tracker's data collection of 2000 large publicly traded companies’ emission reduction targets (considering the
whole spectrum of targets, i.e., net-zero, zero-carbon, climate-neutral, etc.). Out of the 2000 companies analysed, 1041 have a target in place.
This chart illustrates the coverage of scope 3 emissions of targets in place. Their data collection is based on companies’ claims.

Source: Authors based on (Net Zero Tracker, 2022p21).

Naturally, for other environmental objectives different metrics will be more appropriate. Setting industry
standards for the use of metrics and calculation methodologies for different environmental objectives could
enable greater clarity for investors and comparability within sectors to assess environmental ambition.

4.2. Ten elements to ensure credibility

As set out in Chapter 2 and Annex B, several initiatives by industry, NGOs and think tanks provide
principles, analysis, guidance and frameworks on what constitutes a credible corporate transition plan,
such as (ACT, 201923;; CA100+, 202124;; CBI, 2021p13; CDP, 202112;; CPI, 2022(3;; GFANZ, 2021251; ICMA,
2020p26}; IFRS, 2022p213; IGCC, 202227;; SBTi, 202128; TCFD, 202137)). Based on literature review of such
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initiatives, insights from the dedicated OECD Industry Survey on Transition Finance and additional
consultations and interviews with public and private sector experts, this section provides guidance on the
elements of corporate transition plans that are crucial for both corporates and financial market participants
to drive meaningful progress towards net zero in a transparent and credible manner.

Transition plans are useful for corporates to explain their goals, commitments, actions and progress
towards climate action and sustainability, as well as how they maintain financial performance and
competitiveness during their transition. Credible corporate transition plans also allow financial market
participants to have a sufficiently robust basis to make informed investment decisions, thereby reducing
the risk of greenwashing, and to better manage their own transition risks while harnessing transition
opportunities. It is worth noting that, while this Guidance focuses on non-financial corporates, financial
market participants are also increasingly called upon to design and implement their own transition plans
towards achieving their net-zero commitments (GFANZ, 2021p3); IGCC, 2022124)). Financial market
participants’ transition plans necessarily relate to corporate transition plans and the credibility of the former
will hinge on the credibility of the latter.

The list of ten elements of credible corporate transition plans presented below builds on emerging practices
and approaches for transition finance and transition plans and identifies further elements where additional
information and transparency is warranted. It draws on and complements different elements presented by
existing initiatives, as listed above, and laid out in Chapter 2 (notably, CPI, CBI, TCFD, ISSB, CDP,
GFANZ, ICMA, CA100+, and SBTi). The degree of relevance of these elements has been tested through
the OECD Industry Survey on Transition Finance, whose results show that on average 77% of respondents
considered the proposed elements of credible transition plans as either relevant or very relevant (see
Figure 4.3 below). This approach can also act as an umbrella for existing tools and frameworks relevant
to transition finance (such as taxonomies, roadmaps, pathways, and sustainability reporting standards),
as it can connect these elements in one clear transition plan, accessible to financial market participants for
making investment decisions. By identifying elements where additional transparency is warranted,
compared with existing approaches, the Guidance can also inform corporates seeking to establish credible
transition plans, and policymakers seeking to develop or strengthen existing transition finance approaches
and approaches to corporate transition plans.

Figure 4.3. Relevance of key elements of credible transition plans

Respondents’ views on the degree of relevance of various elements of credible transition plans, as % respondents
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Note: The number of respondents for this survey question was 178.
Source: 2022 OECD Industry Survey on Transition Finance.
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4.2.1. Element 1: Setting temperature goals, net-zero, and interim targets

To be credible, a corporate transition plan will clearly set out and explain its net-zero target and associated
interim targets. These targets will be in line with the global temperature goal of the Paris Agreement. It will
specify how the corporate aims to concretely achieve those targets through tangible decarbonisation
actions (see further guidance as part of the subsequent elements presented in this section). Targets will
clearly specify the underlying assumptions and methodologies, and in particular how they relate to the
selected global temperature goal (see also Box 3.1 in Chapter 3 for further information). Explaining how
climate scenario analysis was used to set targets (including underlying assumptions and limitations),
whenever feasible, also brings credibility to corporate transition plans (TCFD, 2021p1g)).2

Setting net-zero and interim targets based on science, meaning, in a manner consistent with the IPCC
Special Report on Global Warming of 1.5°C, to ensure no or limited overshoot of 1.5°C globally above
pre-industrial levels, is crucial to ensuring credibility. Practically, this requires global net anthropogenic CO:
emissions to decline by about 45% from 2010 levels by 2030, reaching net zero around 2050, including
similar deep reductions for non-CO2 GHG emissions (IPCC, 201825)).

