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The race is on for companies to declare their commitment to achieving
net-zero emissions, as outlined in the Paris Agreement. But given the various
inconsistencies in how the phrase is understood, what does “net zero” really
mean — and how should progress towards this goal be measured?

Once a piece of jargon used by climate experts,

the term “net zero” has swiftly entered the
mainstream in the run-up to the UN Climate
Change Conference (COP26) in November
2021. Many countries, regions, companies
and investors are announcing climate action
goals and targeting net zero by a specific
date, usually around the middle of this century —
per the goals set out in the Paris Agreement
on climate change.

Participation in the Race to Zero — an initiative
of the UN Framework Convention on Climate
Change to rally the largest-ever alliance
committed to net-zero carbon emissions — has
grown to 4,800 entities since the campaign’s
launch in June 2020. Corporate entities account
for around 3,000 of this number. This makes it
easier for investors to identify those companies
that are working towards this goal.

Considering the most recent Intergovernmental
Panel on Climate Change (IPCC) report,
described as a “code red for humanity”, this
acceleration in global mobilisation towards the
Paris Agreement objective is an encouraging
development. But as investors look to allocate
money towards companies contributing to

Key takeaways

- Net zero, where there is no net
accumulation of greenhouse gases
in the atmosphere, will require
companies to account for emissions
generated by all business activities

- Investors can influence the climate
transition pathway by investing in
companies that commit to net zero
through compelling plans and a
proven ability to execute on them

- Engagement with investee companies
is key to understanding sometimes
complex decarbonisation strategies,
reinforcing transparency, and
promoting real progress to net zero

— Allianz Global Investors is adopting
an innovative engagement approach
with its investee companies to help
tackle the climate emergency

climate transition, it is useful to examine the
meaning of the phrase “net zero” and ask
whether all net-zero goals are equal.
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Are all net-zero goals created equal?

What is net zero?

The term “net zero” derives from a 2013 IPCC report, which
discussed the need to eliminate net greenhouse gas (GHG)
emissions to stop global warming. The “net” relates to the
balance between emissions generated by human activities
and those removed either naturally or artificially through
carbon-capture technologies. The report paved the
way for the Paris Agreement in 2015, with each signatory
pledging to meet the targeted equilibrium — “net zero” —
by 2050 at the latest.

The idea of equilibrium sounds like a simple equation.
But for investors who want to support this target through
the companies they invest in, the parameters around

the underlying calculation are more complex, revealing
competing definitions around what is meant by net zero.
For instance, a net-zero target is strictly achieved only when
the full range of an entity’s activities are included. Yet some
companies in some industries (for example, utilities) currently
calculate their net-zero activities without including certain
geographic regions; in other sectors (such as mining) some
companies discount specific assets; while in other sectors
(such as telecoms and media) some firms do not include
all business structures. However, a best-practice approach
should include all business activities across every division
of a company, even if timelines may differ between them.

Ensuring that Scope 3 emissions are calculated

In the world of net-zero reporting, there are three
classifications of emissions:

— Scope 1: direct emissions from sources that a company
owns or controls, for example, emissions from a car
manufacturer’s own factory.

— Scope 2: indirect emissions from the generation of
energy purchased by the reporting company, for

Greenhouse gas (GHG) emissions by sector

Exhibit 1: Share of scope 1,2,3, by sector
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example, emissions relating to the energy used by
that car manufacturer.

— Scope 3:indirect emissions produced outside the
company’s direct control through its entire value
chain — these include emissions from before goods
enter the company’s gates (“upstream”), for example
emissions resulting from the production of steel
needed to build the cars, and emissions resulting from
handling, distribution and usage of the final product
("downstream”), for example those resulting from the
car’s own fuel consumption.

Scope 3 accounts for a substantial share of total emissions
in many sectors, but for many firms it is only partially
included in calculations for their net zero targets, if at all.
We think this is potentially confusing and frustrating for
investors who want to know what types of emissions are
being included in net-zero targets, and whether there

is clear disclosure around those targets.

At Allianz Global Investors, we actively encourage companies
to develop and implement policies and practices to target
a fully scoped net-zero commitment. Our recent analysis
of a mining company indicated that, while it had committed
to net-zero targets for Scope 1 and Scope 2 emissions, it
was also able to quantify and disclose a full inventory of
Scope 3 emissions, broken down into 15 categories over
its entire value chain. The company has now put in place
initiatives to reduce full-scope emissions for those Scope 3
categories over which it has some control, such as shipping.

Some sectors currently feel limited pressure to focus on
their net-zero activities because they have low Scope 1 and
2 footprints. We expect the focus on monitoring Scope 3 to
increase, to ensure equivalence across sectors, and greater
alignment with the wider climate effort.

Exhibit 2: Average company emissions by scope
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A carbon dioxide equivalent or CO2 equivalent, abbreviated as COze is
a metric measure used to compare the emissions from various greenhouse
gases on the basis of their global-warming potential (GWP) (source
Glossary:Carbon dioxide equivalent - Statistics Explained (europa.eu))
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Targeting gross emissions to achieve net zero: timing is key

In many ways, the journey to net zero is as important as the
destination. While the target references a net figure in the
future, gross emissions must be reduced along the way. The
Paris Agreement makes this clear: global CO2 emissions
need to be reduced by 50% (from 2020 levels) by 2030 to
limit global warming to a 1.5°C increase by 2050. This is a
global objective, but the Race to Zero's requirement is that
individual companies “should contribute their fair share to
the 50% global reduction”.

