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Sustainability in EU Capital Markets: New Rules
for Fund and Asset Managers Ahead

Currently in the European Union, no level playing field exists for asset management
and rating agency activities when it comes to ensuring sustainability. The European
Securities and Market Authority (‘ESMA”) is proposing amendments to certain Level 2
legislation and guidelines to make integration of environmental, social, and governance
(“ESG”) factors mandatory for asset managers, investment advisors, and credit rating
agencies (“CRAs”). If implemented, EU-based asset managers and investment advisors
will need to review their existing investment and advisory processes with regard to ESG.
If they have not yet implemented such processes, they will need to develop adequate
investment and advisory processes integrating ESG factors. EU-based CRAs also may
need to disclose ESG factors when these are considered as part of a credit rating action.

This White Paper examines each of the new ESG integration proposals and outlines their
possible impact on asset managers, investment advisors, and CRAs.
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Just before the end of last year, the European Securities
and Market Authority (‘ESMA”) launched three consultations'
in further pursuit of the implementation of the European
Commission’s Action Plan on Sustainable Finance, which was
published in early March 2018. We commented on a first pack-
age of legislative proposals back in October 2018. Two of the
three new consultations aim at including environmental, social,
and governance (“ESG”) preferences in the asset manage-
ment and advisory processes. They are, therefore, addressed
to the asset management sector—namely, Undertakings for
Collective Investment in Transferable Securities (‘UCITS”) and
Alternative Investment Fund (“AIF”) managers—as well as
investment firms within the meaning of MiFID Il legislation, to
the extent they provide investment advice and portfolio man-
agement services. Due to the size of the asset management
sector and the considerable number of market players in this
sector, we expect the latest proposals to have the largest
impact in this area. The third proposal is addressed to credit
rating agencies (“CRAs”) and requires CRAs to disclose ESG
factors when these are considered as part of a credit rating
action. Each of the proposals and their possible impact will be
outlined in more detail in the following paragraphs. They are

taking a principles-based approach.

While it may be too early to state that ESG is now mainstream,
as suggested by some market participants, we would not bet
against ESG becoming an increasingly important aspect of the
financial industry. If the new proposals are implemented, asset
managers in particular will need to review their investment and
advisory processes in regard to ESG. If they have not yet imple-
mented such processes, they will need to develop adequate

investment and advisory processes integrating ESG factors.

UCITS AND AIF MANAGERS

The focus of this proposal is on sustainability risks, which
would need to be taken into account by UCITS and AIF manag-
ers, not only in their due diligence and investment processes
but also on an ongoing basis (i.e., sustainability risks would
need to be assessed, monitored, and managed along with any
other relevant risks, such as market, interest, or credit risk).
While the exact meaning of the term “sustainability risks” has
not been defined, ESMA interprets the term as the risk of fluc-

tuations in the value of positions in a fund’s portfolio due to
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ESG factors. Such considerations would impact the following

elements of fund management:

+ Organizational Requirements: Organizational procedures,
systems, and controls would need to incorporate sustain-
ability risks in order to ensure that these risks are taken
into account in the investment and risk management
processes.

+ Available Resources: The relevant entity would need to
have the requisite resources and expertise for the integra-
tion of sustainability risks.

+  Senior Management Responsibilities: Part of senior man-
agement’s responsibilities would be the integration of sus-
tainability risks.

+ Conflicts of Interests: Any conflicts of interests arising in
connection with the integration of sustainability risks would
need to be considered.

+ Due Diligence: The selection and monitoring of invest-
ments would require the adaptation of written policies and
procedures.

+ Risk Management: The risk management policy would

need to integrate sustainability risks.

As a consequence of the above, for example, we would expect
that as a matter of principle, UCITS and AIF managers would
be required to reflect ESG considerations in connection with
their investment committee approvals. We would expect that
the members of such investment committees would not only
need a certain degree of knowledge and expertise in line
with the second bullet point above, but also that the actual
decision would probably need to clarify if, which, and to what
extent ESG factors have been taken into account. Another
area of investment management that is likely to be affected
by the new legislative proposal is the portfolio monitoring pro-
cess, where ESG risks would probably need to be identified
and monitored, not only in respect to any individual investment

but also in respect to the portfolio taken as a whole.

There are, however, two factors that might help UCITS and AIF
managers to comply with the above. First, due to the principles-
based approach taken in the proposals, no particular way or
method of integrating sustainability risks is prescribed. Second,
the concept of proportionality, widely found in financial market
regulation elsewhere, would also apply in respect to the need

to reflect sustainability risks. Despite any flexibility offered by
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these two factors, the main challenge remains the question of
how to measure sustainability risks. Data availability and quality
continues to be perceived as a major obstacle to the imple-
mentation of ESG considerations, but a steady improvement in

this respect over the medium to long-term is expected.

DISCRETIONARY PORTFOLIO MANAGERS AND
INVESTMENT ADVISORS UNDER MIFID I

On one hand, the proposed amendments to existing MiFID
Il legislation and certain guidelines are similar to those pro-
posed in respect to fund managers. On the other hand, dif-
ferences between the activities of MIFID Il firms and fund
managers require and justify a different regulatory treatment.
In this respect, it is, therefore, not surprising that only some of
the proposed amendments to the fund legislation are found
in the proposal covering to MiFID Il firms; that the wording dif-
fers despite similar subjects concerned; and that the MiFID I
package addresses certain aspects which are not applicable

to fund managers.