The exact target dates for achieving net zero may vary by sector and jurisdiction, as achieving net zero by
2050 globally can entail different levels of effort by different sectors and industries, and commitments by
national jurisdictions vary. For example, according to the IEA, emissions from electricity should reach net
zero globally by 2040, while heavy industry would not fully reach net-zero even by 2050, with “more than
90%” of production across heavy industry being “low-emission” at that point (IEA, 2021(2¢)). Similarly, while
some countries have adopted net-zero targets that are more ambitious than 2050, such as the Swedish
target of 2045 (Government Offices of Sweden, 2022;277) or Finland’s target of 2035 (OECD, 20212g)),
others have adopted targets for after 2050, such as China’s 2060 or India’s 2070 targets (Climate Action
Tracker, 202229)). The IEA estimates that the pledges announced at the COP26 Climate Change
Conference, together with the announcements made before then, if implemented in full, may be sufficient
to hold the rise in global temperatures to 1.8°C by 2100 (IEA, 2021;307). As such, these targets may
collectively be consistent with limiting the increase in global temperatures to below 2°C.2 In order to account
for this variety and allow for proportionality, companies could use an IPCC reference scenario that is
consistent with limiting warming to below 2°C, if they cannot, in their assessment, use 1.5°C as their
benchmark. The lack of a national net-zero target, or the setting of a target with a later date (i.e. after
2050), or the lack of sufficient enabling policies to incentivise company decarbonisation may be factors
that could prevent some of the companies operating in those jurisdictions from being able to comply with
a 1.5°C trajectory. At a global level, complying with a 2°C trajectory would require reaching net zero by
around 2070 (IPCC, 202231)). It is important for companies that choose a below 2°C scenario to provide a
reasoned and detailed justification to explain why being consistent with a 1.5°C scenario is not possible
for them, to avoid greenwashing and allow investors to evaluate the level of environmental ambition
considering all the relevant evidence.

To allow investors to situate the company’s activities within the relevant national policy context, the plan
will include an explanation as to how the plan’s targets compare to the relevant NDC and national net-zero
target, if any. Where the ambition and stringency of the relevant NDC and national net-zero target is
inconsistent with the plan’s net-zero target and associated temperature goal, the plan will recognise this
and provide an explanation of how the risks associated with this discrepancy are addressed.

Importantly, according to the IPCC, pathways limiting warming to 1.5°C and pathways limiting warming to
2°C both project a peak in global GHG emissions by 2025 at the latest and “assume immediate action”
(IPCC, 2022311). To avoid carbon-intensive lock-in, credible near-term interim targets will reflect this peak
and need for immediate action, irrespective of which of the two pathways is chosen. This has been
reaffirmed at the 2022 OECD Ministerial Council Meeting, where Ministers and Representatives of OECD
Members and non-Members stated that they “are committed to developing and implementing ambitious
climate actions aimed at achieving net-zero greenhouse gas emissions by 2050, including through deep
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emissions reductions in this critical decade to keep a limit of 1.5°C temperature increase within reach”
(OECD, 2022;32).

More generally, any robust long-term transition goal will be accompanied by interim (e.g., 3/5-year)
quantifiable, detailed and time-bound targets, including and explanation of the methodologies and
assumptions used to derive them (Jeudy-Hugo, Lo Re and Falduto, 20215)). Given the need to reduce
emissions urgently in this decade and to avoid lock-in, it will be important for transition plans to avoid back-
loading important investment decisions that are necessary for the company’s decarbonisation strategy
(IPCC, 202251). Instead, the focus must be on emission reductions in this decade.

4.2.2. Element 2: Using sectoral pathways, technology roadmaps, and taxonomies

To support net-zero and interim targets, a credible corporate transition plan will be based on available
sectoral pathways and technological roadmaps. The former can ensure that there is a clear emissions
trajectory the company is following, in line with the selected target. The latter provides more concrete
information on how the company intends to achieve these targets by setting out, at a high level, the main
technologies that will be used to achieve those targets.

A credible corporate transition plan will include an explanation as to how the plan’s targets compare to
relevant national-level frameworks, such as sector-specific transition pathways and roadmaps, where
these are available. This explanation will allow investors to situate the company’s activities within the
relevant national policy context. In cases where the ambition and stringency of national-level, sector-
specific pathways and roadmaps is inconsistent with the plan’s net-zero target and associated temperature
goal, the plan will recognise this and provide an explanation of how the risks associated with this
discrepancy are addressed.

Importantly, a credible corporate transition plan will clarify how and for which technologies future operating
and capital expenditures (including research, development and innovation expenditures) will be used, in
order to achieve targets. Where available and relevant, this technology selection could be based on
sustainable, green, or transition taxonomies and classification systems. In this context, a credible transition
plan will also specify the mechanisms to be put in place to prevent carbon-intensive lock-in, if proposed
investments in the plan present such a risk, notably investments relating to fossil fuel assets and
infrastructure (see Box 4.1). To help clarify alignment with a pathway compliant with the temperature goal
of the Paris Agreement, mechanisms to prevent lock-in in transition plans will explicitly identify possible
assets and infrastructures at risk and the implementation of safeguards to minimise this risk. This can
include futureproofing of assets, the use of sunset clauses and gradually more stringent emissions criteria
to bring the emissions of relevant assets in line with net zero, as well as investment in R&D&I and plans
for early retirement, where necessary.