Another key component of the Paris Agreement is a pledge
to keep temperature increases below a 2.0°C increase
over pre-industrial levels — and, if possible, at 1.5°C*.
Although this seems like a small difference in temperature,
the real-world effects could be massive. As such, the
shape of the curve showing cumulative carbon emissions
over the period leading up to achieving net zero will
likely define the final warming level.

Understanding this curve is fundamental to understanding
scenario analysis for investee companies. The definition
and communication of an appropriate interim target
aligned to the final target is a minimum requirement for
any company joining the UN’s “Race to Zero”?. However,
a December 2020 study by Oxford University’s Energy &
Climate Intelligence Unit (ECIU) showed that only 50% of
large companies with a stated net-zero commitment have
made such a plan public.

The Science Based Targets Initiative (SBTI) is one of several
organisations that help companies ensure consistency in
reporting while standing up to increasingly robust scrutiny
from investors. Using a scientific framework, the SBTI breaks
down and assesses the targeted global trajectory to create
sector-specific pathways to reduce emissions. Its recent
decision to raise the bar for target validation — from “well
below 2°C" to “1.5°C" — underscores the intensified sense

of urgency ahead of COP26.

2100 Warming projections

Carbon offsets: what role do they play on the journey
to net zero?

“Carbon offsets” is a catch-all description for all the tools
that companies or institutions can use to reduce GHG
contributions in one area to compensate for emissions
made elsewhere. They are a divisive factor in the net-zero
equation. While there is strong consensus about the
critical role offsets can play in corporate net-zero
strategies, there is still debate around how much they
actually contribute. We identify two conditions that
should be attached to their use:

— Carbon offsets should not compromise gross emission
reduction actions.

- Activities underpinning the claimed offsets should
effectively, sustainably and verifiably reduce carbon
emissions without undermining other sustainability
aspects (such as biodiversity and social priorities).

Carbon offsets add an extra layer of complexity as

we engage with companies to assess their progress
towards net zero. We need to consider each company’s
offsetting activities in their entirety, in the context of
the relevant offsetting strategies that are available.
Businesses can choose to compensate gross emissions
through indirect investment into carbon credits, or through
direct investment into lowering emissions or reducing
activities — both within and outside their value chain.
Options for the latter include carbon capture, utilisation
and storage (CCUS).

On a broader level, our view of companies’ climate
reporting suggests the use of carbon offsets is not yet
meaningful at an aggregated level. However, they are
being used increasingly in some sectors, such as financials.
They are also the only solution against residual emissions
that cannot be eliminated, which are estimated to account
for around 20% of current emissions.

Exhibit 3: Emissions and expected warming based on pledges and current policies
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A distinct engagement approach for climate issues

At Allianz Global Investors, we have a long-standing
commitment to the stewardship of the companies in which
we invest. Engagements on environmental topics, including
climate change, accounted for one-fifth of our engagement
activities in 2020 and continue to increase.

One of our priorities is to ensure that the data companies
report aligns with “real” net-zero progression. In other words,
we want to see that their efforts are contributing to a genuine
decarbonisation of portfolios. Building on our own net-zero
goals® — and those of our parent company, Allianz* — we have
enhanced our climate-related engagement strategy. Some
key factors underpinning our process include:

- We use existing and evolving data sets to assess
individual firms’ climate strategies, policies, initiatives
and performance relative to peers. This helps us refine
our engagement approach relating to specific elements
of each company’s transition pathway.

engage specifically on these details. We also consider
factors beyond environmental issues to ensure social
and governance related aspects are appropriately
integrated into companies’ climate strategies.

- We have a particular focus on “just transition” as we
seek to ensure that environmental goals do not have
detrimental social impacts. This can involve understanding
the impact of an ambitious climate transition strategy on
the workforce, local communities and other stakeholders.

— We introduce binding goals, which are reviewed and
tracked over a period of several years. Our approach to
“co-investing” in climate transition favours engagement
over exclusion or divestment.

Consistency is key

As the flagship goal of the Paris Agreement, net zero
is a powerful concept — but the reality of achieving it
is complex. A robust framework to measure and scope
out investee companies’ climate factors, supported by

a rigorous, ongoing engagement process, is critical in
directing capital towards achieving shared climate goals.

- We seek a robust understanding of how they calculate
their targets and examine which of their business

practices are covered. We hope the unprecedented surge in pledges to achieve

net zero will continue. They should be complemented by
greater consistency and agreement on how we collectively
define net zero, which should in turn help further drive
mobilisation on a global scale.

— We look for firms to align with best practices within
their peer groups, for example in those sectors where
non-CO2 greenhouse gases are a more pressing factor
(eg, methane for utilities). In these instances we will

*Source: Global Warming of 1.5°C report by IPCC (Oct 2018) https://www.ipcc.ch/site/assets/uploads/sites/2/2019/06/SR15_Headline-statements.pdf
? https://racetozero.unfccc.int/wp-content/uploads/2021/04/Race-to-Zero-EPRG-Criteria-Interpretation-Guide-2.pdf

3 https://www.netzeroassetmanagers.org/
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