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Announcer voice: You're listening to Fixed on ESG, a monthly podcast seties brought to you by PGIM

Fixed Income, an active global fixed income investment manager.

Taylor Chatlos, ESG Specialist: Hi everyone, and welcome to Fixed on ESG. I'm Taylor Chatlos, I'm an
analyst on PGIM Fixed Income's ESG research team. Today I'll also be your host as we discuss a recent
proposal recommending that investors adjust their reported emissions for green bonds. Joining me for this

discussion is John Ploeg, co-head of our ESG research team. Hey John.

John Ploeg, CFA, Co-Head of ESG Research: Hi Taylor, and hello to our listeners.

Taylor: So we're here today to talk about green bonds. As a reminder to our listeners, the idea is that their
issuers specify ahead of time that the proceeds raised will only be used for a set of predefined green projects.
For instance, a utility might issue a green bond and say the proceeds it raises can only be used for new
renewable capacity and transmission. Issuance of green bonds has more or less exploded in the 2020s. Last
year alone green bond issuance hit a record high of around $570 billion. But for green bond investors looking
to cut the carbon footprint of their portfolio, this is actually causing a bit of a conundrum. Because, as it turns
out, the companies issuing green bonds also tend to be companies that have a lot of emissions. Logically, you
can probably see why, if green bonds are supposed to fund projects that help issuers transition their business
models, then companies that already have low emissions probably don't need them. So as investors buy more
green bonds, their portfolio emissions might initially go up instead of down. This is a little counterintuitive.
Now, though there are proposals that financed emissions methodologies should include an adjustment that
corrects this so-called problem, in particular the Partnership for Carbon Accounting Financials, or PCAF, has
a consultation out right now, running through February, that includes among other things proposals to adjust
reported emissions for green use of proceeds instruments, like green bonds. So John, I was hoping you could

give us an overview of what exactly is being proposed by PCAF.

John: Sure Taylor. And before I begin, I should mention that we'te actually members of PCAF and we very
much support their mission of making financed emissions reporting more transparent and standardized. But
as we'll get into later, in this case we don't necessatily agree with this proposal or think that it will actually do
that. Anyway, the gist of the proposal is that since green bond proceeds are earmarked for specific projects, at
least in theory, they should be assigned emissions of those projects, rather than the emissions of the entire
issuer. You gave the example of a utility earlier, Taylor, and currently a green bond of that utility would be
assigned the same emissions as the utility's other bonds. Which would be a weighted average of emissions
from all its generation sources and other activities. But under this proposal, if the green bond was only
funding say solar parks, its investors would just report the emissions of the solar park, instead of the entire
company. Which could be close to zero. I describe this as a synthetic OpCo, where assets are theoretically

ringfenced as though they were in a distinct company, even though they'te not in reality.



Taylor: I like your terminology of synthetic OpCo, John. I'd love to believe it could be that straightforward,
but I guess if it was we wouldn't really have much to talk about today. One thing that occurs to me is that if

green bond holders are reporting lower emissions, who's making up the difference in that situation?

John: In theory it should be the non-green investors. If the green bond investors suddenly report near zero
emissions on the solar park, and no one else makes a corresponding adjustment upwards, then you have a
problem of what I call vanishing emissions, on paper at least. Said another way, if the green bond investors
take full credit for the emission savings of the green projects, other investors can't also take credit for those
same emission savings. In the utility example, the NOA investors would have to pretend as though the solar
parks were no longer part of the issuer, which would make their overall emissions higher because they're only

looking at the rest of the company.
Taylor: Got it, and is this part of the proposal?

John: Generally yes, the proposal says that non green investors should gross their emissions up in this way.
But, it's not required. If an investor deems it impractical or technically too challenging, they don't have to do
it. And there's no requirement for symmetry here ecither, so in theory you could say it's possible to calculate
the downward adjustment on an issuers green bond, but still too hard to calculate the upward adjustment on

its other securities.
Taylor: Yeah, but wouldn't it look pretty funny if you only adjusted the green bonds?

