
 

 

THE ESAS HAVE LISTENED, BUT THEIR 

HANDS ARE TIED 

INTRODUCTION 
On 4 February 2021, the European Supervisory Authorities (‘ESAs’) published their Final 
Report on the draft Sustainable Finance Disclosure Regulation (‘SFDR’) Regulatory Technical 
Standards (‘RTS’). Immediately after the release, our LinkedIn and mailbox “exploded” with 
posts and newsflashes issued by law firms and asset managers, “celebrating” the publication. 
With the SFDR becoming applicable in a couple of weeks, the industry was eagerly awaiting 
the RTS. 

In this white-paper we discuss the main differences between the April 2020 Consultation 
Paper and the current RTS which will be presented to the Commission in the coming months. 
We also highlight several outstanding “pains” of the SFDR and its RTS.  

 

ENTITY-LEVEL PRINCIPLE ADVERSE IMPACT REPORTING  
The SFDR is innovative as it introduces two new concepts: principle adverse impacts (i.e. the 
impact a company has on its environment) and entity-level reporting. This comes in addition 
to the traditional sustainability risks (i.e. the impact the (changing) environment has on a 
company) and product-level reporting.   

Adverse impact reporting is mandatory for financial market participants (‘FMPs’) exceeding 
the criterion of the average number of 500 employees. A comply-or-explain policy is 
applicable for FMPs employing fewer people. 

The content, methodologies and presentation of entity level principal adverse impacts is one 
of the most debated topics because of the high implementation cost and the lack of reliable 
data from investee companies. 

- Less is more  
The initial set of mandatory indicators in the consultation paper has been reduced from 
32 to 18. The opt-in indicators (46 instead of 18) are now subject to a materiality 
assessment. A similar concept can be found in the SASB's Materiality Map. Waste 
management indicators are relevant for Metals & Mining companies, but less material 
for E-Commerce companies for example. In addition, there are specific indicators for 
real estate investments and investments in government or supranational investments. 
This is a major improvement.  

 
- Scope 3 delayed  

In terms of green house gas (GHG) reporting, there is an important change in the RTS. 
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GHG have different scopes. Scope 1 covers the GHG emissions caused by burning fuel. 
On a next level, we have the Scope 2 emissions generated at the entity level. This 
amount of GHG (expressed in an amount of equivalent CO2) results from the purchased 
amount of electricity. The most difficult component is Scope 3. This is the amount of 
GHG generated upstream and downstream in the supply chain by source over which the 
entity has no direct control. Only the happy few are able to report their Scope 3 
emissions. Fortunately, this Scope 3 disclosure is postponed and only required as from 
1 January 2023. 

 
- Nowhere to hide  

Transparency is an important part of this regulation. Hence, and if the information is 
sufficiently available, a look-through to the individual underlying investments is required 
for holding companies, collective investment undertakings or special purpose vehicles. 
For project financing, the assessment should be limited to an assessment of the adverse 
impacts of the targeted project. Investing in ETFs comes now with an extra constraint: 
the adverse impact of the ETF data has to be taken into account.  

 
- Historical Comparison  

The historical comparison of the evolution of the adverse impacts indicators is reduced 
from 10 years to 5 years. The reported indicators should be assessed on at least the 
average of four quarter-end snapshots (31 March, 30 June, 30 September and 31 
December). 
 

- Narrative Elements  
Narrative elements are now a more important part of the adverse impact reporting and 
the “actions taken” disclosure is more prominent and has a separate column in the 
adverse impact statement. This will force FMPs to report on a granular, line-by-line 
basis, the actions they have taken, plan to take and the targets set for the next reference 
period to avoid or reduce the principle adverse impacts identified.  

