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2 What is transition finance?

This chapter provides an overview of existing approaches to transition
finance and financial instruments commonly associated with transition
finance, notably, sustainability-linked bonds and loans, and transition
bonds. Within existing approaches, this chapter first identifies those that do
not explicitly rely on corporate transition plans and are predominantly based
on specific tools like national or regional taxonomies or national sectoral
pathways and roadmaps. The chapter then separately identifies the
growing field of transition finance approaches that revolve around corporate
transition plans, including initiatives by non-governmental organisations and
industry, the public sector, as well as transnational bodies. As set out in
Chapter 1, in the context of this Guidance, transition finance is understood
as finance raised or deployed by corporates to implement their net-zero
transition, in line with the temperature goal of the Paris Agreement and
based on a credible corporate climate transition plan.
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2.1. State-of-play: Existing approaches to transition finance

The exact details of the net-zero transition will be a function of each country’s specific domestic context.
Resource endowment, economic structure, socio-economic priorities, fiscal capacity, current emission
levels, mitigation costs and potentials, as well as the socio-political acceptability of potential climate and
environmental policies will impact the shape and ambition of the transition. This concretely means that
activities and sectors considered as ‘supporting the transition’ may vary from jurisdiction to jurisdiction, as
well as over time, including depending on the capacities of different countries.

In this context, delineating ‘transition investments’ has been an increasing focus of various national and
regional public authorities, industry associations, investors, and civil society. The OECD’s 2021 review of
transition finance-related approaches suggests that, under existing approaches, transition finance has
been generally understood as being intended to decarbonise entities or economic activities that: (i) are
emissions-intensive,’ (ii) may not currently have a low- or zero-emission substitute that is economically
available or credible in all relevant contexts,? but (iii) are important for future socio-economic development.
However, to date there is neither a consensus definition of transition finance, nor a set of technical criteria
or qualifying sectors or technologies that are commonly agreed upon (Tandon, 20211}). Responses to the
OECD industry survey on transition finance further corroborate the plurality of views in this area. Almost
three quarters of respondents indicated that transition finance represents an opportunity for them to
transition towards net zero across an organisation’s entire investment portfolio or business model and 30%
of respondents consider that transition finance presents such an opportunity for specific asset classes or
business lines. Moreover, over half of respondents reported that for them, transition finance is a way to
reduce exposure to transition risk (policy and legal risks, technology risks, market risk and reputational
risk), while 17% indicated that transition finance could be a source of greenwashing risk (see Figure 2.1
below).

Figure 2.1. For most market actors, transition finance represents an opportunity

Respondents’ views on what transition finance represents to them, as % of respondents

Opportunity to transition to net zero across the entire organisation or portfolio
Way to reduce exposure to transition risk

Opportunity for corporate social responsibility and responsible investments
Opportunity to transition to low emissions for some asset classes or business lines
Greenwashing risk

Other

0 10 20 30 40 50 60 70 80
%
Note: The number of respondents for this survey question was 178; multiple answers per respondent were possible.
Source: 2022 OECD Industry Survey on Transition Finance.

Different jurisdictions are pursuing a spectrum of approaches to identify and designate investments that
align with their domestic priorities, while contributing to the net-zero transition. Table A A.1 in Annex A
provides an overview and comparison of transition finance approaches that do not focus on corporate
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transition plans but are based on other selected tools, and sometimes a combination of those tools to guide
investment selection at activity—, or entity-level, or both. They include, notably, taxonomies, Nationally-
Determined Contributions (NDCs), pathways, sectoral roadmaps, high-level guidelines and principles. For
example, Japan has put in place guidelines that include dedicated sectoral roadmaps, while Malaysia has
put forward a principles-based taxonomy, and Singapore a taxonomy based on a traffic light system. The
ASEAN Taxonomy takes a hybrid approach, putting forward a multi-tiered framework that considers
differences among ASEAN Member States and allows them to choose between using a principles-based
approach, quantitative thresholds, or a combination thereof. The European Union (EU), on the other hand,
has proposed a list of eligible activities, qualitative criteria, and thresholds to define which economic
activities qualify for the EU Taxonomy. In 2021, multilateral development banks (MDBs) revised their
Common Principles for Climate Mitigation Finance Tracking comprising eligibility criteria for climate
mitigation finance, which, after a two-year roll-out period, will be adjusted to focus also on criteria for
transitional and enabling activities (EIB, 2021(2) (see Chapter 4 for further insights on taxonomies).

Existing approaches differ in their level of prescriptiveness, with criteria and thresholds-based taxonomies
on the one hand, and principles or guidance on the other. They also differ when it comes to their degree
of environmental ambition, with some considering alignment with Nationally Determined Contributions
(NDCs) to be sufficient, while others do not rely on NDCs since these are often insufficient to meet the
Paris Agreement temperature goal (Tandon, 2021p). Similarly, eligible investments vary across
jurisdictions depending on their emissions contribution and economic significance. Some approaches also
underline the need to direct capital towards new technologies (METI, 20203;) and cover a wider portion of
the value chain (Platform on Sustainable Finance, 20214;). Moreover, while almost all approaches feature
the ‘do no significant harm’ principle, only a few set out specific criteria on how to assess it. To date, as
indicated by respondents to the OECD Industry Survey on Transition Finance, when identifying transition
finance opportunities, market actors mainly use the International Capital Markets Association’s (ICMA)
Principles and Handbook, Climate Bonds Initiative’s (CBI) frameworks, the EU Taxonomy or frameworks
developed internally.