John: Well, that assumes that people would notice. But in reality, this is probably more of an issue at the
portfolio or market level, rather than for a specific holding in a specific account. Imagine a fund that buys a
mix of green and vanilla bonds, for issuer A it buys green bonds, and for issuer B it buys both green and
vanilla bonds. And for issuer C let's say for fun, that it buys only vanilla bonds, even though the issuer has
some green bonds too. So for issuer A, where it only holds green bonds, the fund manager say applies a
downward adjustment. For issuer B, maybe it also applies a downward adjustments to the green bonds and
the upward one for the vanilla bonds, because it holds both. But for issuer C, where it only holds vanilla
bonds, there's no benefit really to calculating an adjustment because the adjustment would only increase

emissions. And so that issuer C, there's an incentive at least to say no, that's too hard.

Taylor: I can see this differing by portfolio too, like perhaps a manager offers a green bond fund and an
equity fund. In the green bond fund it calculates the adjustments, because it's mostly to the fund's benefit.
But in the equity fund, they can't even hold green bonds, so they sort of have a cop out in this situation where

they say, too hard, and they avoid all the upward adjustments.

John: That's right. And at the market level, you could also have different investors making different choices.
It's all pretty subjective and the incentives are there for asymmetric application. Two funds with very similar
holdings could end up reporting very different emissions. If the goal is to make financed emissions more
transparent and comparable, this is one big reason why we think the proposal goes counter to that. In fact,
managing emissions are already a little bit of a problem. Some investors are currently making adjustments for
green bond emissions. Not necessarily standardized in the PCAF way, but there are some that have their own
choices on this. In some cases, they're using more arbitrary choices, like just assigning all green bonds zero
emissions. And often it seems they're doing this without grossing up emissions on non-green secutities. To

PCAF's credit, I think that the proliferation of inconsistent approaches is partly what's motivating the
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proposal. But it's worth remembering that PCAF isn't a regulator, its recommendations are voluntary and the
headline here is that green bond emissions go down. The grossing up part is, unfortunately, buried a little bit
in the details. So there's a risk the proposal reinforces the general idea that it's okay to reduce green bond
emissions but doesn't stress enough the need to balance this out on other securities and that sometimes gets

lost in translation.

Taylor: Now you've got me looking for the devil's in the details a little bit. One thing that springs to mind in
my experience assessing these bonds is that companies don't have to put all their proceeds into green projects
immediately when the bond is issued. Usually they have two years or more to fully allocate funds. So, what

happens during that period? Do they just get the emissions of the issuer?

John: Actually, this proposal says any proceeds not yet allocated should be attributed zero emissions. I think
the idea is that in theory these proceeds are supposed to be ringfenced.

Taylor: Sute, but in reality they usually aren't physically separated. I don't think I can recall an instance where
an issuer has created a segregated account for green bond funded proceeds. The terms in most prospectuses
normally say that until proceeds are fully allocated to green projects, they can be used sort of for whatever,
right? And when you think about it, there's actually an incentive here to delay the green projects. Because the

longer it takes to allocate towards them, the longer investors can report zero emissions in their portfolio.

John: True, that might be theoretical as I'm not sure how material that incentive really is, but it's not an ideal

message.

Taylor: Yeah, actually, now that I'm thinking about it, it could be even worse than that, potentially, because
for big green projects, the operating emissions may be low but the construction emissions may be really high
sometimes. And green bond proceeds often don't get allocated to the project until it's finished. So I think you
can have situations where the projects are generating a lot of greenhouse gases through construction, and the
bond investors that invest in that green bond not only get to ignore these, but actually report zero emissions,

then benefit from the lower operational emissions once the project's finished.

John: Yes, and this brings me to another of our big concerns, what I'm going to call, lost emission savings.
Let's say that you bought the equity in a company in your ESG fund on the basis of that company's transition
plan. As they exact that transition plan, your emissions might temporatily go up for construction, as you've
just laid out, Taylor, but right when the emission savings are about to kick in on the operational side, the
company issues a green bond and then the company says it's being used to refinance that project. So

suddenly, all of the emission savings go to the green bonds investors instead of you, the equity manager.

Taylor: It seems like it could be worse than that even, because if I understood you correctly before, I'd
actually have to gross up my emissions to balance out the lower emissions in the green bond. Meaning that I
don't just miss out on the project's future avoidance of greenhouse gases, I actually have to compensate for
them. So my emissions would be higher than if the green projects had never been done. Even though the

whole reason I invested in this company is because I liked its transition plan.