Box 4.1. Selecting technologies for decarbonisation

To reach net-zero targets, companies need to have (and provide) clarity on which economic activities
and specific technologies can put them on the right path towards those targets and avoid future lock-in
into carbon-intensive assets. Which technologies can fulfil these functions will depend on the sector as
well as the socio-political and economic context, within which the corporate operates. The acceptability
of different technologies is not only based on technological and economic feasibility but can be impacted
by socio-political circumstances.

Technology selection can be guided by sectoral technology roadmaps (see, for example the IEA Iron
and Steel Technology Roadmap, (IEA, 2020;33))) and ideally be complemented through more detailed
criteria that may be contained in relevant taxonomies and classification systems. To be credible,
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transition plans need to detail the set of actions and activities planned to achieve targets, including
actions to decarbonise ongoing activities, develop or deploy low-emission technologies, diversify,
adapt, or adjust activities and product mixes, phase out activities that cannot be brought in line with net-
zero emissions goals, as well as actions to address emissions of supply chain both up- and downstream
of the business.

In the area of climate change mitigation, when it comes to activities included in green taxonomies,
relevant activities are frequently categorised into ‘low-carbon activities’ (e.g., electricity generation from
renewables) and “enabling activities” (e.g., manufacture of wind turbines) (see, for example, (EU,
2020;117), (National Treasury, Republic of South Africa, 202234]), (ASEAN, 20211351), (CBI, 2021;3})),
though in some cases they cover only ‘low-carbon activities’ (European Commission, 2022;37). Enabling
activities are often considered on equal footing with low-carbon activities in terms of their ability to
contribute to global net-zero targets.

Actions like renewable energy procurement, energy efficiency, and value-chain decarbonisation are
suitable for almost all companies. Other actions will be sector-specific: for example, using electric and
other zero-emission vehicles are actions suitable for transport sector companies, such as logistics firms,
but likely less relevant for other industries. Some planned actions will reflect assumptions on the
availability and cost of technologies in coming years. For example, some sectors rely on low-emission
technologies (green hydrogen, carbon capture, utilisation and storage) that are either currently under
development, at the demonstration or prototype phase or that currently have cost and performance
gaps with established technologies.

Importantly, when selecting technologies in a manner that ensures alignment with the Paris
Agreement’s temperature goal, companies and financial market participants should bear in mind
three important findings by the IPCC and the IEA:

e Toreach net zero by 2050, no additional fossil fuel exploration should take place (IEA, 20213g)).

e Existing and planned fossil fuel infrastructure, without additional abatement, is equal to CO:2
emissions consistent with 2°C pathways and exceed emissions in 1.5°C pathways (IPCC,
2022;31)).

e Continuing to install “unabated” fossil fuel infrastructure will lead to emissions lock-in.
“Abatement” is in this context defined as “interventions that substantially reduce the amount
of GHG emitted throughout the life-cycle”, such as by “capturing 90% or more from power
plants, or 50-80% of fugitive methane emissions from energy supply” (IPCC, 202231)).

|u

Corporate transition plans that rely on investments in fossil fuel exploration, sale, and distribution will
therefore likely not be compatible with the temperature goal of the Paris Agreement and lead to carbon-
intensive lock-in.

4.2.3. Element 3: Measuring performance and progress through metrics and KPIs

Credible climate change mitigation-related metrics and KPIs used in transition plans are expected to cover
lifecycle GHG emissions, both in absolute terms and intensity-based, and for subsidiary companies.
Various accounting methodologies, for example customised for different sectors or for developing
countries, for each scope of emissions are detailed in the GHG Protocol Corporate Accounting and
Reporting Standard. A credible plan details the KPIs the company will use to measure its performance and
progress, and provides the definition of the KPls, the applicable scope, and the measurement
methodology. Credible KPIs are relevant and material to the company’s selected goals and targets,
measurable, externally verifiable, and able to be benchmarked (ICMA, 202039)).
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As discussed earlier in this chapter, there is a growing consensus among market actors on the necessity
of reporting scope 3 emissions to the extent possible. Therefore, credible targets will cover emission
scopes 1, 2 and, as a rule, 3. Scope 1 emissions are direct emissions of an asset owned by the company
(e.g., the direct emissions from a gas-refining operation), scope 2 emissions are indirect emissions from
the generation of electricity (e.g., the electricity needed to run the refinery), and scope 3 emissions are all
other indirect emissions (except scope 2), both upstream and downstream (see, for example, (MSCI,
202001), (Shrimali, 2021411)). Targets will include the base year, the targeted reduction (%), the target
year, the target’s unit of measurement (e.g., tCOze and kgCO2e/USD), the year in which the target was
set, the percentage of emissions covered by the target, as well as the relevant source documents (CA100+,
2021p42)).

