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The EU’s challenge to establish the EU

Taxonomy as the new international standard for
Sustainability

1. Overview

You may or may not be aware of the fact that for many
listed companies, the disclosure of non-financial
information has become a significant issue in Japan due
to the amendment of the Corporate Governance Code
(“CGC”) which was significantly supplemented with
content related to ESG objectives and other sustainability
issues in its second revised version released on June 11,
2021, ahead of the market reorganization of the Tokyo
Stock Exchange (“TSE”).
supplementary principle 3-1(3), which states that "listed
should their
sustainability initiatives in disclosing their management

Of particular importance is

companies appropriately  disclose
strategies”. Therefore, to be compliant, a company is
required to disclose how it is sustainable. Naturally, as a
result, more and more companies will start disclosing
matters related to sustainability in their integrated reports
and/or annual securities reports.

At present, however, there is no common understanding
or shared criteria for defining what kind of activities are
sustainable economic activities, nor is the degree of
achievement or progress in sustainability quantified.
Each individual company attempts to disclose its
sustainability initiatives by using qualitative information
based on its own judgment, referring to the TSE’ s
handbook 01 H ¥&.indd (jpx.co.ip)

The EU Taxonomy, however, has a completely different
approach. It aims to express non-financial information
as quantitative data. Because the EU Taxonomy uses
numerical data, comparisons with other data sets can be
carried out very easily. The European Commission
(hereinafter referred to as the "Commission") aims to
establish this quantitative method as the international
standard for sustainability. The significance of the EU
Taxonomy has become quite a topical subject as it is
envisaged to facilitate a global framework in the absence

of international standards for sustainability.
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2. Progress of the EU Taxonomy Regulation

While the concept of the EU Taxonomy is laudable, it is
not yet established, and, as such, it is worthwhile to take a
closer look at where the legislative landscape is now.

In the current rapid legislative development of non-
financial disclosure in the European Union (EU), the
European Commission issued the EU Taxonomy
Regulation on June 18, 2020 (EU Regulation 2020/852),
which is the basis for the EU Taxonomy and which came
into effect on July 12, 2020.

The EU Taxonomy is a system to classify which economic
activities are deemed sustainable and contribute to
environmental protection. The EU Taxonomy redefines the
terms "green" and "sustainability" from the perspective of
the ESP, which have been used in various different ways
and, depending on the company, without clear definitions,
into terms that are easier to understand for investors, who
are key stakeholders and the primary readers of ESG
information and literature, and establishes standards that
make it easier to compare such information with other
companies.

The core component of the EU Taxonomy is its technical
screening criteria, which shall be adopted separately as an
Of the
environmental objectives (please refer to 4(2) below),

annex to the Taxonomy Regulation. Six
those for climate change mitigation and climate change
adaptation have already entered into force on January 1,
2022, and all the remaining goals will be published and

enter into force by January 1, 2023.

3. Expansion of Target Companies
Except for cases where financial instruments are involved,
the EU Taxonomy Regulation applies to all companies
required to disclose non-financial information in
compliance with the EU Directive 2014/95/EU (Non-
Financial Reporting Directive ("NFRD")).

The NFRD amended the EU Directive 2013/34/EU as of
October 22, 2014. According to the NFRD, the companies
which are required to disclose non-financial information
banks,

companies, and companies with more than 500 employees

are limited to listed companies, insurance

in the EU. Consequently, these companies are also subject
to the EU Taxonomy regulations.

2. EU 49V /3—HR RO EB KR

AVETRELTIEESEAED EU 49V /3—TI .
FEEBIZIEES>TWER A FZTILEDIRIRIZD
WT. 835D LELKRTHFELLS,

M HEIBFRORRICEAT AR ED EU TIE.
BMNEERMN.EU 29UV /S—DEBEELLSD 2020 F 6
A 18 Bff EU 440V /=—3RAI(EU #RA| 2020/852) %
L. ChAREE 7 A 12 BIZHETIATHEYS,

[EU 29V /53— &%, WHEBREREID Y ATA
FTILMDIRBREICEMRTHEVZ DN ENEET D
PEVRTLDIETY , 71, BAELAERI (R
(ESIESIZRIBEINTES- ESG DIF)—> 0T
AIREME 1LV - E. TR B THHIRERL L
RThhUPTEDIZEZLEL. ESG EHIZDL
Ttttk BREFYBRBICTIREZEHTINEIR
FLTY,

EUARYYV/E—DFELELE D . 20V /2—1RAID
A5 (Annex) EL TRIREFRIRESN A MR —=>
TEETT BRI, 6 DOREBEBEZEUQDEISHRZS
W) D55, [UIEZEEME. [RIREBIEED 522D
WTIX2022F 1 A1 BICEML. SSICEKE1 A1 H
EFTIZRY LA LRIN. BUNTHSFETT,

3. EUAYV/3—HRAIORRERDIEKX

EU 39V /E—DREBERLLGLHDIE. EREMIC
BEET 5158 %<&, NFRD (2014/95/EU) (Non-
Financial Reporting Directive LL FITNFRD ] &ULMLNVE
¥ o) &S EU BERICKYIEMBREROMTRINERS L
SNTWSEERESNTLET,