John: Yes, and all that after you'd already taken responsibility for the construction emissions too. And we've
kind of danced around it a little bit, but a fundamental problem here is with the whole synthetic OpCo
approach that I mentioned at the start. In a real OpCo investors are largely only collateralized by the assets of
that OpCo. They're paid back by the cash flows of the OpCo, and the OpCo kind of runs itself largely as an
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independent company. When a step matures, for instance, it has to issue new debt, it doesn't just cease to
exist. The synthetic OpCo concept that underpins this proposal though, ignores all of that. For example, the
green bond investors might provide funds used to build the project, or theoretically refinance the project, but
they don't necessarily provide the funds to run the project. Plus, there's general overhead that supports the
project indirectly. Think about central functions like marketing and sales, accounting, HR, and whatever.
Even the IR communications team that does the reporting on the green bond itself. None of that usually gets

paid for by the green bond holders, even though the projects really couldn't work without it.

Taylor: Also, the green bonds might even be getting repaid, at least partly, from cash flows from the brown

assets.

John: That's right. And even if not, if we do treat the green bonds as a synthetic OpCo, they effectively have
a financial guarantee from the rest of the business because they're backed by all the assets and cash flows of
the rest of the company. If the green projects wete in a real standalone entity, and didn't have that guarantee,
their borrowing costs would probably be a lot higher. But in this theoretical construct, the green bond holders
get the guarantee, but they don't really pay for it. It's essentially free. All this is usually worth a lot in real-life,
and since the green bond holders don't pay for it, I'd say it's effectively a giant sort of in-kind equity
contribution to the projects from the rest of the investors, which means that the rest of the investors should
still get a big share of the credit for the green projects, proportionate to the size of that in-kind contribution.
But under this proposal it looks like they essentially get no credit for it at all.

Taylor: It sounds like another case of those lost emissions savings you mentioned before. Maybe a less
obvious one, but I could see this being really significant sometimes. But as I understand it, this proposal
doesn't have implications only for investors, it sounds like it has some requirements for issuers as well, is that
right?

John: Yes, essentially. Although it's not strictly required, the proposal wants green bond issuers to help
investors attribute emissions to different sources of funding. Basically they want companies to split the
emissions between the green projects and the rest of the business. And also to report a separate enterprise
value for the green projects as though again, they wete a standalone OpCo, so that if those projects aren't

totally funded with green bonds, some emission savings could be attributed to other investors.
Taylor: So, could this take into account that in-kind equity contribution you were just talking about?

John: In theory it could, but valuing all those intangible benefits might be hard and my impression is it's not
expected that companies would really do that. In fact, the reporting isn't strictly required either. If companies
don't do it, investors could estimate the values themselves. But it's obviously easier and cleaner for investors

if the company does it.

Taylor: Yeah, this does sound like a lot of work. For instance, I cover utilities, and a lot of them struggle to
do reporting, even at the real OpCo level. Even when we ask for it. And we do often engage with these
issuers so I guess they'd have a tough time doing it at the synthetic OpCo level too. And actually, if they've
started reporting standalone emissions for green bonds before they start breaking out emissions for their real
OpCos, I'm not sure that's how I'd want them devoting their relatively limited reporting resources in most

instances.
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John: That's a good point. At the end of the day, companies can only devote so many resources to reporting,
and green bond reporting kind of by its nature, is always going to be pretty much positive. It will only tell the
good side of the story. So I'm not convinced it's the best use of reporting resources to begin with. At least not
until a company has nailed its overall ESG reporting, which makes me even less sute it's a great idea to shift

even more of the burden to green bond reporting.

Taylor: Right, particulatly given all the issues we've discussed today with the outputs you get from it. But,
John, you know me, I'm a bit of an optimist, let's not leave our listeners only with problems. What can we do

about this? How do we fix the problem of green bonds having higher emissions?

John: Okay, well let's start with the premise that this is actually a problem. The problem may not be with the
emissions being high, but rather how this is interpreted. A portfolio build as transition, it has really low

emissions already should almost raise questions, rather than give comfort.