Corporate scope 3 emissions are on average “5.5 times the amount of combined scope 1 and scope 2
emissions” (Shrimali, 202141)). Therefore, reporting of scope 3 emissions can avoid shifting the carbon
emissions of a business onto its supply chain, accurately capture the climate-related impacts of a business
and highlight where the greatest opportunities for emission reductions lie. However, their measurement is
challenging due to various sources of uncertainty, such as on the calculation methodologies used, the
availability of data (and subsequent use of estimates), and limited ability to influence action up- and
downstream, to name a few (see, for example (IFRS, 202220}), (Shrimali, 202141))).

Against this background, there are divergent approaches among existing disclosure and transition finance
initiatives on when scope 3 emissions should be reported and included in target-setting. Existing initiatives
tend to be relatively vague in the language employed and frequently do not require explanations or
justifications in case of omission, which decreases credibility of plans and comparability across plans. For
example, the TCFD recommends the disclosure of “material” scope 3 emissions, when “appropriate” but
does not require it (TCFD, n.d.43). The current ISSB draft climate-related disclosure requirements
generally require the disclosure of scope 3 emissions but also provide the option for companies not to
report them, if companies specify which activities have been excluded from reporting. In the case of value
chain emissions that are based on reporting by other entities, companies additionally are required to state
the reasons for the omission (IFRS, 2022p0). The proposal for European Sustainability Reporting
Standards by EFRAG requires that “significant” scope 3 emissions are reported. Lastly, according to SBTi’s
Net Zero Standard, companies must include “relevant” scope 3 emissions in their near-term targets, if they
make up 40% or more of total scope 1, 2, and 3 emissions. This Net Zero Standard also requires all
companies involved in the sale or distribution of natural gas and/or other fossil fuels to set scope 3 targets
for the use of sold products, irrespective of the share of these emissions compared to the total scope 1, 2,
and 3 emissions of the company. In addition, all companies must include emissions from all relevant scope
3 categories in long-term targets (SBTi, 202144)).

Requirements that use terms such as “significant”, “relevant”, and “material” without providing additional
definitions, can lead to a lack of clarity as to which scope 3 emissions should be reported and under which
circumstances. This can decrease the credibility of relevant transition plans. Recognising that this is an
evolving space, the Guidance considers scope 3 emissions as follows: A credible transition plan will, as a
rule, contain scope 3 emissions as part of metrics, targets, and related reporting. However, it is understood
that while the inclusion of scope 3 emissions will likely always be relevant for some companies, such as
those involved in the extraction, processing, sale or distribution of fossil fuels, they may not always be
relevant for all companies in all sectors, such as information technology or communication services (MSCI,
2020j407). Similarly, some companies, such as some MSMEs, may not be able to obtain or reasonably
estimate scope 3 emissions data. To increase clarity and credibility, it is therefore important that:

e The corporate includes an explanation on which of the company’s activities were covered in its
measure of scope 3 emissions and which were excluded, if any, as well as provides a detailed
explanation for the reasons for any exclusions.
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e If emissions information from entities in the value chain is included in the company’s measure of
scope 3 emissions, then the company will explain the basis for measurement. Companies can
usefully employ supply chain mapping, as set out in the OECD Due Diligence Guidance for
Responsible Business Conduct (OECD, 2018yus)), to better assess which parts of the supply chain
will be most relevant to their scope 3 measurement.

Omission of scope 3 emissions data can be justified in limited cases and where a careful explanation is
provided as part of the plan, including the assumptions used to determine omissions, to provide for
comparability across plans and sectors for investors and avoid greenwashing.

4.2.4. Element 4: Providing clarity on use of carbon credits and offsets

Though the terms ‘carbon offsets’ and ‘carbon credits’ are sometimes used interchangeably, they have
distinct definitions: According to the Voluntary Carbon Markets Integrity Initiative (VCMI), a carbon credit
is “an emissions unit that is issued by a carbon crediting program and represents an emission reduction or
removal of greenhouse gases.” Offsetting refers to the process of compensating or cancelling out GHG
emissions through “investments in activities that reduce or remove an equivalent amount of GHG
emissions, and which are located outside the boundaries of the organisation or a particular product
system”. These investments are often made through the purchase (and retirement) of “an amount of carbon
credits equivalent to the volume of GHG emissions that is being compensated” (VCMI, 2021u¢)). Together,
carbon credits and carbon offsets can be understood as “mitigation actions beyond the value chain”,
i.e., activities that avoid or reduce emissions outside of a company’s value chain or remove and store
emissions from the atmosphere (EFRAG, 2022p7)).

