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Understanding the EU Taxonomy

The European Union has emerged as a global leader in the fight
against climate change. After beating the emission reduction,
renewable energy usage, and energy efficiency targets it set in
2008, the EU has continually upped the ante. In 2019 it ratified
its goal to be carbon neutral by 2050. To meet this objective, the
bloc endorsed the Green Deal, which intends to achieve carbon
neutrality in a manner that is both cost-effective and socially just.

To better direct the billions of euros from public and private funds
that the Green Deal hopes to solicit, Brussels is putting in place
a number of laws including the non-financial reporting directive
(NFRD) and the EU Taxonomy. The EU is erecting several pillars to
fulfill the Climate Law. In addition to enacting the Taxonomy and
the NFRD, the EU will codify new emissions, renewable energy,
and energy efficiency targets.

The 2050 goal envisages an economy powered by renewable
energy sources. More than just a means of slowing the rate at
which the earth is warming, renewables are a driver of economic
growth, according to the EU. The same is true of decarbonization,
which the EU hopes will create enough new high-paying jobs in
the circular economy, transportation, and infrastructure as well as
renewable energy to offset any job losses in fossil fuels.
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The Process

The Taxonomy is a framework for determining the degree of
sustainability an investment offers. To define sustainability,
the Taxonomy establishes six objectives. For an investment to
be sustainable, it needs to comply with at least one of these
objectives and do no harm to the other five. The range of
objectives reflects the richness of the concept of sustainability.

To comply with an objective, an investment needs to meet
certain operational hurdles (read: substantial contribution)
such as keeping GHG emissions below some threshold. In
the course of meeting one objective, the investment cannot
be detrimental to another objective (the so-called “Do no
significant harm” provision). If an investment passes these two
sets of hurdles, then it also has to be compliant with relevant
“minimum safeguards”—Iaborlaws that ensure social equity are
as much a part of the Taxonomy as is environmental integrity.
The EU Taxonomy is a comprehensive classification system that
can be implemented only by following a sequential, multistep
process. This is illustrated below.

Mapping Out the Entire Economy

As noted, to comply with any of the six objectives, a company
must prove it has reached certain levels of operational
efficiency to achieve “substantial contribution.” This approach
implies that for each of the six objectives, relevant operational
hurdles and technical specifications need to be set up for every
economic activity.'

Consequently, building out the Taxonomy is an enormous task.
The EU has begun by mapping the largest emitting activities
and the first two objectives: climate-change mitigation and
adaptation. The other objectives and sectors will be mapped
over the next two years.

As part of this process, the Taxonomy drills down into the
revenue (or capex) within the company associated with
the sustainable activity (assuming this activity has met all
the technical, operational, and legal hurdles). Asset owners
and investment managers will be required to disclose the
percentage of their portfolio—defined as the weighted
average of underlying debt or equity exposure—that complies
with the Taxonomy.

FIGURE 1 | EU’'S PATH TO CARBON NEUTRALITY BY 2050
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FIGURE 2 | THE SIX SUSTAINABILITY OBJECTIVES
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' This is done along activity levels rather than sector classifications. Since a company could be involved in multiple economic activities, it will need to classify its

improvements separately under each of these.




Who Does the EU Taxonomy Affect?

Going forward, the Taxonomy promises to place strict
disclosure requirements on GPs and asset owners who label
products as sustainable, green, or ESG-related. GPs who
market their offerings as having environmental or social
impacts will similarly be bound by this regime. This
encompasses investment managers that invest in the EU
or distribute into the EU. Two pieces of allied legislation are
being positioned to support the implementation of the
Taxonomy. Firstly, the Sustainable Finance Disclosure
Regulation (SFDR) requires investment managers to disclose
their efforts to integrate ESG criteria into their investment
processes. Similarly, the NFRD legislation, which currently
applies only to companies with more than 500 employees,
requires disclosure of a range of non-financial data points. This
legislation is currently being reviewed to ensure it is aligned
with the Taxonomy’s data requirements, and it will probably
be broadened in scope to apply to more companies. As such,

NFRD and Taxonomy compliance will probably become a
listing requirement, particularly for larger companies. Similar
disclosurerequirementsareplacedonEUassetownersaspartof
allied legislation. The NFRD legislation, which currently applies
only to listed companies with more than 500 employees, also
requires Taxonomy compliance. This means that Taxonomy
compliance in effect becomes a listing requirement for
larger companies.

