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The Need for Better ESG Data

Investment communities are searching for reliable sources of data in the environmental, social, and governance
(ESG) spheres. These data can aid wise allocation of capital, to the benefit of individual market participants and
the economy as a whole. However, difficulties in finding and weighing ESG data have, to a certain extent, cast
doubt on the entire ESG scoring enterprise.

Standards for Embodied Greenhouse Gases

A similar problem is beginning to infect international trade. Globally important trading blocs, such as the
European Union and East Asian nations led by Japan, Korea, and Australia, are seeking to reduce embodied
greenhouse gas emissions across the supply chains of important internationally traded commodities such as
liquefied natural gas.! However, there are at present no generally accepted standards for the measurement,
reporting, and verification (MRV) of embodied greenhouse gases. | argue here that the adoption of common
MRYV standards in the European Union and the United States would benefit international trade in general,
perhaps U.S. fossil fuel exporters in particular, and investment communities at large.

International Agreements and European Regulations

International agreements through which the nations of the world are pledging to reduce their greenhouse gas
emissions are growing in scope. The Paris Agreement of 2015 has been signed by 197 countries and the
European Union.>? Recognizing that methane is the second most important greenhouse gas after carbon
dioxide, the United States and the European Union announced the Global Methane Pledge in 2021, and since
then 150 participants have joined.*

These agreements are voluntary and do not in themselves have the force of law. However, they can prompt
actions that influence international trade. Since the 1990s the European Union has taken the lead in using its
market power to influence production practices in nations from which it imports goods.”

The Carbon Border Adjustment Mechanism (CBAM) is a European Union regulatory mechanism that entered
into force in transitional form on 1 October 2023,° after which greenhouse gas emissions associated with the
supplies of imported cement, iron and steel, aluminum, fertilizers, electricity, and hydrogen must be reported
to the EU. After 2026, a greater range of imports will be subject to fees levied according to the greenhouse
gases emitted in their respective supply chains.

EU Methane Regulation Announcement

Although CBAM does not explicitly apply to methane associated with fossil fuel imports, the EU has clearly
signaled its intention to impose a similar system in that domain. The European Commission has proposed,’ and
the Council of the European Union® and the European Parliament® have separately approved (with
amendments) draft legislation on methane emissions reduction in the energy sector with a path to
extraterritorial effect.’’ On 15 November 2023, the Council announced that a final agreement between it and
the Parliament which would elevate the proposal to EU Law was imminent.!
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U.S. Can Benefit

The Russian invasion of Ukraine and the resulting reorganization of the international trade in fuels, gives the
United States an opportunity to influence, and potentially benefit from, a European focus on greenhouse gas
emissions embodied in its imports, most particularly of natural gas.*? If U.S. inventories of greenhouse gas
emissions — particularly of methane — are based on physics-based measurements, it is likely to be found that
the United States is a world leader in the clean production of fossil fuels.* However, in the absence of
empirical data, that claim cannot be made.*On 15 November 2023, a few hours after the European Union
announced progress on finalizing its law on methane emissions in the international trade in fossil fuels, the U.S.
Department of Energy announced the formation of an international working group to establish a framework for
measurement, monitoring, reporting, and verification of supply chain emissions of greenhouse gases.>

Adopting Common Reporting Standards Helps Everyone

Investment communities face a challenge similar to that of the European Union: they need realistic and
effective pathways to improve the environmental footprints of their portfolios. According to PIMCO, a well-
regarded buy-side investment house, “Clear, ambitious methane regulations can assist investors, such as
PIMCO, to better execute a more effective transition risk-mitigation strategy, as a predictable regulatory
landscape is likely to lead to increasingly dependable capex guidance and improved data transparency.”’

Without broadly-agreed-upon measures of environmental, social, and governance performance, it is difficult or
impossible to score the relative sustainability performance of corporate entities, even within industrial sectors.
Regulatory and investment communities can aid one another by adopting common standards of greenhouse
gas emission reporting. Agreement on these standards between European Union and United States authorities
would send the strongest possible message that greenhouse gas emissions measurements can be a reliable
cornerstone of environmental assessment.
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