The IPCC distinguishes between two types of CO2 removal: “either enhancing existing natural processes
that remove carbon from the atmosphere (e.g., by increasing its uptake by trees or other ‘carbon sinks’) or
using chemical processes to, for example, capture CO: directly from the ambient air and store it elsewhere
(e.g., underground)” (IPCC, 2018y25)). OECD analysis acknowledges that removals might need to play a
role in balancing out emissions in hard-to-abate sectors where direct mitigation may be extremely costly
or technically difficult. Any such use would, however, need to be accompanied by rapid and deep
decarbonisation to reduce the absolute level of demand for international credits over time (Jeudy-Hugo,
Lo Re and Falduto, 20215)).

The idea behind using carbon credits as offsets is to achieve ‘equivalent’ environmental outcomes in a way
that is cost-effective and has the potential to deliver finance for emission reductions where it is needed the
most. However, there is concern that by counterbalancing emissions, companies are dis-incentivised from
reducing their own emissions (VCMI, 2021u6)), thus increasing the risk of carbon-intensive lock-in (EFRAG,
20221471). Moreover, carbon markets (voluntary and compliance markets), which form the basis of carbon
offset and credit transactions, are heterogeneous and differing crediting activities follow different quality
standards with varying levels of environmental integrity. Discussions are ongoing regarding transparency,
as well as the role and stringency of different standards in voluntary and compliance markets.

OECD analysis finds that many methodologies to assess the alignment of finance with climate mitigation
policy goals currently fail to explicitly assess the treatment of offsets (Noels and Jachnik, forthcoming1).
Similarly, existing approaches to transition plans and the relevant climate disclosure standards vary in their
treatment of offsets. Some initiatives do not consider them to be a substitute for the rapid and deep
reduction of a company’s own value chain emissions (see, for example, (SBTi, 20214]), (CBI, 20203s))).
This is because a company’s contribution to the emission reductions of others or development of
sequestration does not have a direct impact on the GHG emissions of its own value chain, meaning that
offsetting and reducing one’s own emissions could be considered as non-fungible actions (Carbone4,
201949)).
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For example, the proposal by EFRAG as part of the European Sustainability Reporting Standards under
development requires the exclusion of purchased offsets or allowances from the calculation of scope 1, 2,
and 3 emissions. It allows companies to report the purchase of offsets voluntarily but requires them to do
so separately from the GHG inventory and to not disclose offsets as a means to reach their GHG reduction
targets, in order to reduce the risks outlined above (EFRAG, 2022(47). Others, such as the proposal by the
ISSB on Climate-related Disclosures, allow for the use of offsets but require additional information on the
basis of the carbon removal, the type of verification scheme for the offsets, as well as “any other significant
factors necessary for users of [...] financial reporting to understand the credibility of the offsets used by
the entity” (IFRS, 202250)).

Considering ongoing debates and differing views on the use of mitigation actions beyond the value chain
(VCMI, 2021p4g)), it is important for corporates to consider the risk that use of carbon credits and offsets
could decrease the credibility of a corporate transition plan. A credible transition plan will not consider them
as an alternative to cutting a company’s emissions today or as a reason for delayed mitigation action, but
rather as part of the portfolio of solutions to accelerate the pathway to net zero. Best practices for transition
plans that do consider the use of offsets include explicitly describing any intended use of carbon credits
and offsets (GFANZ, 2021;23;; CA100+, 2021142;; TCFD, 20211g)), the basis for their carbon removal
(i.e., whether it is nature- or technology-based), the applicable verification or certification scheme (IFRS,
2022507), the quality criteria to be used to assess credibility of offsets, and considering not including them
in the GHG inventory and as a contribution to GHG targets. Best practices also include providing an
explanation of the additionality and permanence of the offsets, the extent to which they are being used as
a last resort (see, for example, (Shrimali, 2021;517)), and clearly stating the share of emissions to be
mitigated using offsets (which should decline over time) (CPI, 202252;) and their explicit role in the
company’s mitigation strategy.

4.2.5. Element 5: Setting out a strategy, actions, and implementation steps, including on
preventing carbon-intensive lock-in

A credible transition plan will set out a clear strategy on the path the company intends to take to achieve
its targets. The strategy will articulate the transition risks and opportunities that the company expects to
face in the short-, medium- and long-term, as well as any foreseen limitations, constraints, and
uncertainties to the achievement of the plan’s targets (CDP, 2021s3; TCFD, 2021p18)). Transition
opportunities may include, amongst others, increased sales from products and services that are vital for
the transition like the manufacturing and / or installation of renewable energy equipment such as wind
turbines or solar panels (sometimes referred to as ‘enabling activities’, as set out above), first-mover
advantages, long-term cost savings, and efficiency gains. Transition risks include (i) policy and legal risks
that reflect policy changes or litigation action; (ii) technology risk arising from emerging technologies which
may impact competitiveness of certain companies; (iii) market risk, arising from changing supply and
demand; and (iii) reputational risk, linked to changes in perceptions of customers or society at large (TCFD,
2017154)).