Taylor: That makes sense, it's like a materiality test. If you're picking issuers with really low emissions, then
actually you might be picking issuers where transition isn't as material, it's just not that important. I'd rather
have my portfolio holding names in sectors like power, steel, cement, shipping and so on, that are
significantly carbon intensive, rather than software and services. That's where I'd see the real-world impact.
That's an important nuance. And yeah, that probably means it'll have higher emissions, but I guess you're
saying that's more a sign that I'm doing it right, not wrong. Which is almost the reverse of how most people

look at it.

John: More or less. The trick is, if you're going to buy higher emitting companies, you still have to make sure
they're seriously transitioning because let's be clear, there are a lot of high emitters that aren't. And for that,
it's much more important to look at the entire company rather than just one bond. You can see where this
could go really wrong if you don't. I mean say you have a company still heavily involved in producing fossil
fuels and not only that, but imagine they're fairly active in lobbying against better climate policies and maybe
even running PR campaigns for that as well. But they issue a green bond to fund say, I don't know, a green
hydrogen project. If you're only focused on emissions and if you're applying this new proposal, you'd say it

has very low emissions and looks good.

Taylor: Or, on the flip side, let's say I had a utility that was credibly transitioning but for whatever reason,

decided not to issue a green bond to fund its projects. There are some out there that make that choice.
John: Right, or maybe you're just an equity investor so green bonds aren't even an option.
Taylor: Yeah, exactly. Anyway, if emissions was your only consideration, its bond would look a lot worse.

John: Exactly, to do this well, emissions can really only be an input to your assessment, not the assessment
itself. If you've done your job well, you should still see emissions coming down meaningfully over time. But
not through arbitrary adjustments in the accounting, rather, from organic decriminalization from the issuers

actually transitioning in the real world.

Taylor: So, to recap a few of the issues with the proposal you've raised, there's vanishing emissions, where
lower emissions attributed to a company's green bonds aren't always made up for by investors in its other
securities. There's the ability to treat unallocated proceeds as having zero emissions, even while construction

of the projects could be generating a lot of greenhouse gases. There are also lost emission savings, where
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carlier investors in a company's transition essentially lose out on the later emission savings in their reporting.
And also where the potentially large in-kind equity contribution to the projects from the rest of the business
gets outright ignored. And there's the increased reporting demands on issuers themselves, which is something
I'm sympathetic to after speaking with management teams. Plus, it seems like probably a lot of work in

general for anyone applying it.

John: For sure. And finally, because this adjustment isn't based on a real legal separation, there's a lot of
room for subjectivity in how individual investors apply it. Meaning that it would make reported emissions less
transparent and less comparable, which I think in the end runs counter to PCAF's mission, while also
potentially entrenching this, I'd say, flawed perception that high emissions at the portfolio level are always

incompatible with an ambitious transition portfolio.

Taylor: Yeah, as always with ESG, this turned out to be a little bit more complex than expected but thank
you so much for helping us unravel it a bit, John. And thanks to everyone tuning in. We hope you'll join us

again for next month's episode of Fixed on ESG. Take care.

Announcer voice: We hope you've enjoyed today's podcast. Subscribe to keep up with the latest episodes of
Fixed on ESG. For more insights and thought leadership, visit PGIMFixedIncome.com. This podcast is
intended solely for professional investor use. Past performance is not a guarantee of future results. All
investments involve risk, including the loss of capital. This material is not for distribution to any recipient
located in any jurisdiction where such distribution is unlawful. This podcast includes the views and opinions
of the authors and may not reflect PGIM Fixed Income's views. PGIM and its related entities may make
investment decisions that are inconsistent with the views expressed herein. This podcast may contain
information regarding PGIM Fixed Income's current ESG program, and is not intended to include
information about any particular product or strategy, or how any particular product or strategy will be
invested or allocated at any particular time. As permissible, we may change our ESG processes without
notice. This podcast should not be reproduced without PGIM's prior written consent. No liability is accepted
for any direct, indirect or consequential loss that may arise from any use of the information contained in or
derived from this podcast. PGIM Fixed Income is not acting as a fiduciary. The contents are for
informational purposes only, are based on information available when created and are subject to change. It is
not intended as investment, legal or tax advice, and does not consider a recipient's financial objectives. PGIM
Fixed Income is a business unit of PGIM, the global asset management business of Prudential Financial Inc.,
which is not affiliated in any manner with Prudential PLC, incorporated in the United Kingdom, or with
Prudential Assurance Company, a subsidiary of MNG PLC, incorporated in the United Kingdom. Copyright
2025, the PGIM logos and the rock symbol are service marks of PGIM and its related entities registered in

many jurisdictions worldwide.
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IMPORTANT INFORMATION

Source(s) of data (unless otherwise noted): PGIM Fixed Income, as of January 2025.

