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Toward an EU Social Taxonomy
- First Steps in a Long Journey

Jarek Olszowka, Head of Sustainable Finance, IBD,

On 28th February 2022, the Platform on
Sustainable Finance (the “PSF”"), published
its much-awaited final report on the possible
extension of the existing EU Taxonomy to
include a social taxonomy. The idea behind
such a novel dimension to the EU’s main
sustainability classification system would
be to help identify what could constitute
a social investment, and, as with the
green taxonomy, explore whether such a
standardised classification, introducing
harmonised definitions, would in turn help
direct capital flows towards such socially
sustainable activities.

Background and purpose of
a social taxonomy

From the very early days of the EU’s
sustainability agenda, social aspects
have featured prominently alongside
environmental goals. However, despite
this both investors and bond issuers have
focused predominantly on environmental
considerations, with the social element
taking somewhat of a backseat. The Covid-19
pandemic has certainly changed this, with
a heightened realisation that a holistic
approach to sustainability, one going beyond
merely environmental aspects, is much
desired. A large volume of pandemic relief
bonds, with proceeds devoted to mitigate
the socio-economic consequences of the
pandemic, have brought social issues further
up the agenda of many capital market
participants.

Therefore, it was only a matter of time
after all the successful work in creating its
landmark environmental taxonomy, that
the EU would consider extending it to cover
social objectives. It is against this backdrop
(and also one of the requirements of the EU
Taxonomy Regulation which imposed on the

Nomura International Plc

EC a legal requirement to explore such an
extension®) that the PSF was asked to advise
the EC if the taxonomy should be extended,
and if so, then how should the EC go about
this.

To highlight how big of a development
this would be, if the EC opts to take this
forward this will be the first ever globally
social taxonomy to be legislated. If done
appropriately, it would not only help to
further cement the EU’s current leadership
in sustainable finance, but more importantly
it would in a binding way define what could
amount to a social investment and which
activities could be deemed as making
a significant contributions to the EU’s
predefined main social objectives.

The end goal of this ambitious project
would be to ensure that private capital can
flow in a more efficient manner towards
socially valuable activities and over time
to help scale up such investments. It would
also help ensure that a transition to a low
carbon economy is not only focused on
greenhouse gas emissions, but is a “just
transition”, aiming not to leave the most
affected workers and communities behind in
the EU’s shift towards net zero.

The PSF’s current social taxonomy
proposal

Rather unsurprisingly the PSF unequivocally
recommend that a social taxonomy be
established. The final PSF report follows
from an earlier, July 2021, draft and a
detailed broad public consultation, which
with 268 responses shows how much of a
“hot topic” defining social objectives and
activities is. Only 15% respondents of this
consultation did not see any merits in a
social taxonomy as originally outlined by
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the PSF, with the overwhelming majority
(78%) being in favour of at least one of the
merits to establish such a classification.

To simplify things for all stakeholders
and increase the social taxonomy’s future
usability, the PSF proposes to establish a
common single structure with the existing
EU Taxonomy. The key recommendation
is that the structure of the social taxonomy
should mirror the environmental one - ie.
to introduce only a smaller number of
overarching main social objectives (similar
to the 6 main objectives used in the
environmental taxonomy), suggest different
types of “substantial contribution”, require
a “do no significant harm” test and include
minimum environmental safeguards
(mirroring the minimum social safeguards
in the environmental taxonomy).

In terms of major social objectives, there
are only three currently proposed (with a
non-exhaustive list of corresponding sub-
objectives):

¢ Decent work, including for a business’s
value-chain workers (sample sub-
objectives: social dialogue, living wages,
health and safety, lifelong learning,
respect for human rights)

¢ Adequate living standards and wellbeing
for “end-users”, or consumers (sample
sub-objectives: healthcare, social
housing, long-term care, education)

¢ Inclusive and sustainable communities
and societies (sample sub-objectives:
access to basic economic infrastructure,
inclusion of people with disabilities,
promoting community driven
development)

Compared to the draft social taxonomy
report from July 2021, which proposed social
criteria to have “horizontal” (processes) and
“vertical” (products & services) dimensions,
these have now been rightly so simplified
and collapsed to more closely align with the
environmental EU Taxonomy structure.

At this initial stage there are no detailed
technical screening criteria yet proposed,
which would determine if a specific activity
qualifies or not as a social investment.
However, it is made clear that a given
objective could concurrently make a

substantial contribution to more than one
objective and sub-objective.