2.2. Taking stock of transition-related financial instruments

The OECD’s 2021 review analysed a sample of financial instruments that are explicitly labelled, marketed,
or based on literature review generally believed to provide transition financing. The analysis showed that
transition finance is currently extended mainly through fixed-income instruments and notably,
sustainability-linked bonds and loans (Tandon, 202111) (see Glossary in Annex E for the definitions of these
instruments). However, the debt market alone will not be sufficient to mobilise enough capital for the net-
zero transition. Other types of general-purpose finance, such as equity investments, will also be needed.
In particular, private equity and venture capital could play a much more prominent role, for example to
finance breakthrough low-emission innovations. Greater use of hybrid instruments such as convertible
bonds combining features of KPI-linked instruments, could also be considered (OECD, 20215)). Beyond
the type of financial instrument deployed to raise transition finance, it is also important to note that financing
terms need to reflect the specific needs of corporates seeking transition finance, for instance in terms of
duration, currency, risk profile, domicile, etc.

Responses to the OECD Industry Survey on Transition Finance indicated that there is no consensus on
the role that individual financial instruments do and will play in transition finance-related transactions.
However, many respondents identify debt-related instruments to play the most prominent role. Over half
of survey responses pointed to bonds, loans, blended finance or public-private partnerships as those
mostly used (with no significant difference, in terms of preferences, across the three sets of instruments),
followed by project finance (selected by 13% of responses) and investment funds (10%). Equity
instruments were reported to be relevant by only 13% of responses, with 8% indicating private equity and
venture capital will be most deployed and 5% selecting listed equity. Insurance products were selected by
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merely 5% of responses (see Figure 2.2 below). The focus on debt-related instruments stands in contrast
to views on current debt-to-equity ratios, where 62% of respondents see these as at least somewhat a
material barrier to transition financing (see Figure 2.3 below). Hence, a corporate’s debt levels may
become a pronounced constraint to their ability to finance their low-carbon transition.

Figure 2.2. Market actors consider that debt-related instruments will be deployed over equity in
transition finance-related transactions

Other 1
Mezzanine instruments L
Other debt instruments

Insurance products ]

Listed equity ]

Private equity/venture capital ]

Blended finance structures ]

Investment funds ]

Project finance ]

Public-Private Partnerships (PPPs) I
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Note: Which financial instruments or mechanisms will be most deployed for transition finance-related transitions, in your view? Debt-related
instruments highlighted in blue, equity-related instruments in white, other instruments shown in grey. The number of respondents for this survey
question was 95; multiple answers per respondent were possible.

Source: 2022 OECD Industry Survey on Transition Finance.

Figure 2.3. Market actors view debt-to-equity ratios as a somewhat material barrier for transition
financing

Respondents’ views on debt-to-equity ratios as a material barrier for transition financing, as % of respondents

Il Somewhat 1 No I VYes

14%

48%

38%

Note: The number of respondents for this survey question was 90.
Source: OECD Industry Survey on Transition Finance.
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The growth of debt capital market instruments that are explicitly labelled, marketed, or generally believed
to provide transition financing has been spurred by the publication of the ICMA Climate Transition Finance
Handbook in 2020. The Handbook provides guidance to issuers on the “practices, actions, and disclosures
to be made available when raising funds in debt markets for climate transition-related purposes, whether
this be in the format of (i) use-of-proceeds instruments (green, social or sustainability bonds); or (ii) general
corporate purpose instruments (sustainability-linked bonds)” (see the Glossary in Annex E for definitions).
There have also been issuances explicitly labelled as “transition bonds” in the market. However, ICMA’s
Handbook does not propose ‘transition’ as a separate market segment, but rather states that a ‘transition’
label applied to a debt instrument “should serve to communicate the implementation of an issuer’s
corporate strategy to transform the business model in a way which effectively addresses climate-related
risks and contributes to alignment with the goals of the Paris Agreement” (ICMA, 2020)). For this reason,
ICMA considers that ‘transition bonds’ can be either green, sustainability bonds or sustainability-linked
bonds issued by entities looking to align their financing strategy to their climate transition strategy and
decarbonisation trajectory (ICMA, 2022(7;). Conversely, CBI proposes a ‘transition’ label and defines
transition bonds as use-of-proceeds instruments used to finance activities or entities that are not low- or
zero-emission (i.e., not green), but have a short- or long-term role to play in decarbonising an activity or
supporting an issuer in its transition to Paris Agreement alignment (CBI, 2022s)).

As Figure 2.4 below shows, the sustainable debt capital market (which amounted to USD 1.6 ftrillion in
2021, according to Bloomberg estimates) is dominated by green bonds (which represent 38% of 2021
issuances), sustainability-linked loans (SLLs) and bonds (SLBs) (which combined amounted to
USD 537 billion in 2021 and accounted for 33% of the total), and, to a smaller extent, social and
sustainability bonds.

Figure 2.4. Sustainable debt market by instrument (2021)
Total sustainable debt issuance in 2021: USD 1.6 trillion

Il Green bonds ] Sustainability-linked loans I Social bonds
I Sustainability bonds ] Sustainability-linked bonds I Green loans
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Source: Authors based on (Bloomberg, 2022)).
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Since 2021, CBl also started to track bonds labelled as ‘transition’, while acknowledging the lack of agreed
standards and definitions. According to CBI, the transition bond market is still relatively new but growing,
with 13 bonds from ten issuers, amounting to USD 4.4 billion in 2021 (CBI, 2022;s). CBI is currently
developing sector-specific bonds and loans standards and criteria for several sectors, namely chemicals,
cement, steel, hydrogen metal and mining, carbon capture and storage, and agriculture (CBI,
forthcoming1o)).

