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Mike Disabato (00:00):

What's up everyone? And welcome to the weekly edition of ESG Now, where we cover how the
environment, our society and corporate governance effects and are affected by our economy. I'm
your host Mike Disto, and this week we discussed the groundbreaking report we published on the
cost of carbon credits to the global airline industry that are trying to lower their emissions. Thanks
as always for joining us. Stay tuned. December, with all the holiday and family, fun is usually one of
the busiest flight months of the year. There are vacation days to use family to see flights to take. This
of course means a lot of carbon emissions are released into the atmosphere because air travel is
emissions intense, but fear not. The aviation industry is aware of this and your concern, oh,
environmentally conscious consumer and they are employing several tools to lower their
emissions. These include new planes, hopefully more efficient routes and taxing and of course
sustainable aviation fuel.

(01:04):

Now the problem is none of those options are really doing that much at the moment. Planes aren't
being delivered quickly, efficiencies and route and taxing can only do so much, and SAF is expected
to be around 0.5% of the aviation's fuel use in 2025. But the industry knew that this was the case
and that's why they've established a bridging tool to get them through the slow technological
progress in aviation until that changes. Of course, I'm talking about carbon credits, specifically
carbon credits as part of the UN standard setting body called the International Civil Aviation
Organization or IKO for short. It's carbon credit program called the Carbon Offsetting and Reduction
Scheme for International Aviation or corsea. So you got that, the | Ikos Corsea, the UN Loves
acronyms. Now Corsea entered into a pivotal new phase in 2024, phase one to be exact phase one
of its grand plan to lower the aviation industry's carbon emissions.

(02:04):

It shifted from its pilot phase, which went from 2021 to 2023 into this phase, which is going to go
from 2024 to 2026. And then there are phases after that. So to mark this momentous year in
aviation, my colleagues at MSEI Carbon markets published a report called corsea Costs and
Implications for the Airline Industry. It's the world's first price forecast for corsea and | of course am
going to link the report in the podcast episode. But luckily for you today, since reading is tiring, | call
up one of the report's main authors, Ferris Plato, and asked him to take me through how the first
year of COR was for the airline industry and what he sees the future holds for the industry and
corsea overall.
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Faris Pleho (02:49):

So the pictures changed quite potentially from the pilot phase where we had zero demand and a lot
of supply of these carbon credits that are eligible for COR in the phase one. Now we're seeing loads
of demand, but actually supply has been really slow to kick in. IKEA has to approve each registry for
its credits, part of the COl eligibility process. And really until a month ago, there were only two
registries that were eligible. They were relatively small, but last month they approved some of the
largest registries in the market and this includes Vera Gold Standard, the Global Carbon Council
and CAR to supply eligible credits for cor. So that unlocks a lot of supplier. This was like the main
constraint people were talking about this year when it came to corsea. Now Woody's registries are
eligible, but it does ignore this key requirement in the phase one that's come in that wasn't
applicable in pilot phase, which is this requirement for corresponding the adjusted credits and to
keep it simple corresponding in the adjusted credits, just avoid double counting of emissions. So
IKEA requires airlines to use credits that have a corresponding adjustment applied to avoid double
counting between the airline's use under corsea and a country's use of that same carbon credit
under its national targets under the Paris Climate Agreement. And there's a real lack of availability
of these corresponding the adjusted credits in the market at the moment. There are just 4.6 million
tons available from a project registered in Guyana and in phase one we expect demand to be
somewhere between 106 and 137 million tons. That's quite a substantial shortfall,

Mike Disabato (04:33):

Which putting on my economics 1 0 1 hat, that gap between supply and demand is going to do
something to the price of the available credits, isn't it?

Faris Pleho (04:43):

So currently the average price of a carbon credit is somewhere around the three to $5 perton range.
That's where it's fluctuated throughout the year. But for example, with these Guyana credits, we
already know that they're trading with a floor price around $20 per ton, which is a substantial
premium over this global average. And that's partly down to the fact that the project type they are,
it's to do with reducing deforestation, but it's also accounts for this premier that host countries
demanding for these correspondingly adjusted credits, which we know is somewhere in that five to
$10 range of the premium. So what this means, this shortage in phase one is going to lead to driving
prices upwards. And our price forecast indicates that prices are going to be somewhere between 18
and $51 per ton in the current phase. And that's based on a range of scenarios. We combine
demand and supply scenarios and average depends on how much supply is going to come online
since we have a fairly good understanding of what demand is going to be. So that's based on flying
on traffic patterns, but supply is much less certain because it's based on this requirement for host
countries of these projects to issue these correspondingly adjusted credits to the market.