The crucial question with a social taxonomy
is how to define “substantial contribution”
of an activity towards social objectives,
since virtually all economic activities have a
social angle to them.

As a solution and starting point the PSF
recommends relying on already established
international norms and voluntary
standards: (1) international conventions,
(2) the European Pillar of Social Rights
and (iii) the UN SDGs and also using
a framework based on the concept of
“availability, accessibility, acceptability
and quality” (AAAQ) as has been initially
developed as a tool to implement rights
included in the International Covenant on
Economic, Social and Cultural Rights. Also
any investments into activities which are
to fulfil social objectives must go beyond
“business as usual” risk-mitigation processes
and go demonstrably beyond any applicable
legislative requirements.

The present PSF proposal recommends
three types of “substantial contribution”:
maximizing positive impacts, avoiding
and addressing negative impacts, and
contributions enabling other activities to
provide social benefits. For each of these
types the final report provides illustrative
examples and sectors of relevance.

What is also worth highlighting, the PSF
also recommend two governance objectives,
with a further 7 governance related sub-
objectives:

 strengthening sustainability aspects of
traditional corporate governance, with
sub-objectives such as sustainability
assessment skills in the highest
governance body and transparency on
sustainability objectives and targets;
and

e strengthening corporate governance
aspects that are important for
sustainability, with sub-objectives such
as anti-bribery and anti-corruption
measures, responsible lobbying and
political engagement, diversity of board
members, etc.
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Key benefits and challenges

The main benefit of a social taxonomy
would be to create a “common language”,
establishing a classification shared by
various market participants and making
social investments more objectively
comparable and clarifying what actually
constitutes a EU taxonomy-compliant social
investment. It would in particular be helpful
to issuers and investors, not only providing
them with potentially useful guidance and
simplifying the investment and issuance
process, but also helping safeguard
from accusations of inadvertent “social
washing”. Such a taxonomy in our view
would allow for much more transparency
and comparability among various social
investments and across various social bond
and social loan frameworks. All this should
help scale up social investments and lead
to the further overall growth of sustainable
finance.

In terms of challenges, as opposed to an
environmental taxonomy, a social one
by definition cannot be science-based
and cannot rely to the same extent on
quantifiable scientific data. Challenges to
establishing an EU Social taxonomy also
stem from the fact that social matters within
the EU tend to be pretty much regulated
within the sphere of individual EU Member
State in their national legislation and not
at EU level. Many of the objectives of an
EU social taxonomy would go beyond EU
powers (e.g. on collective bargaining, wages
etc.) and could potentially cause friction
with national legislation

Another concern being raised is that
putting in place a social taxonomy could
significantly overburden companies, in
particular the smaller ones, by imposing
increased reporting requirements in terms
of social aspects. However, we believe that
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this is somewhat inevitable considering the
overall sustainability agenda of the EU and
other EU legislation already pushing not
only for climate-focused, but wider ranging
sustainability reporting, including on social
matters.

Next Steps

The EC is now to take the PSF’s suggested
approach into consideration and decide
on how to move forward. We expect the
EC to publish its report before the end of
2022, a delay of roughly a year vs what the
Taxonomy Regulation required the EC to
report by.

According to the PSF itself, the next steps
in developing a social taxonomy would
focus on clarifying minimum safeguards,
conduct a study on the impacts of a social
taxonomy considering different options for
application and designs, work out a rationale
for prioritising specific social objectives
and sub-objectives and define “substantial
contribution” and “do no significant harm”
criteria for the first objectives and sectors.

Looking at how long it has taken the EU to
develop its environmental taxonomy and
the likely divergent views of individual EU
Member States on how best to define social
objectives and what could constitute an EU
taxonomy-compliant social investment, in
our view it will be at least a good 3 to 4 years
before any part of the EU Social Taxonomy
comes formally into force. Even if and
once established, the EU social taxonomy,
similar to its green cousin, will never be
finished and ever-evolving, going through
periodic re-calibrations. So to summarise,
an important first step has been taken with
the PSF’s proposal, but still much more
work remains before we see an actual social
taxonomy emerge.

[Original footnotes]

1  The Platform on Sustainable Finance is a permanent expert
group of the European Commission created to assist with the
development of sustainable finance policies within the EU,
consisting of members of academia, the public sector, civil
society and market participants.

2 See Article 26(2)(b) of Regulation (EU) 2020/852 (Taxonomy)
on the establishment of a framework to facilitate sustainable
investment.
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