2.2.1. The growth of sustainability-linked instruments

Sustainability-linked loans (SLLs) and bonds (SLBs) are relatively new and innovative performance-based
financial instruments that allow companies to raise capital for general purposes. SLLs’ and SLBs’ financial
and structural characteristics (such as the interest rate of a loan or coupon of a bond) vary depending on
whether the borrower or issuer achieved sustainability performance targets (SPTs)*for a predefined set of
Key Performance Indicators (KPIs), which can cover a range of environmental and/or social targets.® SLLs
and SLBs represented respectively 26% (USD 428 billion) and 7% (USD 109 billion) of the total sustainable
debt market in 2021 (see Figure 2.4 above) and represented the fastest growing segment.® Most SLB
issuances (88% of total issuance by volume) came from non-financial corporates (CBI, 2022;s)). SLBs
include a penalty mechanism that is triggered in the event of non-compliance with pre-stipulated SPTs
(trigger event). Penalty mechanisms can include coupon step-ups (most common), premium payments
upon maturity set as fixed percentage (set in basis points) of redemption amount, or obligations to purchase
offsets to meet the SPT calculated as a percentage (set in basis points) of the nominal amount. In case of
SLLs, the interest rate on the loan increases if SPTs are missed.

As SLBs are accessible for issuers in any sector and geography, they are often described as a promising
financial instrument for issuers in hard-to-abate manufacturing industry sectors such as iron, steel and
petrochemicals production, who aim to raise financing for the entity’s decarbonisation. The sectoral
breakdown of SLB issuances highlights the growing use of SLBs in industry subsectors. In 2021, the
industry sector issued the second largest share of SLBs by volume (with the first being utilities) (CBI,
2022;s)). According to CBI, most sustainability-linked bonds (nearly 60% in Q1 2022, around USD 14 billion)
target GHG or carbon emission reduction objectives. Of these targets, 77% were verified by the Science
Based Targets initiative (SBTi) in Q1 2022, showing a steady increase from the previous year (CBI,
2022;11)).

The sustainability-linked instruments market has experienced fast growth in the last couple of years,
notably in Europe and North America, which dominate the issuance of SLBs and borrowing through SLLs
(Environmental Finance, 2022;12;). Scaling up sustainability-linked financial instruments in EMDEs, whose
capital markets are often underdeveloped and where Sustainable Development Goals (SDGs) investment
needs are greatest, could allow issuers to tap into new sources of finance for their transition (OECD,
2021p13) (see Box 2.1 below for further insights on the use of sustainability-linked instruments by
corporates in hard-to-abate sectors in EMDES).

However, the sustainability-linked debt market is still nascent, and it is likely too early to assess the
credibility, integrity, and real ambition of KPI-linked instruments. Central banks and asset managers
emphasised the need for greater transparency and consistency in the methodologies used in sustainability-
linked instruments to provide comparable and credible forward-looking metrics (NGFS, 2022(141). Moreover,
concerns have been raised on the use of composite Environmental, Social and Governance (ESG) ratings
as KPIs to link the financing with, as ESG scores are currently highly dependent on the assumptions used
by ESG ratings and data providers (NGFS, 2022/14)). For instance, the European Central Bank (ECB) does
not consider improvements in ESG ratings or scores as acceptable SPTs for the purposes of determining
the eligibility of assets as collateral in its credit operations or for its asset purchase programmes (ECB,
2022;15)). In addition, further standardisation on the KPIs and SPTs used can allow for comparability and
thus potentially scale up this market. For example, while most sustainability-linked instruments are tied to
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emission reduction-related KPls, less than 20% of sustainability-linked bonds are linked to scope 3
emission reduction targets (S&P, 2022;1¢)).

Addressing global fragmentation of core ESG data and metrics, will be critical to address challenges that
may undermine the effectiveness of sustainable finance approaches used in financial markets. In this
respect, as called for by the OECD Policy Guidance on Market Practices to Finance a Climate Transition
and Strengthen ESG Investing, relevant policymakers, financial authorities and central banks (where
appropriate within domestic mandates) should strengthen the availability of reliable and quality ESG data
and metrics in line with global baseline standards and financial authorities should use the tools available
to them to support greater transparency of ESG ratings methodologies and oversight of ESG rating
providers to ensure high quality and interpretability of methodologies and outputs (OECD, forthcoming17)).
Overall, further research, data and standards are needed to ensure that the sustainability-linked debt
market can grow with integrity and credibility, for example on how to set credible yet ambitious targets, use
sector-specific pathways and align incentives on the financial reward\penalty and on sustainability
performance.

Box 2.1. The use of sustainability-linked instruments by companies in EMDEs: insights from
case studies

To shed light on the potential and growth challenges of sustainability-linked financial instruments, this
Guidance includes case studies on companies that raised sustainability-linked finance for their
decarbonisation in hard-to-abate sectors, with examples from both emerging and developing
economies (see Annex D for the rationale behind the selection of the case studies, further background
and details). Insights gathered through the case studies included the following:

e Sustainability-linked instruments are relatively cost-effective to put in place for companies that
have already defined and committed to reaching sustainability targets and addressing
environmental impacts. Based on views expressed in the case studies, the shift towards
sustainability and the desire to tap into sustainable finance is often driven by a recognition that
decarbonisation is necessary to remain competitive in the long-term, compounded by pressure
from both investors and consumers towards low-carbon products, operations and value chains.
A long track record of verified sustainability performance and data disclosure is a major
facilitator to engage investors.

e Issuance of sustainability-linked instruments contributes to mainstreaming sustainability
objectives across all functions of a business and to creating synergies across teams within a
company, including but not limited to operations, sustainability, corporate finance and
purchasing departments. In some cases, fostering this whole-of-business approach requires
changes in companies’ internal practices and processes. These instruments also allow
investors to gain a better understanding of and familiarity with a corporate’s sustainability plan,
decarbonisation strategy and how they plan to finance it.