Mike Disabato (05:57):

Alright, so how does that translate into real world impacts for airlines, its customers, its investors
and all that. Ferris and our colleagues at MSCI cover markets have forecasted the price for course
eligible credits to be around 20 to $50 US per credit, which is equivalent to one ton of CO2

equivalents reduced or removed. And the airline industry is going to demand as far as noted more
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than a hundred million credits. So let's do on the conservative side, if we do the math there, of
course that's 2 billion that the airline needs on the higher end, that's $5 billion. Now, there's a lot
that goes into how an airline makes money, but all its money making franchises are in the end
based on selling tickets and flying planes, even though some airlines really are just loyalty programs
with planes because many of them actually lose money on their literal flights.

(06:49):

You might know the adage, how do you make a million dollars running an airline start with a billion?
So their margins are pretty thin. Spirit airlines in the US just filed chapter 11 bankruptcy
proceedings because its business couldn't handle the increase in general economic labor costs
that they then tried to pass onto its customers by raising ticket prices. So many airlines, especially
low cost airlines, really cannot afford to raise ticket prices by that much. But as | noted, this could
be two to 5 billion expenditure for airlines on just carbon credits alone. So how are they going to
deal with those costs? To understand this, Ferris looked at two diametrically different airlines,
Easylet and Emirates.

Faris Pleho (07:30):

So we look to Easylet, which is a UK based low cost carrier, someone similar to Southwest Airlines
or Spirit Airlines in the US and then Emirates, you may know as the Middle East based luxury carrier
with its large fleet of quite extravagant planes. They're known for their onboard showers, they're
onboard bars, they're very opulent first class and business class accommodations on board. And
they're very two very different business models and two different passenger demographics. With
Easylet, you are looking at someone who's spending around a hundred dollars on a flight, that's the
average spend for an Easylet flight and they're just going for a short flight, very commodified air
transport On Emirates, it's more about luxury opulence experience. Actually the average revenue
per passenger at Emirates is close to $600 per passenger, and that varies quite substantially. If you
look at an economy passenger that might be paying $500 and a first class passenger that's going to
be paying $10,000 per flight, for example.

(08:32):

Now with Corsea, each of these passengers, we assume that airlines are going to split the cost
based on each passenger's emissions. Where we see that already it's happening in the market. We
know that both Lufthansa, which is a German airline and Virgin Atlantic have started to introduce
these environmental surcharges. Ultimately, airlines have two options. They can absorb the cost of
decarbonization and course into their operating profit or they could pass it onto their passengers.
And we're starting to see that airlines are already trying to pass it onto their passengers with these
environmental surcharges. So during phase one, the average ticket price of an easy jet flight,
according to their annual report is around $116. And for course phase one, with these price
projections that we're talking about, we're looking at somewhere between 12 and 84 cents per
passenger depending on the number of, as you know, sorry, 12 to 42 cents per passenger.

(09:29):

So it's a relatively small increase to talking about less than a cup of coffee. With Emirates, that
average revenue per passenger is 624 bucks, so much higher. And there we're looking at
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somewhere between 80 cents and $3 per passenger on average. And this is an average at each
airline. Like | said, at Emirates you have passengers in different classes of travel, so someone in
economy might pay somewhere between 80 cents and $3, but someone in first class who's
accountable for about four times the emissions might be looking at somewhere closerto 12 $15 as
a surcharge. But again, on a $10,000 ticket, that's quite inconsequential for the passenger.

Mike Disabato (10:07):

Those are both inconsequential numbers and that's a good thing because if they weren't, if Easylet
and Emirates couldn't pass on those coia costs to customers, they would hit the airlines operating
profit for Easylet, that would be around two to 6%. And for Emirates it would be around one to 3%
according to Ferris's research. Now Emirates with their planes that have showers on them, they
could probably handle that. But easy jet, a low cost airline likely would have more trouble keeping
passengers that want the lowest fare possible, which is a majority of a low cost airline customers.
And to be honest, passengers for some airlines would even pay more than that. | know that kind of
complicates what | said, but for low cost airlines, the economics are a bit different than your legacy
airlines like Delta Lu Tanza, Emirates, planes like that versus the Spirit Frontier allergen EasylJet.

(10:59):

But still, there is this survey that was done by the airline industry body IDA that found that
passengers would pay up to 11% more on their ticket to offset their emissions. But of course IKO
knew this, this is sort of by design. They wanted to ensure that the cost of the phase one of COR
was relatively minimal to airlines so they could pass on their costs through their customers and the
industry would balk at these prices and air traffic could continue to grow. And so what the IKO did
was they set its baseline requirement for the industry to lower its emissions at an achievable level,
the 85% 2019 emissions, and we expect that baseline requirement to dip lower as the years
progressed to better align corcio with the Paris Climate trajectory. But that means that airlines are
going to need even more carbon credits to achieve their corcio requirements year after year. And if
we take for granted at the moment that carbon credits actually are going to be used as they're
purported to be used, they reduce or remove emissions, there's still the fact that airlines need
enough of them to meet course requirements that get stricter and stricter year by year. And as Ferris
noted, there isn't a hundred million credit gap that we are dealing with here. So what is he going to
be looking at out there in the coming years to signalto him that the supply gap is being shored up?