Assessing the likelihood of achieving the plan’s targets using multiple climate-related scenarios, whenever
feasible, will increase the plan’s credibility (TCFD, 20211s)). Scenario analysis can help companies better
understand how transition risks and opportunities (alongside physical risks) might develop and better
assess how the business could be affected over time, ultimately supporting the company’s strategic
decision-making under uncertainty (TCFD, 2020;s5)). In this context, a credible transition plan will also
identify levers and corrective actions that could be taken to address or correct underperformance against
a target.

To be credible, a transition plan will set out concrete actions to be taken to achieve the defined targets and
the capital investments needed, using relevant tools like technology roadmaps and taxonomies, as
referenced above. Actions focus on decarbonisation strategies along the value chain, in line with the latest

OECD GUIDANCE ON TRANSITION FINANCE © OECD 2022



72 |

IPCC findings outlined above, which emphasise that deep emission reductions are necessary during this
decade and that continued installation of unabated fossil fuel infrastructure will lead to emissions lock-in.
In that context, credible planning will identify existing assets and infrastructures, as well as new
investments, which are at risk of leading to emissions lock-in and clearly set out the steps to be taken to
prevent such lock-in.

Connected to the previous point, the plan also will describe any strategy and process for the responsible
retirement for high-emitting corporate assets (GFANZ, 2021p3), including on how just transition
considerations are incorporated (see further details below on just transition). For example, GFANZ
suggests setting out a specific phase-out plan as part of transition plans, which could outline, amongst
others, how the phase-out is aligned with any net-zero/climate-related strategy, how just transition
considerations are taken into account, key milestones such as phase-out timing, key metrics and targets,
governance mechanisms, financing plans and key assumptions and uncertainties with the plan (GFANZ,
2022;56)) (see also Box 3.2 in Chapter 3 on coal phase-out).

4.2.6. Element 6: Addressing adverse impacts through the Do-No-Significant-Harm
(DNSH) Principle and RBC due diligence

Considering not only climate mitigation targets, but also other environmental objectives (e.g., increasing
adaptation and resilience, preventing biodiversity loss, limiting pollution, ensuring sustainable water
management, waste management and circular economy considerations, etc.) and social considerations
(e.g., pursuing gender equality and women’s empowerment, quality jobs, preventing displacement etc.)
can increase the credibility of a transition plan.

Moreover, credibility can also be increased by articulating how the company intends to apply the DNSH
Principle and thereby avoid harm to sustainability objectives other than climate mitigation, both at activity-
and entity-level. Should there be any unavoidable trade-offs or negative effects on one or more
sustainability objectives due to the company’s operations, these could be clearly documented. Ongoing
discussions around the DNSH Principle today show that its implementation is still challenging for most
entities, so some may choose not to address issues around DNSH in their transition plans.

Three main challenges can be identified: (i) application of the DNSH Principle at the entity level, instead of
the economic activity level; (ii) the principle’s applicability outside of the European Union, where it was
originally elaborated; and (iii) the limited activity and sectoral coverage of its criteria. The DNSH Principle
was first introduced into law as part of the EU Taxonomy, where specific qualitative and quantitative criteria
are specified, in order to apply the principle at economic activity or project level, and design projects in a
manner that does not do significant harm to broader environmental objectives. However, since the criteria
rely to a large extent on European legislation (see, for example, appendix B, C, or D of (EU, 202157))), they
can be difficult to apply outside of Europe. In this context, DNSH criteria have not been included in the
IPSF Common Ground Taxonomy, which maps activities included in the European and the Chinese
taxonomies (EU, 2022;ss)). Moreover, since the DNSH criteria were developed as part of the existing EU
Taxonomy, they cover only the activities included in that taxonomy. While some of the existing criteria
might be generic enough to be applicable beyond the activities they were specified for, this might not
always be the case. This means that there may currently be no criteria available for activities that are not
already included in the EU Taxonomy, but that may form an important part of a corporate’s business
activities where the company may wish to still prevent and mitigate harm as part of their transition plan.

Given these challenges, an alternative way to operationalise the DNSH Principle as part of transition plans,
especially for companies outside of Europe and companies whose activities are not entirely captured by
the EU Taxonomy's existing criteria, is for businesses and investors to conduct risk-based due diligence
based on OECD Due Diligence Guidance for Responsible Business Conduct (RBC) (OECD, 201845]). Both
the DNSH Principle and the RBC framework set out an expectation that businesses, including investors,
avoid and address adverse impacts of their operations (or economic activities), including in their supply
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chains. The outward-facing approach of RBC due diligence can help them identify, prevent, and mitigate
risks on people and planet and similarly on other sustainability objectives (see step 3 of the OECD Due
Diligence Guidance for RBC, which sets out practical actions to be taken to “cease, prevent and mitigate
adverse impacts”).