e Sustainability-linked instruments analysed in the case studies are often used for corporate
financing needs. For instance, they can be used to refinance existing traditional loans, possibly
extending their tenure as SLLs typically have 5-10-year maturities and linking them to company-
wide sustainability KPls. However, interviews highlighted that the industry decarbonisation will
need to rely on the development and deployment of breakthrough technologies (e.g., clean
hydrogen and carbon capture, utilisation and storage), which may require project-specific and
longer-term financing. This could in some cases require a mix of public (where needed and
additional, at concessional terms) and private financing, as some of these investments are
capital-intensive and have long payback periods. During the interviews it emerged that an
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interesting model to boost the development of low-carbon technologies for industry could be
one where companies play a transformational, ‘venture capitalist’ role, by collaborating with
clean technology development companies and start-ups and eventually carrying out equity
investments.

e The issuance of sustainability-linked instruments is based on a corporate's sustainability
financing framework reviewed by Second Party Opinion providers, which encompasses all the
main KPIs and SPTs the company has set. Such frameworks usually follow ICMA’s Principles
on Sustainability-linked Bonds and the Asian Pacific Loan Market Association’s (APLMA), Loan
Market Association’s (LMA), and Loan Syndications and Tradition Association’s (LSTA)
Sustainability-linked Loan Principles, under which the company reports on the performance
achieved on those targets and KPIs, often through integrated and externally verified
sustainability reporting.

e While sustainability-linked financing frameworks are aligned with  corporate
sustainability/climate change strategies and policies (which typically include long-term targets
and measures to achieve them), they are not necessarily linked with corporate transition plans
and related capital expenditure (CapEx) and operational expenditure (OpEx) plans, mainly as
sustainability-linked instruments are used for general purpose.

e Companies are increasingly willing and eager to get their targets verified. All the companies
interviewed have done so or are in the process of validating their targets by SBTi. However,
SBTi's sector-specific target setting guidance for cement, chemicals, and steel (as well as other
sectors) was developed using sectoral decarbonisation approaches in line with 2°C and well-
below 2°C emission pathways. Sector guidance aligned with 1.5°C pathways is currently under
development for the cement, steel, and chemicals sector (SBTi, 2022;1g)). Moreover, several
tools, methods and initiatives guiding the development or validation of emission reduction
targets or pathways exist, often tailored towards different audiences and roles — they are listed
in ICMA’s 2022 Climate Transition Finance Methodologies registry (ICMA, 202219)).

e Sustainability-linked frameworks of companies in these sectors spell out specific
decarbonisation targets, which differ across sectors. This enables investors and consumers to
better understand the company’s decarbonisation pathways and to compare initiatives within
the same subsector, although no or limited details are available at project level.

Source: Case studies and interviews (see Annex D for further details)

While sustainability-linked issuances have been dominated by non-financial private corporates, these
instruments are starting to also be considered by countries. Chile issued the world’s first-ever sovereign
sustainability-linked bond in March 2022, a USD 2 billion issuance (S&P, 202220, tied to two main
sustainability-performance targets, which follows the country’s updated NDC: (i) achieving GHG emissions
of 95 metric tons of carbon dioxide equivalent (MtCO2e) by 2030 and a maximum of 1,100 MtCO2e between
2020 and 2030 and (ii) achieving 50% of electric generation derived from Non-Conventional Renewable
Energy (NCRE) sources by 2028 and 60% of electric generation derived from NCRE sources by 2032
(Ministry of Finance of Chile, 202221}). The World Bank recently published a framework for designing and
assessing sovereign SLBs with payments linked to the performance of key climate and nature indicators.
The framework outlines various options for setting and assessing the ambition and robustness of KPlIs,
while recognising that, due to data limitations and persistent implementation challenges, country pilots,
consultations and capacity building are needed to further understand how KPIs for sovereign SLBs could
be developed in practice (World Bank, 2021 2z)).
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2.3. Ensuring credibility and comparability

While the development of this market for transition-related financial instruments can be important, there
are growing concerns, especially among financial market participants and civil society, regarding possible
greenwashing by corporates issuing such instruments, as well as a lack of coordination and comparability
across jurisdictions (see for example, (Shrimali, 202123;), (BNP Paribas, 201924), (Nordea, 202125, (CBI,
20211261), (Capitalmonitor, 2021277)). Credible corporate transition plans, setting out the overall strategy of
the corporate issuing such instruments, could help alleviate greenwashing concerns and reassure
investors of the environmental integrity of the corporate issuing these instruments.

Moreover, in the context of global financial markets and multinational corporate operations and ownership
structures, significant divergences in national and regional approaches can present a hindrance for the
flow of investment and finance. Since such divergences can also lead to different levels of ambition in
corporate and investment practices across jurisdictions, concerns around greenwashing are further
compounded, leading to perceptions of increased reputational risk and inadequate stakeholder buy-in. To
facilitate a smoother flow of global transition finance at the scale and pace required to achieve the
temperature goal of the Paris Agreement, it is therefore crucial to bridge these cross-jurisdictional
divergences and alleviate greenwashing concerns arising from existing approaches.

Efforts to bridge such differences face the need to balance the certainty and standardisation valued by
financial markets with the varying capacities, domestic considerations, and priorities among countries and
regions. The International Platform on Sustainable Finance’s (IPSF) Transition Finance Working Group
and the G20 Sustainable Finance Working Group’s Framework for Transition Finance (developed for the
Indonesian G20 Presidency in 2022) are examples of initiatives seeking to develop a common approach
across jurisdictions.” As transition finance is gaining momentum, including continued efforts to develop
common approaches and increase coordination, there will likely be ongoing discussions among investors,
governments and other stakeholders concerning the eligibility of specific investments in different country
settings. This can be expected considering the continually evolving technological and definitional state of
transition investments, as well as ongoing technical discussions on how to connect domestic sectoral
corporate transition plans and pathways (where those have been developed) with global sectoral
pathways. Credible sectoral pathways and detailed criteria have yet to be developed for many corporate
actors across most jurisdictions, which is a key challenge to scaling up transition finance and is discussed
in more detail in Chapter 3.