As such, the Taxonomy will drive compliance and transparency
along the entire ownership chain. And the effect of the
Taxonomy will be felt far beyond the EU.

Climate change is a global phenomenon, and the EU Taxonomy
is the first in a series of national taxonomies, each tailored to
national interests. For example, Canada’s taxonomy will look to
adjust for the resource-intensive nature of its economy. Over
time, we expect a network of allied taxonomies that will be (we
hope) aligned.

FIGURE 3 | DETERMINING TAXONOMY COMPLIANCE IS A MULTISTEP PROCESS WITH A SERIES OF HURDLES
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Implementation of the Taxonomy in
Private Markets

The following section discusses the implementation of the
Taxonomy in private markets. As has been explained above,
the process of determining Taxonomy compliance requires
specific and detailed information. Under the NFRD legislation,
there will be a push to ensure that all listed companies above
a certain size disclose the required Taxonomy information as
part of their quarterly reporting. This requirement has not
carried over to private companies yet, but changes in the
proposed legislation may require this to be applied to larger
private companies. From StepStone’s perspective this would
be a good thing: It would create greater alignment between
the NFRD and the Taxonomy. However, it would not cover
the majority of companies that we and our clients invest in.
Furthermore, several data providers have begun offering
services around Taxonomy compliance. These providers
draw on information publicly available in quarterly reports,
then aggregated into databases. While this solution works in
the public markets, a different approach will be required in
private markets?

The following general observations can be made from
applying the Taxonomy to private markets:

» GPs need to set up relevant systems within their portfolio
companies to collect and report on the required information
under the Taxonomy at an asset level.

» GPs then need to aggregate this information to create a
portfolio view and report to LPs.

» GPs need to manage information rights/access with LPs
particularly around co-investments.

» LPs may wish to manage their own Taxonomy calculations.
This will require extensive information rights and
engagement with asset-level managers. GPs and LPs
should consider the most efficient approach to determine
Taxonomy compliance—particularly if this information is
required by multiple LPs.

FIGURE 4 | SECTORS MAPPED UNDER CCM & CCA
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» LPAs, side-letter documentation, etc., need to consider such
required information as part of reporting requirements.

» Because LPs will be relying on the data collation processes
designed by the GPs and their portfolio companies, these
parties should submit to verification processes to assure LPs
that these calculations can be relied upon. An alternative
approach is to develop standard frameworks, which GPs
comply with.

2 StepStone is a member of the Principles for Responsible Investment (PRI) Working Group on Taxonomy Implementation. We have contributed a case study on the
implementation of the Taxonomy in private markets. This case study, which focuses on infrastructure, will be published as Part Two of this series.




Undoubtedly there are costs involved in setting up the
systems to gather, collate, and report on the necessary data.
GPs and their portfolio companies will need to absorb these
costs. Ultimately the goal of the Taxonomy is that they be well
rewarded for these efforts with reduced debt costs and access
to increased pools of capital. Furthermore, there may be a
positive valuation impact at exit.

Implications for Private Markets

The Taxonomy is a granular compliance matrix. To comply
with the Taxonomy, every activity conducted by a company
needs to pass three separate hurdles. The companies that are
already operating in “in favor” sectors ought to slot neatly
into this matrix and may be 100% Taxonomy compliant. These
businesses might well experience increased capital inflow for
the following reasons:

There will arguably be a shortage of 100% Taxonomy-
1 compliantinvestment opportunities given thedemanding
requirements of the Taxonomy;

In light of the Green Deal mandate, EU public funds will
2 have strong demand for Taxonomy- compliant projects—
on both the debt and equity sides;

FIGURE 5 | CALCULATING TAXONOMY COMPLIANCE OF A
PORTFOLIO
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FIGURE 6 | REPORTING/DISCLOSURE REQUIREMENTS
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Debt funding should become cheaper for compliant
3 assets;

4 There are more LP programs focused on climate change
and the UN'’s Sustainable Development Goals (SDGs).

Combined, this means that there will likely be valuation
arbitrage on such assets, as demand outstrips supply.