 
- Simplification 

For several indicators it was first required to disclose both the ‘share of investments in 
investee companies’ and the ‘share of investee companies’. This has been simplified as 
the ESAs propose to move to one indicator for several indicators. Example: 

 

 Consultation Paper Current RTS 

Human Rights Policy 1. Share of investments in 
entities without a 
human rights policy 

2. Share of investee 
companies without a 
human rights policy 

1. Share of investments in 
entities without a 
human rights policy 

 

BAKING A CAKE WITHOUT INGREDIENTS… 

- The access to accurate and reliable sustainability data remains a serious issue, especially 
for small-cap and non-EU investee companies. The financial industry believes the 
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corporate world is not ready to provide this information and the use of 
proxies/estimates poses a major risk to the credibility of these disclosures. In addition, 
there is a risk to have a huge number of “nill” responses, especially in the first years. 
Many industry representatives argued to keep the adverse impact indicators voluntary, 
or work with a transition period, while awaiting the Non-Financial Reporting Directive 
(‘NFRD’) review to be finalized. Ideally, the adverse impact indicators are part of the 
mandatory section in the revised NFRD. The same goes for Taxonomy reporting. 
 

- The dependency on external data providers for an accurate and complete adverse 
impact reporting will lead to (1) additional costs for the purchase of raw data and (2) an 
implementation cost to process the data and monitor the portfolios. For small firms the 
additional cost for compliance with the SFDR is estimated in the Final Report to range 
from EUR 80.000 to EUR 200.000 per year (for buying external data, doing additional 
internal research, engagement with companies etc.). Financial market participants can 
hold positions in several thousands of investee companies at any one time, meaning the 
follow-up is burdensome and costly. 

 
- The industry concern related to the use of aggregating adverse impact indicators at 

entity-level remains outstanding. There is no room to provide a breakdown by sector or 
asset class, nor is there the possibility to disclose a “rate of coverage’ for the indicators. 
The ESAs don’t have the power to amend the Level 1 requirement.  

 

DO NO SIGNIFICANT HARM 
The ESAs propose that the "Do No Significant Harm" (DNSH) disclosures in the RTS should 
take into account the adverse impact indicators. Furthermore, the ESAs propose an 
alignment with the same safeguards as those in Article 18 of the Taxonomy Regulation (OECD 
guidelines and UN Guiding Principles on Business and Human Rights) to provide greater 
coherence between the DNSH provisions in the two regulations. This is an important step in 
aligning the two regulations. 

 

PRE-CONTRACTUAL,  PERIODIC AND WEBSITE DISCLOSURES 

FOR ARTICLE 8  AND 9  PRODUCTS 
The ESAs have developed a single set of uniform pre-contractual and periodic disclosures for 
financial products with a sustainable ambition, including UCITS, AIFs and insurance-based 
products. These disclosures shall be part of an annex to the documents referred to in Art 6(3) 
(pre-contractual) and Art 11(2) (periodic). The periodic reports will focus on the success of 
the product in attaining the sustainable target(s). This information does not have to be 
included in the PRIIPs KID. 

As a reminder, the SFDR distincts two types of sustainable ambition: 

- Article 8 products – products that promote environmental or social 
characteristics, referred to by the ESAs as “light green” 
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- Article 9 products – products with a sustainable investment objective (including a 
reduction in carbon emissions objective), referred to by the ESAs as “dark green” 
 

Some of the RTS requirements worth mentioning:  

• To avoid excessive disclosure on sustainability (green-washing) only (ESG) criteria that are 
binding for the investment-decision making process should be disclosed. Likewise, 
strategies that rely on exclusion criteria should provide investors with the necessary 
information to assess the materiality of such criteria and the impact on the composition 
of the resulting portfolio.  

• Financial products that do not qualify as Article 8 or Article 9, but that apply some 
“baseline environmental or social safeguards” (such as referred to in the Taxonomy 
Regulation), should explain those safeguards to end investors.   

• Financial market participants should explain, as part of their website disclosures, the 
internal or external control mechanisms put in place to monitor compliance with the 
disclosed environmental or social characteristics, or sustainable investment objective, on 
a continuous basis.  

• Article 8 or 9 products that follow a passive investment strategy should publish 
information on how the chosen benchmark index is consistent with the sustainable 
targets of the product. In addition, on a yearly basis, a comparison needs to be made in 
the periodic report between the performance of the financial product with that of the 
reference benchmark for all sustainability indicators identified. 

• Derivatives can be used to attain environmental or social characteristics, or a sustainable 
investment, but this should be clearly explained. In general, transparency needs to be 
provided as to the share of investments that are held directly and indirectly (fund-of-
funds, derivatives…).  