Faris Pleho (12:21):

| mean, we expect the supply picture to change quite substantially over the next few years, right? So
as | mentioned, | tell recently unlocked those major registries, so that brings a lot of eligible credits
into the market, but it still require that corresponding adjustment. Now at COP 29, we finally got an
agreement between countries on how to manage Article 6.2, which drives this corresponding
adjustments mechanism for corsea. So that should really unlock substantial progress over the next
few years. We see a lot more countries issues. At the moment there's only a handful of countries
that have done so, but for a host country to correspond, to adjust a credit, it has to issue a letter of
authorization to developers of these carbon credit projects that are out there. So what we're going
to be keeping an eye on is an increased rate of these letters of authorization being issued and
whether, so the number of projects that are getting these letters issued, but also the number of
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credits that are coming to the market that are tagged as either course eligible or coming with this
corresponding adjustment approval already. That's something we're going to be keeping a really
close eye on, but to date there's been so little movement that we can't really use any historic data to
project it forward. So it's something we're going to be keeping a very close eye on to see how it
develops.

Mike Disabato (13:39):

Now | need to give you a bit more context here because what fares just said is quite important. The
purpose of a corresponding adjustment is to ensure that the same ton of CO2 is not counted
towards two different greenhouse gas emission reduction targets the airlines and the country that
sold the credit. So if that did happen, it would be called double claiming and you don't want that to
happen. And carbon credits used within phase one or even phase two of corsea must have a
corresponding adjustment applied to it. That means the carbon selling country must authorize a
project to sell credits to an airline to use it against their corsea targets by issuing a letter of
authorization. And then in theory, this will ensure that the host country is not going to use that credit
toward achieving their own emissions goals. They're going to say, we transferred to the airline and
this reduction removal is not our thing, it's the respective airlines. And a further complication of this
is the UN's got no army for course to work. Countries have to enforce these requirements via their
own networks and markets and all that. The UN's not going to step in and do anything about it. And
right now there are 126 countries currently participating in phase one, but those countries need to
enforce their own rules, which isn't always a certainty when it comes to the climate unfortunately.
So because of all this | ask Ferris, are you confident? How do you feel?

Faris Pleho (15:06):

I lie, I'm quietly optimistic that we will get there. Like | said, we have that the major registries are
now unlocked. We're talking around 230 million tons of credits are out there that meet the course
requirements but don't have that letter of authorization for corresponding adjustments yet. So the
credits are kind of out there. They just need to get these letters. And then we also have two, three
more years for more credits to be issued. And finally that big at COP 29, the agreement with Article
6.2. Really all the ingredients are now there for course to function as it should.

Mike Disabato (15:46):

And if it does function as it should, we're probably going to see more than just the 61 airlines that
have retired Any credits to date that's well shy over the 400 airlines that would be required to do so
if as Farest notes course is functioning as it should. But in conclusion, remember here airlines have
to offset between 106 and 137 million tons of CO2 during phase one of COR with an additional
offsetting requirement of between 502 and 1,299 million tons of CO2 during phase two. Now so far,
according to Ferris and his report authors airlines have reportedly engaged well with course on the
monitoring, reporting and verification of emissions. But as | said, only 61 out of the 400 airlines that
need to purchase credits have done so. And the retirement deadline for phase one might seem far
off that it's in January of 2028. They have a little bit of a buffer year after the end of phase one, but
it's going to come quickly. And what you don't want to have happen is have a credit crunch where
everyone is trying to purchase credits at the deadline. That would increase costs and that isn't what
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any company or investor wants anyway. It's something we're going to have to pay attention to.
Happy holidays, safe traveling, and remember to be kind to your flight attendants.

(17:10):

And that's it for the week. | wanted to thank Farris for talking to me about the news with the
sustainability twist. | wanted to thank you so much for listening. If you like what you heard, don't
forget to rate and review us. That always helps and subscribe wherever you get your podcast. You
can hear myself or any of the other ESG now hosts each week. Thanks again and talk to you soon.

Speaker 3 (17:45):

The M-S-C-I-E-S-G Research podcast is provided by MSCI Inc. Subsidiary M-S-I-E-S-G research,
LLCA registered Investment Advisor and the Investment Advisors Act of 1940. And this recording
and data mentioned herein has not been submitted to nor received approval from the United States
Securities and Exchange Commission or any other regulatory body. The analysis discussed should
not be taken as an indication or guarantee of any future performance analysis, forecast or
prediction. The information contained in this recording is not for reproduction in whole or in part
without prior written permission from M-S-C-I-E-S-G research. None of the discussion or analysis
put forth in this recording constitutes an offer to buy or sell or promotional recommendation of any
security financial instrument or product or trading strategy. Further, none of the information is
intended to constitute investment advice or recommendation to make or refrain from making any
kind of investment decision and may not be relied on As such, the information provided here is as is
and the use of the information assumes the entire risk of any use it may make or permit to be made
of the information. Thank you.