Further, the RBC framework can help entities address harm on the full range of sustainability risks and
impacts, including social objectives, covered by the OECD Guidelines for Multinational Enterprises
[OECD/LEGAL/0144, annex]. For example, the OECD has developed sectoral guidance which helps
enterprises identify and address environmental and social risks in particular sectors, including in minerals
supply chains that will play a significant role in the energy transition (OECD, 201659]). As shown in Box 4.2,
the minerals sector is one example where investments that contribute to climate change mitigation may
present challenging trade-offs with other sustainability objectives, such as risks arising from inadequate
waste and water management, and adverse impacts from inadequate worker safety, human rights abuses
(such as child labour) and corruption. Companies that conduct effective RBC due diligence can identify,
prevent, and mitigate those adverse impacts and fully operationalise the DNSH Principle embedded in a
growing number of sustainable finance tools and frameworks.

Box 4.2. The concept of DNSH - the emerging tug-of-war of environmental objectives

The Do-No-Significant-Harm (DNSH) Principle is initially defined under the EU Taxonomy Regulation.
The principle requires that economic activities that are classified under the EU Taxonomy as
environmentally sustainable do no significant harm to any of the six environmental objectives set out in
the Regulation (EU, 2020;11;). These environmental objectives are climate change mitigation, climate
change adaptation, pollution prevention, water, circular economy, and biodiversity. The Taxonomy
Regulation defines how to evaluate if an activity does significant harm to a specific environmental
objective. For example, an activity does significant harm to biodiversity and ecosystems if it is
significantly detrimental to the condition and resilience of ecosystems, or the conservation status of
habitats and species (EU, 2020;11;). Since the adoption of the DNSH Principle in the EU Taxonomy,
other regional taxonomies and definitions have incorporated the Principle in their definition of
sustainable activities, including the Malaysian and Singaporean taxonomies ( (Bank Negara Malaysia,
2021p107), (MAS, 20229)). The Principle can be useful for transition plans to ensure overall
environmental integrity within corporates’ transition strategies, by not trading off one environmental
issue for another.

For each of the activities defined under the EU Taxonomy, thresholds or criteria for DNSH are
established, because there is a risk that some activities which are essential for achieving one
environmental objective can do significant damage to at least one other environmental objective. DNSH,
as set out in the EU Taxonomy, requires that the relevant criteria take into account lifecycle
considerations. There are several possible mitigating measures for different types of projects, which
are aimed at minimising harm within the boundaries of the project or asset itself. Examples include
measures taken by hydropower plants to ensure fish migration, ecological flow, and to prevent the
eutrophication of water bodies, and associated significant harm to biodiversity (EU, 2021(s7). For some
types of activities, such as purchase and operation of electric vehicles, DNSH criteria also take into
account the end-of-life of vehicle fleets, such as when ensuring that the operator has a waste
management plan in place to ensure maximum reuse and recycling of batteries and electronics (EU,
202157).

However, there is also a case to be made for analysing the possibility of significant harm within the
supply chains of low-carbon technologies, beyond the boundaries of the project or asset. One prominent
example is critical minerals. The mining of minerals, crucial to the deployment of climate mitigation
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technologies, such as low-carbon energy generation, storage, and electric vehicles, also does
significant harm to other environmental objectives, including biodiversity, water, and pollution
prevention (IEA, 2021p0;). However, to achieve either the IEA’s sustainable development scenario
(SDS) or net zero by 2050, mineral demand would increase by 4x and 6x, respectively by 2040 (IEA,
202160). The need to increase extraction of these minerals to achieve climate objectives creates a
trade-off with other environmental objectives due to the negative impacts of increased mining. In
particular, there are substantial overlaps between global natural capital hotspots and critical mineral
reserves, such as in South America, the United States, and parts of Asia (see, for example, (ENCORE,
20225617) and (U.S. Geological Survey, 2022s2)). This suggests that the expansion of mining activities
to achieve a net-zero future may have material implications for biodiversity. These trade-offs would
ideally be considered within corporates’ transition plans, as well as within their financing, to ensure
one environmental crisis is not traded out for another.

4.2.7. Element 7: Supporting a just transition

According to the ILO, “a just transition maximises positive economic, social and decent work gains and
minimises and mitigates negative impacts” and ensures that “processes and outcomes are inclusive and
fair’ (ILO, 2022p3)). A credible transition plan will consider how the company’s transition is expected to
impact workers, suppliers, local communities and consumers (LSE, 2021s4)). The plan will outline the
measures taken to mitigate any negative impact, taking into account the ILO Tripartite Declaration of
Principles concerning Multinational Enterprises and Social Policy (ILO, 2017s)), ILO Guidelines for a Just
Transition (ILO, 2015gs6]), the OECD Guidelines for Multinational Enterprises [OECD/LEGAL/0144, annex]
and the OECD Due Diligence Guidance for Responsible Business Conduct (RBC) (OECD, 2018us)), and
the UN Guiding Principles on Business and Human Rights (United Nations, 20117). In particular, the
OECD Due Diligence on RBC can help companies avoid and address adverse impacts related to workers,
human rights, the environment, consumers, and other dimensions that may be associated with their
operations, supply chains and other business relationships.