Since transition finance is directed at the systemic transformation of a corporate’s business model and
operations towards low-emission pathways, providers of transition finance should be in a position to assess
the economic and environmental integrity of the entire business strategy of a corporate trying to raise
finance for that purpose. The most suitable instrument to convey this sort of information is a corporate
climate transition plan, which sets out a company’s targets, commitments, and implementation actions. For
this reason, investors increasingly expect companies to develop ambitious and robust transition plans
(CA100+, 202225)). However, only a minority of companies are to date developing them; for example, only
a third of companies that disclosed through CDP Worldwide in 2021 had climate transition plans in place
(CDP, 202229)), with difference across and within sectors. Companies in the financial services, power and
fossil fuels sectors showed the highest rates of climate transition plan disclosure (with 5% of all entities in
each of these industries disclosing on CDP’s key transition plan indicators), whereas the transportation
services and apparel industries had the lowest transition plan disclosure rates (with less than 0.3% of
organizations disclosing) (CDP, 202229)).

For the few companies that are starting to develop standalone transition plans or incorporate relevant
elements within their annual financial, climate or sustainability reporting, available disclosure is either
inadequate or reveals plans that are not consistent with net-zero targets (IGCC, 2022;30;). For instance,
results of the first assessment of CA100+ Net Zero Company Benchmark show that 60% of the assessed
companies did not have strategies consistent with net zero, and merely 4% explicitly aligned their CapEx
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with their decarbonisation objectives (CA100+, 202225)). Similarly, analysis by the Transition Pathways
Initiative (TPI) suggests that entities operating in transition-relevant industries are not aligned with the Paris
Agreement temperature goal, with over a third significantly delaying action and not planning to align their
pathways until after 2040 (Miller and Dikau, 2022;31;). According to the UK Transition Plan Taskforce (TPT),
publicly disclosed transition plans vary in detail and quality, hindering assessments of their credibility (TPT,
2022j32)).

2.4. Credible corporate climate transition plans can enable the assessment of
corporate climate strategies and goals

2.4.1. What is a transition plan?

In the absence of credible corporate transition plans, it is challenging for financial market participants to
assess the extent to which a potential transition investment is legitimate from a financial, business, and
environmental standpoint. To make this assessment, it is necessary to have a holistic overview of the
corporate’s products and operations, and related decarbonisation trajectory across the entire entity.
Various definitions of credible corporate transition plans exist, and no single definition has so far been
recognised as an international standard.

However, a corporate transition plan is generally understood as a time-bound, crosscutting action plan that
clearly sets out how a company intends to achieve its transition strategy (including targets, actions,
progress and accountability mechanisms) and reach its goal to transform its business model, operations,
assets and relationships towards low-emission, climate-resilient pathways that are aligned with the goals
of the Paris Agreement (CBI, 202133;; CDP, 202134;; CPI, 202235). As mentioned earlier in the text, this
Guidance is focused on the decarbonisation aspect of the above definition, while recognising the
importance of corporates understanding, assessing, and mitigating their exposure to climate-related risk,
as well as ensuring climate resilience.

While transition plans are often conceived as tools for companies to set out their actions to mitigate the
impact of climate change and decarbonise, they can cover a much wider set of considerations (e.g., climate
adaptation and resilience) related to a company’s transition to more sustainable pathways. For example,
according to the European Financial Reporting Advisory Group (EFRAG), a transition plan is part of a
corporate’s overall strategy for its transition towards a climate-neutral economy, while a climate change
mitigation action plan is the part of a transition plan that is specific to GHG emission reductions (EFRAG,
20225361). A growing number of initiatives by industry, non-governmental organisations (NGOs) and think
tanks provide principles, analysis, guidance, and frameworks on what constitutes a credible transition plan
and necessary disclosure. Moreover, several initiatives exist that help companies set their transition targets
or develop a transition plan. Similarly, some public authorities are beginning to codify standards related to
transition plans into law or providing guidance to market actors on how to develop credible plans within
their jurisdictions. Transnational initiatives are starting to develop more coordinated, high-level principles
that can help guide the different national or regional initiatives. Within this overall universe, some
approaches focus exclusively on transition plans of either financial institutions or non-financial corporates,
while others refer to both. The remainder of this chapter provides an overview of ongoing initiatives related
to frameworks on transition plans, their roles, and purposes. A detailed mapping on how existing initiatives
address important elements of credible transition plans can be found in Table A B.1 in Annex B.

While existing frameworks on transition plans share several common elements, few initiatives, if any, cover
the following aspects in depth:

e The link between corporate transition plans and other sustainable finance and investment tools,
such as taxonomies.
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e Mechanisms for the prevention of carbon-intensive lock-in.
e The consideration of non-climate-related sustainability impacts in transition planning.

e Proportionate treatment for MSMEs or companies operating in challenging policy environments,
such as in EMDEs.

e These important considerations and others are covered in greater detail in Chapter 4.

2.4.2. Non-governmental and industry-led initiatives on transition plans

Several frameworks, guidance and tools on climate transition plans exist, each with a specific focus,
purpose, and target stakeholder (see Table 2.1 below). For instance, some provide disclosure frameworks
and standards, others provide target-setting and sectoral pathways methodologies or data collection
services, while others help assess, evaluate, and validate targets, plans and progress. Relevant examples
of industry-led initiatives and frameworks on transition plans include those developed by the Task Force
on Climate-related Financial Disclosures (TCFD) as well as the Glasgow Financial Alliance for Net Zero
(GFANZ), amongst others.