About MSCI

MSClI is a leading provider of critical decision support tools and services for the global investment
community. With over 50 years of expertise in research, data and technology, we power better investment
decisions by enabling clients to understand and analyze key drivers of risk and return and confidently build
more effective portfolios. We create industry-leading research-enhanced solutions that clients use to gain
insight into and improve transparency across the investment process. To learn more, please visit
www.msci.com.

This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is the property of MSCI Inc. or its
subsidiaries (collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making or compiling any Information (collectively, with MSCI, the
“Information Providers”) and is provided for informational purposes only. The Information may not be modified, reverse-engineered, reproduced or redisseminated in whole or in part
without prior written permission from MSCI. All rights in the Information are reserved by MSCI and/or its Information Providers.

The Information may not be used to create derivative works or to verify or correct other data or information. For example (but without limitation), the Information may not be used to
create indexes, databases, risk models, analytics, software, or in connection with the issuing, offering, sponsoring, managing or marketing of any securities, portfolios, financial
products or other investment vehicles utilizing or based on, linked to, tracking or otherwise derived from the Information or any other MSCI data, information, products or services.

The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information. NONE OF THE INFORMATION PROVIDERS MAKES ANY EXPRESS
OR IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT
PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES
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OF ORIGINALITY, ACCURACY, TIMELINESS, NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE
INFORMATION.

Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any liability regarding any of the Information
for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if notified of the possibility of such damages. The foregoing shall not exclude
or limit any liability that may not by applicable law be excluded or limited, including without limitation (as applicable), any liability for death or personal injury to the extent that such
injury results from the negligence or willful default of itself, its servants, agents or sub-contractors.

Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, analysis, forecast or prediction. Past
performance does not guarantee future results.

The Information should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, advisors and/or clients when making
investment and other business decisions. All Information is impersonal and not tailored to the needs of any person, entity or group of persons.

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or any trading strategy.

It is not possible to invest directly in an index. Exposure to an asset class or trading strategy or other category represented by an index is only available through third party investable
instruments (if any) based on that index. MSCI does not issue, sponsor, endorse, market, offer, review or otherwise express any opinion regarding any fund, ETF, derivative or other
security, investment, financial product or trading strategy that is based on, linked to or seeks to provide an investment return related to the performance of any MSCl index (collectively,
“Index Linked Investments”). MSCI makes no assurance that any Index Linked Investments will accurately track index performance or provide positive investment returns. MSCl Inc. is
not an investment adviser or fiduciary and MSCI makes no representation regarding the advisability of investing in any Index Linked Investments.

Index returns do not represent the results of actual trading of investible assets/securities. MSCI maintains and calculates indexes, but does not manage actual assets. The calculation
of indexes and index returns may deviate from the stated methodology. Index returns do not reflect payment of any sales charges or fees an investor may pay to purchase the securities
underlying the index or Index Linked Investments. The imposition of these fees and charges would cause the performance of an Index Linked Investment to be different than the MSCI
index performance.

The Information may contain back tested data. Back-tested performance is not actual performance, but is hypothetical. There are frequently material differences between back tested
performance results and actual results subsequently achieved by any investment strategy.

Constituents of MSCI equity indexes are listed companies, which are included in or excluded from the indexes according to the application of the relevant index methodologies.
Accordingly, constituents in MSCI equity indexes may include MSCl Inc., clients of MSCI or suppliers to MSCI. Inclusion of a security within an MSCl index is not a recommendation by
MSCI to buy, sell, or hold such security, nor is it considered to be investment advice.

Data and information produced by various affiliates of MSCI Inc., including MSCI ESG Research LLC and Barra LLC, may be used in calculating certain MSCl indexes. More information
can be found in the relevant index methodologies on www.msci.com.

MSCI receives compensation in connection with licensing its indexes to third parties. MSCI Inc’’s revenue includes fees based on assets in Index Linked Investments. Information can
be found in MSClI Inc.’s company filings on the Investor Relations section of msci.com.

MSCI ESG Research LLC is a Registered Investment Adviser under the Investment Advisers Act of 1940 and a subsidiary of MSCI Inc. Neither MSCI nor any of its products or services
recommends, endorses, approves or otherwise expresses any opinion regarding any issuer, securities, financial products or instruments or trading strategies and MSClI’s products or
services are not a recommendation to make (or refrain from making) any kind of investment decision and may not be relied on as such, provided that applicable products or services
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LLC. MSCl Indexes are administered by MSCI Limited (UK).
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