Z®M NFRD &(F.EU OT¥DIERRATREHITHS

2013/34/EU EWVD EUFER . 2014 10 A 22 HfFT
WIEL-EUESTY,
NFRD [Z&(d. EA BB RDBEATNESRIITHND
DI(F.EU AD LiHHE. IR1T. ;RIES#. €3£ 58 500
RBEBRADITEICBRONATLETEU 49V /3—3RE|
DXAHRELEZDENLDEETT,

NFRD [&. 2021 &£ 4 B 21 B{FICTEFDEELFHEE
SN=TEEDHRATAFEYT4IZBET 2MEEIZE



W UEEEERAR

KITAHAMA

This current NFRD will be amended by another EU
Directive
("CSRD"). According to its draft legislation dated April
21, 2021, if the CSRD comes into effect, the scope of
application of the EU taxonomy will be expanded to

on Corporate Sustainability = Reporting

medium-sized listed companies. Therefore, while it will
not apply to companies outside the EU, it may be
applicable to their affiliates in the EU.

4. Outline of the EU Taxonomy Regulation

(1) Outline

The EU Taxonomy Regulation establishes the criteria for
determining when a company's business activities are
environmentally sustainable with respect to each of the six
environmental objectives set out in the EU Taxonomy.
Companies subject to the EU Taxonomy shall disclose their
indicators for each environmental objective in accordance
with these established criteria.

(2) Specific Mechanism

Under the EU Taxonomy Regulation, a company is
considered to be environmentally sustainable if it satisfies
the following items (a) through (d) (see Article 3 of the EU
Taxonomy Regulation). As described in item (d) below,
specific technical screening criteria will be established for
items (a) and (b). These technical screening criteria, which
will be implemented in the form of detailed regulations in
a separate document, comprise the main body of the EU
Taxonomy.

(@) One of the six environmental goals is met.

(b) Do No Significant Harm (DNSH) to any of the six
environmental goals.

(c) Meets "minimum safeguards" such as the United
Nations Guiding Principles on Business and Human
Rights.

(d) Meets the "technical screening criteria" developed by
the EU's Technical Expert Group on Sustainable
Finance (TEG).

The "six environmental goals" are as follows (Article 9 of
the EU Taxonomy Regulation):

(@) Climate change mitigation;
(b) Climate change adaptation;
(c) The sustainable use and protection of water and
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marine resources;

(d) The transition to a circular economy;

(e) Pollution prevention and control; and

(f) The protection and restoration of biodiversity and
ecosystems.

Under the EU Taxonomy Regulation, companies must
disclose in a report separate from other non-financial
disclosures, primarily the following information in relation
to the six environmental objectives listed above (Article
8.2 of the EU Taxonomy Regulation).

(@) The percentage of sales that qualify for taxonomy, and

(b) The percentage of capital expenditures (CAPEX) that
qualify under the taxonomy (and, if relevant, the
percentage of operating expenses (OPEX)).

By doing so, the sustainability as non-financial information
is expressed in some part as numerical data which is easy
to compare.

In other words, these figures represent the degree of
achievement and progress of sustainability in relation to
each of the environmental goals. Once they are widely
accepted, companies having higher figures shall attract
more investors. Given this, to attract more investment,
companies, even though they might be based outside the
EU, may spontaneously start disclosing these figures in
accordance with the EU Taxonomy Regulation.

5. Future Trends

Among the six environmental goals, (1) climate change
mitigation (reduction and absorption of greenhouse gas
emissions) and (2) climate change adaptation (coping with
the adverse effects of climate change) were officially
promulgated as the main body of the EU Taxonomy on
December 9, 2021, and came into effect on January 1,
2022. Large companies will disclose these figures as

non-financial information in the near future.

By having companies disclose their level of sustainability
achievement and progress in the form of numerical data in
accordance with the EU Taxonomy Regulation, the
Commission hopes to provide incentives for companies
with low levels of achievement to raise their levels of
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achievement and, in turn, to accelerate the global trend
toward greater consideration for the environment which
shall establish the EU taxonomy as the international
standard to determine whether economic activities are
environmentally sustainable. In the absence of any other
international standards, a very rapid expansion of the EU
taxonomy as a global standard may be realistic if investors
make extensive use of the standards agreed upon by the EU
member states.

The EU is in the process of creating its taxonomy to reflect
the member states’ actual situations by judging what is
sustainable for them, but this process is highly politicized
especially when deciding whether certain economic
activities are good for the environment and what economic
activities will make the world’s ecosystems more
sustainable. For example, even within the EU, some
countries consider nuclear power generation sustainable
and others do not, and thus far, this issue of whether to list
it or not in the EU taxonomy table is now being tenaciously
discussed on both sides. While the accepted understanding
of what is considered to be sustainable economic activity
may vary depending on local circumstances or cultural
backgrounds, the EU Taxonomy can be said to take into
account only the circumstances of the EU, and it is
assumed that there are many countries and regions where
the adoption of the EU Taxonomy as a global standard
would have a negative impact on their own economic
activities and, as such, it is necessary to keep paying

attention to its future development.
skeskoskoskosk

Our European Practice Group is comprised of experts who
are familiar with the EU’s laws and regulations. Please
feel free to contact us should you have any queries.

http://www.kitahama.or.jp/
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