TCFD’s Guidance on Metrics, Targets, and Transition Plans helps organisations to prepare disclosure of
“decision-useful metrics, targets, and transition plan information” and how these link with related financial
risks and impacts. The TCFD Guidance’s section on transition plans outlines key characteristics of effective
transition plans and helps organisations to include aspects of their transition plans in their climate-related
financial disclosures. TCFD identifies four main high-level elements on effective transition plans:
(i) governance; (ii) strategy; (iii) risk management; and (iv) metrics and targets (TCFD, 202137). Building
on TCFD’s Guidance as well as other industry initiatives, GFANZ is currently developing work streams on
both real economy transition plans as well as financial institutions’ transition plans, with a view to drive
convergence on best practices and allow corporates to develop net-zero transition plans that meet the
needs of financial actors (GFANZ, 20213s)). GFANZ is a global coalition of leading financial institutions in
the United Nations (UN)’'s Race to Zero whose members are financial institutions representing around 40%
of global private financial assets, committed to the goal of net zero by 2050. GFANZ’s Guidance on
Financial Institution Net-zero Transition Plans offers recommendations geared towards operationalising
members’ own net-zero commitments and focuses on four key approaches: (i) financing or enabling the
development and scaling of climate solutions to replace high-emitting technologies or services;
(ii) financing or enabling companies already aligned with a 1.5°C pathway; (iii) financing or enabling the
transition of real economy firms, according to robust net-zero transition plans; and (iv) financing or enabling
the accelerated managed phase-out of high-emitting assets (GFANZ, 202239)). In addition, while it does
not explicitly focus on transition plans, the concept of climate transition financing in ICMA’s Climate
Transition Finance Handbook focuses mainly on the credibility of an issuer’s climate-related transition
strategy, commitments, and practices (ICMA, 2020j)).

Several think tanks and NGOs have also put forward principles and guidance on transition plans. For
example, CDP identifies six guiding principles and characteristics for climate transition plans (accountable,
internally coherent, forward-looking, time-bound and quantitative, flexible and responsive, and complete)
and eight main elements of credible transition plans, namely: (i) governance; (ii) scenario analysis;
(iii) financial planning; (iv) value chain engagement and low carbon initiatives; (v) policy engagement;
(vi) risks and opportunities; (vii) targets; and (viii) scope 1, 2 and 3 accounting with verification (CDP,
202134).8 In a similar vein, CBI's five hallmarks of credibly transitioning companies focus on the following
elements: (i) Paris-aligned targets; (ii) robust plans; (iii) implementation action; (iv) internal monitoring; and
(v) external reporting (CBI, 20212g)).
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Table 2.1. Existing initiatives and guidance on transition plans and strategies

Organisation

Type of services provided

Target stakeholder group(s)

Transition plan-related report
reviewed

Validation/assessment and/or guidance/methodologies providers

Assessing low-Carbon Transition
(ACT) initiative
Climate Action 100+ (CA100+)

Climate Bonds Initiative (CBI)

Climate Safe Lending Network
(CsL)

Glasgow

Financial Alliance

for Net Zero (GFANZ)

International Capital Market
Association (ICMA)

Investor Group on Climate
Change (IGCC)

Science Based Targets initiative
(SBTi)

Transition Pathway Initiative (TPI)

Services to support and assess
corporate transition plans

Set of disclosure indicators
designed for investors to assess
the robustness of a company’s
business plan and climate targets

Bond standards and certification
schemes, policy engagement and
analysis

Multi-stakeholder forum to enable
the banking sector to decarbonise

Forum for engagement of
financial institutions to accelerate
the transition to a net-zero global
economy

Principles and recommendations
for the development of
international capital markets

Investors alliance with a focus on
climate change

Guidance for target-setting and
target validation

Assessment tool to rate
corporations’ preparedness for a
net-zero transition and
benchmarks for corporate climate
action

Governments, companies, and
investors

Investors

Investors

Banks

Financial institutions

Financial institutions, investors,
and corporates (issuers)

Investors and corporates

Corporates and financial
institutions

Asset owners

ACT Framework (ACT, 2019u0)

Net-zero company benchmark
(CA100+, 202141

Transition finance for
Transforming companies (CBI,
2021133)

The Good Transition Plan (CSL,
2021u2)

GFANZ - Our progress and plan
towards a net-zero global
economy (GFANZ, 20213s))

Climate Transition Finance
Handbook (ICMA, 2020;g))

Corporate Climate Transition
Plans: A guide to investor
expectations (IGCC, 202230
Science-based target setting
manual (SBTi, 2020u3)
Corporate Net-Zero Standard
(SBTi, 2021j441)

TPI state of transition 2021 (TP,
202145)

Disclosure frameworks

International Sustainability
Standards Board (ISSB)

Task Force on Climate-Related
Financial Disclosures (TCFD)

Transition Plan Taskforce (TPT)

Sustainability-related disclosure
standards

Disclosure Framework on climate
risks and opportunities

Development of a gold standard
for transition plans

Investors and corporates

Financial institutions

Companies

Draft Climate-related Disclosures
(IFRS, 20224

Guidance on climate related
metrics, targets, and transition
plans (TCFD, 2021p37)

A Sector-Neutral Framework for
private sector transition plans
(TPT, 202232

Data collection and analysis

CDP

Climate Policy Initiative (CPI)

Net Zero Tracker

Collection of self-reported
environmental data; scoring;
analysis

Analysis and advisory services

Data collection and analysis on
net-zero targets

Investors, companies, cities,
states, and regions

Governments, businesses and
financial institutions

Governments, sub-national
entities, businesses and financial
institutions

Climate Transition Plan —
Discussion Paper (CDP, 202134)

What Makes a Transition Plan
Credible? Considerations for
financial institutions (CPI,
202235))

Net Zero Tracker data (Net Zero
Tracker, 2022.47))

Note: This list is non-exhaustive overview. A more detailed mapping of how these initiatives address key elements of transition plans can be

found in Table A B.1 in Annex B.
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2.4.3. Transition plans as part of public initiatives

Several public, often government-led, proposals and regulatory initiatives are emerging at national and
regional level, setting out expectations on the need for companies to develop and publish climate transition
plans.