To help ensure just transition elements are well-integrated and reflect relevant stakeholders’ interest,
credible transition plans will be developed through a process that ensures regular and continuous
stakeholder engagement and social dialogue, which includes representatives of workers, unions, affected
communities and suppliers. The transition plan will have a related human resources strategy ensuring
decent work,* adequate capacity and skills, with a plan for retaining, retraining, reskilling, and education
opportunities (CBI, 2021ss)).

The process set out by the OECD Due Diligence Guidance on RBC can involve prioritisation -- where it is
not feasible to address all identified impacts at once, a company can prioritise the order in which it acts
based on the severity and likelihood of the adverse impact. Once the most significant impacts are identified
and dealt with, the company can then move on to address less significant impacts (OECD, 2018ys)).
Similarly, to be able to effectively prioritise and deliver just outcomes, corporate efforts in this area should
form part of and be informed by coordinated national or subnational policy strategies on the Just Transition.

4.2.8. Element 8: Integration with financial plans and internal coherence

A credible transition plan will not be prepared separate from and without reference to the corporate
business plan. Rather, a credible transition plan will be integrated into the corporate business plan. It will
make direct reference to the company’s financial plan and be done concurrently with financial reporting.
Doing so can explicitly address any needs and commitments for capital expenditure, operating
expenditure, merger and acquisition activities and research and development expenditures necessary for
the delivery of the transition plan and related targets, so that capital stock, working capital and overall
business streams are aligned with the company’s transition targets and KPIs. For some companies, capital
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allocation plans that support a repositioning of the capital stock will be critical. For others, operating
expenditure may be more significant, including costs of retraining and redeploying staff or
decommissioning stranded assets, or staff costs to operationalise low-carbon production practices (CBI,
20213¢)).

Moreover, the transition plan will be linked to the company’s purchasing plan for engagement with
suppliers, the marketing/sales plan for the engagement with customers as well as be linked to the
policy/advocacy plan, for the engagement with trade unions, industry associations, and policymakers (CBI,
2021681; GFANZ, 202123;; CA100+, 2021142)).

4.2.9. Element 9: Ensuring sound governance and accountability

A whole-of-entity approach will be essential in both the design and implementation of the transition plan,
involving all relevant stakeholders (workers, suppliers, consumers, impacted communities, if any, etc.). A
credible plan will clearly define a process and responsibilities for regular monitoring and reporting of
progress towards targets, as well as for any timely and regular revision and update of this plan (e.g., on an
annual basis), to take stock of lessons learnt, revisit assumptions, and identify levers for action, especially
in areas that may be falling behind. The plan will be subject to board and senior management approval
and oversight.

4.2.10. Element 10: Transparency and verification, labelling and certification

A credible transition plan will contain company commitments to regularly disclose targets (and underlying
assumptions) and progress towards their achievement, to both internal and external stakeholders. The
company will pursue third-party verification of its plan and related targets. This is also recommended as
part of the OECD Policy Guidance on Market Practices to Finance a Climate Transition and Strengthen
Environmental, Social and Governance (ESG) Investing, which states that effective monitoring, including
through third-party verification, of data and targets used in transition plans should be encouraged (OECD,
forthcomingso;)

Standards for verification and appropriate verification providers will depend on the jurisdiction in which the
corporate operates and the contents of the transition plan. There is currently no international framework
for accreditation of verifiers for corporate transition plans. However, some existing initiatives set out
verifiers or verification standards that they recommend or require for compliance with their standards or
certifications, which can provide some guidance to users and preparers of transition plans on the
appropriateness of different verifiers (see, for example, (CDP, 2022(70)), (CBI, 2022(71)). In addition, it is
encouraged that policymakers collaborate with stakeholders and experts to improve existing verification
and monitoring frameworks offered by third parties (OECD, forthcominges).

Some companies may in addition be able to achieve certification, such as through SBTi (SBTi, 2021441) or
through future schemes that are currently under development like, for instance, through CBI (CBI, 202136)).
This can increase credibility but may not be feasible for all companies.
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Notes

' For a more holistic and general overview of sustainable finance tools and frameworks, see for instance
(PRI, 202074)).

2 See TCFD’s Guidance on Scenario Analysis for Non-Financial Companies for further insights on the role
of scenario analysis in setting climate-related targets (TCFD, 2020ss)).

3 Article 2.1a of the Paris Agreement commits to “holding the increase in the global average temperature
to well below 2 °C above pre-industrial levels and pursuing efforts to limit the temperature increase to
1.5 °C above pre-industrial levels” (UNFCCC, 2015;73))

4 The ILO defines decent work as “work that is productive and delivers a fair income, security in the
workplace and social protection for families, better prospects for personal development and social
integration, freedom for people to express their concerns, organize and participate in the decisions that
affect their lives and equality of opportunity and treatment for all women and men” (ILO, 2022(72)).
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