Areas common to both types of asset managers relate to gen-

eral organizational requirements, such as:

+ The need to incorporate ESG considerations within their
processes, systems, and controls; and

+  Requirements for staff with sufficient skills, knowledge, and
expertise to address sustainability risks within the risk man-
agement system, including in the compliance and internal
audit function, and to deal with conflicts of interest in an
adequate manner. Proposals relating to product gover-

nance and suitability checks are reserved for MiFID Il firms.

In respect to product governance, ESMA proposes, for example,
that ESG preferences shall not only be taken into account by dis-
tributors of financial products when determining the target mar-
ket, but also by manufacturers of such products. Interestingly,
where an investment product fulfils ESG preferences, the cat-
egorization currently developed by the European Commission
under the taxonomy regulation is to be used. However, until
such work has been finalized, investment firms should take into
account the current market standards and preparatory works in
respect to the ESG taxonomy, thereby suggesting the amend-

ments pursued by the current consultation will apply before the
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work on the taxonomy regulation has been finalized. To a certain
extent, this makes sense, as the European Commission’s work
in the context of an ESG taxonomy currently focuses only on
the “E” of ESG, while social and governance aspects are to be
dealt with and developed at a later stage. Nevertheless, invest-
ment firms may, therefore, face an extended period in which they

would need to adapt their classification system.

Another noteworthy aspect in this context is that the pro-
posed amendments do not require that all investment prod-
ucts always need to have a reference as to whether they fulfill
ESG preferences or not, but that manufacturers will in any
event be required to assess ESG characteristics of the prod-
uct. However, only positive ESG characteristics must be identi-
fied; there is no need to identify negative ESG products. As a
consequence, ESMA acknowledges that this will lead to target
markets for ESG positive and non-ESG products. At the same
time, ESMA emphasizes that no negative target market needs
to be defined and that products showing ESG characteris-
tics are not, per se, ineligible for investors with no ESG prefer-
ences. Subject to the ongoing consultation process, it remains

to be seen how this will be implemented and work in practice.

In respect to the suitability assessment required under MiFID ||
and the relevant ESMA guidelines—which already encourage
investment firms to consider nonfinancial elements when gath-
ering information on the client’s investment objectives, includ-
ing ESG preferences—ESMA suggests a tweak of the existing
wording. Instead of stating that it “would be a good practice”
to consider such nonfinancial elements, the new wording clari-
fies that investment firms “should” collect information on ESG
preferences. As elsewhere, no specific approach will be pre-

scribed for how this needs to be done.

Noteworthy in this context is ESMAs attempt to balance ESG
preferences with the other suitability criteria, stating that “sus-
tainability considerations do not outweigh the relevance of the
other suitability criteria in a way that might not result in the cli-
ent’s best interest.” According to the proposed methodology,
investment firms should, therefore, take a two-step approach:
First, the range of suitable products should be identified in
accordance with the criteria of knowledge and experience,
financial situation, and investment objectives. Then, in a sec-
ond step, the product that best fulfils the client's ESG prefer-
ences should be chosen.



This concept would apply to all types of clients, including retail
clients. Just as there is no automatism in relation to ESG and
product governance, no automatism in respect to ESG and
suitability should take place. In other words, a product with ESG
characteristics will not be automatically unsuitable for clients

not having demonstrated ESG preferences and vice versa.

CRAS: ESG DISCLOSURE PROCESS

The proposed amendments to the CRA regime relate to the
form and content of press releases, which CRAs typically use
to comply with transparency requirements and to improve dis-
closure in respect to ESG factors when they are a key element
behind the issuance of a credit rating. Only the latter aspect
shall be briefly addressed here. It is, however, connected to

the former, as explained below.

One point to note is that due to a lack of competence of
ESMA and the European Commission, the proposal does not
recommend or mandate that ESG factors be considered by
CRAs in the course of their creditworthiness assessment.
Notwithstanding this limitation, ESMAs declared intention is
to offer users of credit ratings greater clarity and information
regarding whether and how ESG criteria have been consid-
ered as part of a credit rating or outlook. As a starting point,
the ESG disclosure, therefore, only applies when ESG factors
are a key underlying element behind the issuance of a credit
rating. In this way, ESMA acknowledges that ESG factors may
not be a key underlying element of a credit rating action if
the CRA does not consider them relevant according to the
applicable methodology. On one hand, this seems to leave it
to CRAs, to a large extent, to decide whether they want to inte-
grate ESG factors in their rating activity. However, on the other
hand, it should be noted that, pursuant to a market screening
performed by ESMA, several CRAs have already developed, to
a greater or lesser extent, ESG guidance in respect to their rat-
ings. Thus, ESMAs proposal is expected at least to contribute
to the transparency and comparability of credit ratings that

already reflect ESG factors.

In more practical terms, ESMA proposes that each press
release produced in connection with a credit rating includes
a link to either an explanatory document or a section of the
CRA’s website that contains guidance on how ESG factors are
taken into account in its credit ratings. In addition, a positive
or negative identification of ESG factors (i.e., whether ESG fac-
tors were a key underlying element of the credit rating action
in line with the relevant CRA's categorization of ESG factors)
should be included. In case of a positive identification, CRAs
should additionally list the relevant ESG factors and identify
as to whether they are considered by the relevant CRA as an

environmental, social, or governance factor.
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