European Union (EU)

In its sustainable finance strategy, the European Commission acknowledges the need for financial
institutions to improve their disclosures of sustainability targets and transition planning (European
Commission, 2021p4s)). As part of the 2021 Sustainable Finance package, the European Commission
published a legislative proposal for a Corporate Sustainability Reporting Directive (CSRD), which will
amend the existing Non-Financial Reporting Directive (NFRD). In June 2022, the European Parliament
and Council reached a provisional political agreement on the CSRD (Council of the EU, 2022u9). The
CSRD would mandate companies in scope to report in compliance with European Sustainability Reporting
Standards (ESRS), which are being developed by the European Financial Reporting Advisory Group
(EFRAG) and would be adopted by the European Commission as delegated acts. The proposed CSRD
introduces a requirement for companies to provide information about any sustainability targets set and the
progress made towards achieving them, as well as the plans of the company to ensure that its business
model and strategy are compatible with the transition to a sustainable economy and with the limiting of
global warming to 1.5°C, in line with the Paris Agreement. EFRAG’s ESRS E1 on Climate Change sets
out proposed standards for disclosure requirements on transition plans in line with the Paris Agreement.
These requirements call for explanations of (among others): (i) the alignment of targets with limiting global
warming to 1.5°C; (ii) the decarbonisation levers identified and key actions planned, including the adoption
of new technologies; (iii) the financial resources supporting the implementation of the transition plan;
(iv) the locked-in GHG emissions from key assets and products and the plan to manage them; (v) the future
alignment of economic activities to the Taxonomy; (vi) how the transition plan is embedded in and aligned
with the overall business strategy; (vii) the progress made in implementing the plan (EFRAG, 2022;34)).

Moreover, recently there have been relevant EU-level developments on the monetary policy and banking
supervision front. As part of the European Central Bank (ECB)’s overall climate strategy for banks, the
ECB has recently stressed the need for banks to have Paris Agreement-compatible transition plans with
concrete intermediate milestones and associated KPls, as part of a bank’s strategy-setting and business
plan. The ECB also highlighted the need for transparency and appropriate disclosure of banks’ transition
plans (ECB, 202150)).

Japan

Japan’s 2021 Basic Guidelines on Climate Transition Finance put forward a set of (not legally-binding)
considerations on key elements transition finance issuers should disclose about their strategies, actions,
and plans, in line with ICMA’s Climate Transition Finance Handbook. According to the Guidelines, issuers
are expected to disclose their transition strategies and plans and to execute them as part of the company’s
integrated reporting, sustainability reporting and statutory documents. Issuers should specify how climate
change is an environmentally material part of their business activities. They should also disclose their
short-, mid- and long-term targets, including the base years. There are further elements that are “optimally
recommended” for issuers to have or disclose as per the Guidelines (covered in more detail in Annex A)
(FSA, METI and Ministry of Environment, Japan, 2021(51).

Switzerland

Switzerland’s plan to mandate TCFD climate-related financial disclosures for larger companies across all
sectors of the economy includes publishing transition plans. The plan advises firms to rely to the extent
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possible on the TCFD’s October 2021 Guidance on Metrics, Targets, and Transition Plans. A public
consultation on the TCFD ordinance is currently underway until the summer of 2022, with the aim for it to
enter into force on 1 January 2023 (Swiss State Secretariat for International Finance, 2022sz). Listed firms
with more than 500 employees, balance sheet exceeding CHF 20 million and revenues exceeding
CHF 40 million in the preceding years will be expected to implement the legislation starting in 2024 for
FY 2023. The legislation will not only cover the climate-related risks faced by these companies, but will
alsoakthe firms to disclose the climate impact of their activities, as embodied in the concept of double
materiality. The requirements will focus on meaningful, comparable, and, where possible, forward-looking
and scenario-based disclosures.

In addition, Switzerland introduced voluntary guidelines (so called “Swiss Climate Scores”) that reflect what
it considers best practice transparency on the Paris Agreement-alignment of investment products (Swiss
State Secretariat for International Finance, 2022s3)). The Scores include indicators of the current state
(e.g., portfolio emissions and exposures to fossil fuels), as well as forward-looking indicators, including
based on portfolio alignment metrics. The indicators will provide investors with decision-useful information
on climate aspects to help them choose financial products that best fit their preferences. At the entity level,
Switzerland is regularly assessing the climate-alignment of its financial market based on the Paris
Agreement Capital Transition Assessment (PACTA)® methodology.

United Kingdom

The United Kingdom is also moving towards making publication of transition plans mandatory. Initially, this
will require asset managers, regulated asset owners and listed companies to publish transition plans that
consider the government’s net-zero commitment, as per TCFD-aligned disclosure requirements, on a
comply-or-explain basis. The United Kingdom government has set up a high-level Transition Plan
Taskforce (TPT), with a two-year mandate, bringing together industry, academia, NGOs and regulators to
develop a ‘gold standard’ for transition plans and associated metrics, coordinating with international efforts
under the Glasgow Financial Alliance for Net Zero (GFANZ) and other global bodies. At the time of drafting,
the TPT was consulting on the definition of a transition plan. The UK Government's working definition of a
transition plan is that it “sets out how an organization will adapt as the world transitions towards a low-
carbon economy” (UK Government, 2021(s41). According to the TPT, a transition plan of listed companies
and financial institutions should include: (i) high-level targets the organisation is using to mitigate climate
risk, including greenhouse gas reduction targets (e.g. a net-zero commitment); (ii) interim milestones; and
(iii) actionable steps the organisation plans to take to achieve its targets (TPT, 2022;s5)). The TPT will
develop a Sector-Neutral Framework, Sectoral Templates, and accompanying Guidance for Preparers and
Users of Transition Plans (TPT, 2022;32)).