For Professional Investors only. Past performance is not a guarantee or a reliable indicator of future results and an
investment could lose value. All investments involve risk, including the possible loss of capital.

PGIM Fixed Income operates primatily through PGIM, Inc., a registered investment adviser under the U.S. Investment Advisers Act
of 1940, as amended, and a Prudential Financial, Inc. (“PFI”) company. Registration as a registered investment adviser does not imply
a certain level or skill or training. PGIM Fixed Income is headquartered in Newark, New Jersey and also includes the following
businesses globally: (i) the public fixed income unit within PGIM Limited, located in London; (ii) PGIM Netherlands B.V., located in
Amsterdam; (iif) PGIM Japan Co., Ltd. (“PGIM Japan”), located in Tokyo; (iv) the public fixed income unit within PGIM (Hong
Kong) Ltd. located in Hong Kong; and (v) the public fixed income unit within PGIM (Singapore) Pte. Ltd., located in Singapore
(“PGIM Singapore”). PFI of the United States is not affiliated in any manner with Prudential plc, incorporated in the United
Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc, incorporated in the United Kingdom. Prudential, PGIM,
their respective logos, and the Rock symbol are service marks of PFI and its related entities, registered in many jurisdictions
worldwide.

These materials are for informational or educational purposes only. The information is not intended as investment advice and is not a
recommendation about managing or investing assets. In providing these materials, PGIM is not acting as your fiduciary. PGIM Fixed
Income as a general matter provides services to qualified institutions, financial intermediaries and institutional investors. Investors
seeking information regarding their particular investment needs should contact their own financial professional.

These materials represent the views and opinions of the author(s) regarding the economic conditions, asset classes, securities, issuers
or financial instruments referenced herein. Distribution of this information to any person other than the person to whom it was
originally delivered and to such person’s advisers is unauthorized, and any reproduction of these materials, in whole or in part, or the
divulgence of any of the contents hereof, without prior consent of PGIM Fixed Income is prohibited. Certain information contained
herein has been obtained from sources that PGIM Fixed Income believes to be reliable as of the date presented; however, PGIM
Fixed Income cannot guarantee the accuracy of such information, assure its completeness, or warrant such information will not be
changed. The information contained herein is current as of the date of issuance (or such earlier date as referenced herein) and is
subject to change without notice. PGIM Fixed Income has no obligation to update any or all of such information; nor do we make
any express or implied warranties or representations as to the completeness or accuracy.

Any forecasts, estimates and certain information contained herein are based upon proprietary research and should not be interpreted
as investment advice, as an offer or solicitation, nor as the purchase or sale of any financial instrument. Forecasts and estimates have
certain inherent limitations, and unlike an actual performance record, do not reflect actual trading, liquidity constraints, fee. These
materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial instrument
or any investment management services and should not be used as the basis for any investment decision. PGIM Fixed Income and its
affiliates may make investment decisions that are inconsistent with the recommendations or views expressed herein, including for
proprietary accounts of PGIM Fixed Income or its affiliates.

Investing in the bond market is subject to risks, including market, interest rate, issuer, credit, inflation risk, and liquidity risk. The
value of most bonds and bond strategies are impacted by changes in interest rates. Bonds and bond strategies with longer durations
tend to be more sensitive and volatile than those with shorter durations; bond prices generally fall as interest rates rise, and low
interest rate environments increase this risk. Reductions in bond counterparty capacity may contribute to decreased market liquidity
and increased price volatility. Bond investments may be worth more or less than the original cost when redeemed. Mortgage- and
asset-backed securities may be sensitive to changes in interest rates, subject to early repayment risk, and while generally supported
by a government, government agency or private guarantor, there is no assurance that the guarantor will meet its obligations. High
yield, lower-rated securities involve greater risk than higher-rated securities; portfolios that invest in them may be subject to greater
levels of credit and liquidity risk than pottfolios that do not. Investing in foreign-denominated and/or -domiciled securities may
involve heightened risk due to currency fluctuations, and economic and political risks, which may be enhanced in emerging markets.
Currency rates may fluctuate significantly over short periods of time and may reduce the returns of a portfolio. Commodities contain
heightened risk, including market, political, regulatory and natural conditions, and may not be suitable for all investors.
Diversification does not ensure against loss.