• The website should be used to expand on topics disclosed in a concise way in pre-
contractual documents. The website should also provide additional details regarding the 
methodologies and data sources (incl. limitations) to measure the attainment of the 
environmental or social characteristics or objectives of the financial product. The ESAs 
emphasize that they cannot change the SFDR product scope which makes no 
differentiation between whether a product is “private” or “public” or whether a product 
is intended for a single client. Password protection (to protect confidential information) is 
not compatible with publicly available information. This point is “solved” by including a 
reminder in the RTS that website disclosures should respect the rules on confidentiality 
of information (Rectical 35). 

• The pre-contractual documents should include specific sustainability indicators 
(qualitative/quantitative) used to measure the attainment of the environmental or social 
characteristics, or the delivery of the sustainable investment objective. These indicators 
can be determined at the discretion of the product manufacturer. The attainment of the 
ESG targets needs to be reported against these indicators in the periodic reporting. 

• The periodic reports should include information on the impacts of the top 15 (instead of 
25) investments of the financial product. 
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• Financial market participants should make available a summary of the sustainability-
related disclosures in one of the official languages of the Member States where it markets 
the financial product.  

• Manufacturers of multi-option products need to inform investors about the potential 
sustainability-related performance of such products and clearly state the dependence to 
the proportion of options selected by the end investor. For such products, and because of 
the significant number of pre-contractual annexes of information due to the range of 
underling investment options, it is allowed to use cross-referencing.   

 
BUT… 

• The RTS does not provide clearer definitions of Article 8 and Article 9 products. Especially 
for the scope of Article 8 products, more clear guidelines were requested by the industry. 
The ESAs emphasize in their Final Report that their hands are tied and that they cannot 
alter the Level 1 text nor provide legal definitions to concepts used in the Level 1 text. 
 

• The ESAs have designed a single set of uniform pre-contractual and periodic disclosures 
for very different types of documents which serve different purposes. This is especially an 
issue for the pre-contractual disclosures as the ESAs are limited by the more concise 
documents. The ESAs themselves recognise in their Final Report that this is a “sub-optimal 
situation”, but, again, that the SFDR does not allow them to develop different disclosures.  

 

T IMING AND JOINT SUPERVISORY STATEMENT 
The SFDR applies from March 10th, 2021 across the European Union. The RTS was originally 
also intended to apply as from that day, but given the publication has been delayed over and 
over again, the ESAs now propose the RTS to become applicable as from 1 January 2022. 
Note that the RTS (including the proposed postponement) still needs to be approved by the 
Commission.  

The postponement of the RTS implies a 10-month “twilight zone” between the application 
date of the SFDR and the RTS. In their Joint Supervisory Statement of 25 February, the ESAs 
recommend to use the draft RTS as a reference of the purpose of applying the SFDR in the 
interim period. They also encourage FMPs and financial advisers to use the interim period 
from 10 March 2021 until 1 January 2022 to prepare for the application of the RTS.  

Practically, on timing of the SFDR and RTS:  

- As per the SFDR, the entity-level disclosure of principal adverse impacts apply from 30 
June 2021. The additional details in the RTS are proposed to apply as from 1 January 
2022 (i.e. 30 June 2022 reporting). However, the section “Description of principal 
adverse sustainability impacts” (i.e. the indicators) should not be completed until (30 
June) 2023 in respected of the reference period relating to 2022 (January- December). 
The historical comparison would have to be completed for the first time on 30 June, 
2024.  

- Periodic reports drawn up in 2022 must comply with the SFDR and RTS, irrespective of 
the reference periods. However, the ESAs recommend an application of the RTS for 
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periodic reports with reference periods starting from 1 January 2022, if the RTS are not 
adopted by 30 June 2021 by the Commission. Periodic reports with a reference period 
starting before 1 January 2022 would then only apply the high level and principle-based 
requirements.  

 

 

 

CONCLUSION 
The ESAs have clearly listened to the industry and have amended the RTS on several 
important points. However, there are clear limits to what the ESAs can deliver in these RTS 
and they can only move within their mandate. In many ways, the SFDR Regulations reminds 
us of the PRIIPs Regulation: both have a large impact and a noble objective, but are 
vulnerable to ‘system errors’ in their Level 1 which cannot be fixed in the RTS. ESG regulation 
will remain a “moving-target” for several years to come, and the industry will have no other 
option than to review, monitor and adapt to regulatory changes.    

 