United States

In March 2022, the United States’ Securities and Exchange Commission (SEC) proposed a rule (currently
published for consultation) change to standardise registrant companies’'® climate-related disclosure, in
order to provide investors with consistent, comparable, and decision-useful information for making their
investment decisions. In addition to disclosure about climate-related risks, their material impact and risk
management processes, the SEC proposes disclosure on climate-related targets or goals and transition
plans for issuers that have adopted such targets or plans (SEC, 2022;s6)). According to the SEC, a transition
plan to mitigate or adapt to climate-related risks may be an important element of a corporate’s climate-
related risk management strategy, especially if it operates in a jurisdiction that has made commitments
under the Paris Agreement to reduce its GHG emissions. Under the SEC’s proposed rule, companies that
have adopted transition plans would be required to discuss how they plan to mitigate or adapt to identified
physical and transition risks and may also discuss how they plan to achieve climate-related opportunities.
The proposal also requires updating disclosure related to transition plans each fiscal year by describing
the actions taken during the year to achieve the plan’s targets.
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2.4.4. Transnational initiatives related to transition finance and transition plans

G20 Sustainable Finance Working Group (SFWG)

Under the Indonesian G20 Presidency, the G20 Sustainable Finance Working Group (SFWG) is
developing a high-level transition finance framework and is pursuing work to strengthen the credibility of
financial institution commitments (G20, 2022;577). The framework for transition finance will relate to
five main elements: (i) identification of transitional activities and relevant investments; (ii) reporting of
information on transition activities; (iii) developing transition finance instruments; (iv) policy incentives; and
(v) measuring and mitigating negative social and economic impacts.

International Platform on Sustainable Finance (IPSF)

The IPSF is a multilateral forum that aims at deepening international cooperation and coordination on
relevant initiatives to scale up sustainable finance, notably in the areas of taxonomy, disclosures, and
standards and labels. In 2022, the IPSF established a working group on transition finance, which is
conducting analysis on how existing sustainable finance alignment approaches (such as taxonomies,
labels and portfolio alignment metrics, as well as corporate strategy and disclosure) already take into
account transition considerations. Following this analysis, the IPSF is developing Transition Finance
Principles at activity-, entity-, and portfolio-level for jurisdictions that are considering including or
strengthening transition finance considerations within their sustainable finance frameworks. The principles
are split between “principles for robust transition targets” and “principles for demonstrating the ability to
deliver”. The former covers climate temperature goals, the setting of credible targets, inclusiveness, and
compatibility with social goals. The latter looks at the information that is needed to ensure credibility,
internal governance, external engagement, reporting, and performance (IPSF, forthcomingiss)).

International Sustainability Standards Board (ISSB)

In 2021 the IFRS Foundation Trustees announced the creation of a new standard-setting board, the
International Sustainability Standards Board (ISSB), to deliver a comprehensive global baseline of
sustainability-related disclosure standards that provide investors and other capital market participants with
information about companies’ sustainability-related risks and opportunities. In March 2022, the ISSB
published draft proposals on general sustainability-related disclosure requirements and climate-related
disclosure requirements (IFRS, 2022s9)). As part of the latter, the ISSB proposes a range of disclosures
about entities’ transition plans, including information on how it is responding to significant climate-related
risks and opportunities, information regarding climate-related targets of transition plans, as well as
quantitative and qualitative information about the progress of such plans (IFRS, 2022¢)).
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https://documents1.worldbank.org/curated/en/93568164 146342467 2/pdf/Striking-the-Right-
Note-Key-Performance-Indicators-for-Sovereign-Sustainability-Linked-Bonds.pdf.

Notes

" The exact activities covered vary across approaches and can range from energy-intensive manufacturing
activities, such as steel, iron, aluminium, and cement, to hard-to-abate transport such as aviation, to
investments in fossil-based energy production.

2 Interpretations of the concept and implications of economic viability vary across approaches, with different
views on the relative importance of economic competitiveness, compared to technological viability. For
example, the approach set out by the Climate Bonds Initiative clearly states that technological viability is
more important than economic competitiveness (Tandon, 20211;). This is further discussed in Chapter 3.

3 It is worth noting that analyses comparing market volumes of SLB debt with other thematic debt should
be conducted only for illustrative purposes, since SLBs are used for general financing purposes whereas
funds raised by green, social and sustainability bonds are earmarked for specific uses (CBI, 2022s)).

4 Key Performance Indicators (KPIs) are quantifiable metrics used to measure the performance of selected
indicators. KPIs have corresponding Sustainability Performance Targets (SPTs). SPTs are targets under
which issuers commit to making measurable improvements in key performance indicators over a
predefined timeline. SPTs should be ambitious, material and where possible benchmarked and consistent
with an issuer’s overall sustainability/ESG strategy.
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% In June 2022, ICMA published a registry of approximately 300 illustrative key performance indicators
(KPIs) for Sustainability-Linked Bonds, classified by sector, split into core and secondary indicators, with
references to global benchmarks for the KPI definition and targets calibration (ICMA, 2022}19)).

8 The issuance of SLBs has become more attractive since the European Central Bank decided in 2020 to
accept them as eligible collateral for Eurosystem credit operations and also for outright purchases for
monetary policy purposes, provided they comply with all other eligibility criteria (ECB, 2020;e0;).

" Other examples include but are not limited to the PRI/World Bank Implementation Guide for Sustainable
Investment Policy and Regulation Tools — Taxonomies of Sustainable Economic Activities, and
IPSF/UNDESA 2021 input to G20 SFWG (UN DESA and IPSF, 20212)).

8 CDP’s annual collection of corporate environmental data includes most of these elements.

9 PACTA is a methodology and tool which measures financial portfolios' alignment with various climate
scenarios consistent with the Paris Agreement (2DIl, 20181)).

10 Registrant companies are those that register a class of securities with the Securities and Exchange
Commission (SEC).
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