In the United Kingdom, information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar
Square, London, WC2N 5HR.PGIM Limited is authorised and regulated by the Financial Conduct Authority (“FCA”) of the United
Kingdom (Firm Reference Number 193418). In the European Economic Area (“EEA”), information is issued by PGIM
Netherlands B.V., an entity authorised by the Autoriteit Financiéle Markten (“AFM”) in the Netherlands and operating on the basis of
a European passport. In certain EEA countries, information is, where permitted, presented by PGIM Limited in reliance of
provisions, exemptions or licenses available to PGIM Limited including those available under temporary permission arrangements
following the exit of the United Kingdom from the European Union. These materials are issued by PGIM Limited and/or PGIM
Nethetlands B.V. to persons who are professional clients as defined under the rules of the FCA and/or to persons who are
professional clients as defined in the relevant local implementation of Directive 2014/65/EU (MiFID II). In Switzerland,
information is issued by PGIM Limited, London, through its Representative Office in Zurich with registered office: Kappelergasse 14,
CH-8001 Zurich, Switzerland. PGIM Limited, London, Representative Office in Zurich is authorised and regulated by the Swiss
Financial Market Supervisory Authority FINMA and these materials are issued to persons who are professional or institutional clients
within the meaning of Art.4 para 3 and 4 FinSA in Switzerland. In certain countries in Asia-Pacific, information is presented by
PGIM (Singapore) Pte. Ltd., a regulated entity with the Monetary Authority of Singapore under a Capital Markets Services License to
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conduct fund management and an exempt financial adviser. In Japan, information is presented by PGIM Japan Co. Ltd., registered
investment adviser with the Japanese Financial Services Agency. In South Korea, information is presented by PGIM, Inc., which is
licensed to provide discretionary investment management services directly to South Korean investors. In Hong Kong, information is
provided by PGIM (Hong Kong) Limited, a regulated entity with the Securities & Futures Commission in Hong Kong to professional
investors as defined in Section 1 of Part 1 of Schedule 1 of the Securities and Futures Ordinance (Cap.571). In Australia, information
is issued by PGIM (Australia) Pty Ltd (“PGIM Australia”) for the general information of its wholesale clients (as defined in the
Corporations Act 2001). PGIM Australia is an Australian financial services ("AFS") licence holder (AFS licence number 544946). In
Canada, pursuant to the international adviser registration exemption in National Instrument 31-103, PGIM, Inc. is informing you
that: (1) PGIM, Inc. is not registered in Canada and is advising you in reliance upon an exemption from the adviser registration
requirement under National Instrument 31-103; (2) PGIM, Inc.’s jurisdiction of residence is New Jersey, U.S.A.; (3) there may be
difficulty enforcing legal rights against PGIM, Inc. because it is resident outside of Canada and all or substantially all of its assets may
be situated outside of Canada; and (4) the name and address of the agent for service of process of PGIM, Inc. in the applicable
Provinces of Canada are as follows: in Québec: Borden Ladner Gervais LLP, 1000 de L.a Gaucheti¢re Street West, Suite 900
Montréal, QC H3B 5H4; in British Columbia: Borden Ladner Gervais LLP, 1200 Waterfront Centre, 200 Burrard Street,
Vancouver, BC V7X 1T2; in Ontario: Borden Ladner Gervais LLP, 22 Adelaide Street West, Suite 3400, Toronto, ON M5H 4E3; in
Nova Scotia: Cox & Palmer, Q.C., 1100 Purdy’s Wharf Tower One, 1959 Upper Water Street, P.O. Box 2380 -Stn Central RPO,
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