The Taxonomy is going to create a defined market
for sustainable assets. Capital will flow into “neatly”
mapped become
increasingly stranded.

activities while brown assets will

The majority of companies will generally be partially
compliant. The challenge for such businesses is to drive
increased compliance should they determine that greater

access to capital markets more than offsets the cost of
Taxonomy compliance.

The Taxonomy takes a hard line on industries that it deems
out of place in a decarbonized economy. Solid fossil fuels
(e.g., coal) are on this list. For liquid and gaseous fossil fuels,
the situation is less clear; parts of their supply chain can be
considered under certain circumstances as compliant. For
example, next-generation gas-fired plants, which produce
very low emissions, are compliant under the Taxonomy. There
are many gray areas where the Taxonomy tries to navigate
transitioning the economy to a decarbonized state without
unintentionally entrenching the old carbon regime.

StepStone sees investment opportunities in this gray zone.
GPs will need to sharpen their skills to identify the arbitrage
opportunities: Isolating assets that can be transitioned from

FIGURE 7 | TAXONOMY PROCESS WITHIN PRIVATE MARKETS
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noncompliant to compliant could hold a material upside.
This approach lends itself to GPs who have strong active
management skills. Strategy and process repositioning will
be critical. Often these businesses will need multiple years to
implement their transition plans. As such, these assets are well
suited to private market investors. Overall, a private market
program lends itself to gaining exposure to investments
involved in decarbonization.

Conclusion

Investors will be required to pay attention to the EU Taxonomy,
regardless of their own domicile, because the EU is setting
up the framework that will drive a repricing of sustainable
assets and result in an array of assets becoming stranded (this
is in addition to the regulatory requirements that demand
compliance). The Taxonomy is complex because it is very
detailed and, as of today, incomplete. This creates investment
opportunities for investors that are forward leaning to
anticipate where capital will flow under this framework. It
puts the onus of responsibility on GPs to train their teams
to identify investment opportunities within the Taxonomy
specifically and in sustainability broadly. GPs and asset owners
alike will need to invest in data collection systems like never

FIGURE 9 | FOSSIL FUEL IMPACT
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before. Data are the key to compliance. For some businesses,
this will be a huge investment. The payoff is access to cheaper
debt and increased pools of equity capital, and potentially a
favorable repricing of companies.

FIGURE 8 | BENEFICIARIES
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This document is for information purposes only and has been compiled with publicly available information. StepStone makes no guarantees of the accuracy
of the information provided. This information is for the use of StepStone’s clients and contacts only. This report is only provided for informational purposes.
This report may include information that is based, in part or in full, on assumptions, models and/or other analysis (not all of which may be described
herein). StepStone makes no representation or warranty as to the reasonableness of such assumptions, models or analysis or the conclusions drawn. Any opinions
expressed herein are current opinions as of the date hereof and are subject to change at any time. StepStone is not intending to provide investment, tax or other
advice to you or any other party, and no information in this document is to be relied upon for the purpose of making or communicating investments or other
decisions. Neither the information nor any opinion expressed in this report constitutes a solicitation, an offer or a recommendation to buy, sell or dispose of any
investment, to engage in any other transaction or to provide any investment advice or service.

Past performance is not a guarantee of future results. Actual results may vary.

Each of StepStone Group LP, StepStone Group Real Assets LP, StepStone Group Real Estate LP and StepStone Conversus LLC is an investment adviser registered
with the Securities and Exchange Commission (“SEC”). StepStone Group Europe LLP is authorized and regulated by the Financial Conduct Authority, firm reference
number 551580. Swiss Capital Invest Holding (Dublin) Ltd (“SCHIDL") is an SEC Registered Investment Advisor and Swiss Capital Alternative Investments AG (“SCAI”"
and together with SCHIDL,”SwissCap”) is an SEC Exempt Reporting Adviser. Such registrations do not imply a certain level of skill or training and no inference to
the contrary should be made.

Manager references herein are for illustrative purposes only and do not constitute investment recommendations.




StepStone is a global private markets firm
overseeing USS$292 billion of private capital
allocations, including USS66 billion of assets
under management.

The Firm creates customized portfolios for
many of the world's most sophisticated
investors using a highly disciplined,
research-focused approach that prudently
integrates fund investments, secondaries
and co-investments.
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