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Commission Q&A on SFDR (May 2022)

Key takeaways for firms

The European Commission has published a new Q&A document (dated 17 May 2022 but published on 25 May
2022} in response to the ESAs’ questions published on 13 May 2022.

The Q&A provides important clarifications on certain key open questions on how to interpret aspects of the
Sustainable Finance Disclosures Regulation (SFDR) and the Taxonomy Regulation. Firms which are subject to
SFDR will need to carefully scrutinise and take on board the guidance.

We set out in this document a summary of the new guidance as relevant to firms subject to SFDR. The
questions can be grouped into four broad themes:

(1) Product-level compliance with the principal adverse impact (PAI) regime in situations where the manager
does not comply with entity-level PAI

(2) How SFDR disclosure requirements apply to pre-existing open and closed products
(3) Good governance requirements for article 8/9 products
(4) How the Taxonomy-alignment disclosures apply to article 8/9 products which don’t actively pursue

environmental objectives

There are also Q&A which relate to financial advisers, which we have summarised in Annex 1 to this note.

KEY TAKEAWAYS:

e Product-level PAI: The Commission has unexpectedly allowed product-level PAI without firm-level PAI
compliance. This approach will offer firms flexibility in applying harm reduction strategies at product level,
without having to comply with the full entity-level PAI quantitative disclosure regime. We expect that there
will be an immediate appetite for such an approach in the asset management community, and a re-
assessment of commercial decisions around PAL

e Pre-existing products: The Commission confirms that pre-existing, open products as at 10 March 2021 are
fully in scope of SFDR. The Commission implicitly excludes pre-existing, closed products from the scope
of pre-contractual disclosure, but does require such products to prepare periodic and website disclosures.
That latter requirement may be a departure from prevailing expectations for some firms.

e Good governance: The Commission reiterates that good governance applies only to investments in
companies (and therefore not other asset classes). But, less helpfully, the Commission also states that
good governance must be satisfied by all investee companies, which may make it harder to include an
issuer which is a target for improvement / engagement on governance matters within an article 8 / 9
portfolio.

e Taxonomy disclosures: Taxonomy-alignment disclosures for Article 8 products are not only required
where a financial product commits to making sustainable investments with environmental objectives. This
is a departure from how much of the industry has previously interpreted the Taxonomy Regulation
disclosure requirements and, arguably, how the Level 2 RTS disclosure templates have addressed them.
The Commission has also provided guidance on the taxonomy-alignment disclosures and risks of using
narrative disclaimers (particularly in relation to data availability).

Further detail on each of these points is set out below.



https://www.esma.europa.eu/sites/default/files/library/c_2022_3051_f1_annex_en_v3_p1_1930070.pdf
https://www.esma.europa.eu/sites/default/files/library/jc_2022_26_union_law_interpretation_questions_forwarded_to_the_commission.pdf
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1. Product-level compliance with the PAI regime

What did the ESAs ask?

Is it possible for financial market participants that are below the threshold set by Article 4(3) and (4) of SFDR
and choose not to consider adverse impacts of investment decisions on sustainability factors at entity level
(Article 4(1)(b) of SFDR) to indicate that they do consider principal adverse impacts (PAI) at product level only
for a certain subset of financial products?

In other words, can a financial market participant not consider PAI at entity level but nevertheless consider
PAI under Article 7 of SFDR for some of the financial products it manages, and if they do so, can they disclose
this under Article 4(1)(b) of SFDR?

What is the Commission’s answer?
In summary, the Commission has stated that:

e Afirm which has opted not to comply with the PAI regime at entity-level may manufacture a financial
product that “pursues a reduction of negative externalities caused by the investments underlying that
product”. This is notwithstanding the requirements of Article 7(1) of SFDR.

e An article 8 or 9 SFDR product must include in pre-contractual disclosures and periodic reports an
explanation of the product’'s PAIs on sustainability factors.

e Where a firm chooses not to comply with the PAI regime at entity-level, but manages a product which
pursues a reduction of negative externalities caused by the investments at product-level, it is not
permissible to include information on such a product in the firm’s entity-level non-compliance statement.

Simmons & Simmons comments

The Commission’s response here is unexpectedly helpful for the asset management industry. This
approach will offer firms considerable flexibility in applying harm reduction strategies at product level,
without having to comply with the full entity-level PAI disclosure regime. We expect that there will be an
immediate appetite for such an approach in the asset management community.

As background, the prevailing view in the industry had been that it was not possible for a firm which opted not
to comply with the PAI regime at entity-level to then apply the PAI regime at product-level. This was as a
result of the interaction between Article 4 and Article 7 PAI, where it seemed that a firm could (formally
speaking) only disclose product-level PAI compliance if there is first firm-level compliance under Article 4.

However, the Commission Q&A now offers a significant back-door route to product-level PAI for firms which
opted not to comply at entity-level, via the concept of a financial product which pursues a reduction of
negative externalities caused by the investments underlying that product.

We think that the Commission has been careful in its drafting here, to use an alternative form of words (i.e.
not directly referring to principal adverse impacts, as its hands may be tied by Article 7). This is also reflected
in the requirement that the Article 4 non-compliance statement at entity level cannot refer to products which
pursue a reduction of negative externalities.

This interpretation will be welcomed by asset managers. To allow product-level PAI but without complying
at entity-level, means that firms can avoid the most onerous part of the PAI regime (entity-level quantitative
disclosure across all portfolios), while still offering PAI-adherence at product level.

This will be particularly beneficial in the context of the forthcoming changes to the MIFID2 suitability rules,
under which a product taking into account principal adverse impacts is one of the ways in which it could meet
an end-client’s “sustainability preferences”.
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2. How SFDR disclosure requirements apply to existing open and
closed products

What did the ESAs ask?

Do Articles 6 and 7 of SFDR apply only for new financial products or also for existing financial products on the
date of application, 10 March 2021 (even for those financial products that are no longer made available to
investors)? Specifically, do Articles 6 and 7 of SFDR apply for existing portfolio management financial
products?

Do financial products that are no longer made available to new investors have to:

(a) update and deliver the pre-contractual disclosures under Article 6 and 7 of SFDR to existing investors;
and
(b) provide website and periodic disclosures under Articles 7, 10 and 11 of SFDR to existing investors?

What is the Commission’s answer?
In summary, the Commission has stated that:

e SFDR does not provide for any transitional relief for products which were first made available to end
investors before 10 March 2021, and which continue to be made available after that date. SFDR therefore
applies to pre-existing, open products.

e For pre-existing but closed products as at 10 March 2021, any periodic reports which are prepared after
that date must comply with the website disclosure requirements under Article 10 SFDR and the periodic
disclosure requirements under Article 11 SFDR.

e The above applies to portfolio management services, as they are a financial product.

Simmons & Simmons comments

The Commission’s views here are broadly consistent with industry best practice on repapering existing
mandates and products, ahead of 10 March 2021. The industry generally took the view ahead of March
2021 to repaper pre-contractual disclosures for existing open products, but not for existing closed
products.

One area which may cause some concern is the suggestion that existing, closed products would need to
prepare SFDR-compliant periodic disclosures and website disclosures. This has been one of the big
unanswered questions for some time and firms that took the view of entirely de-scoping existing closed
products may want to revisit that analysis.

For pre-existing, open products as at 10 March 2021, we had widely discussed with clients that there was no
specific exemption for such products, as the Commission notes. Many firms in the industry therefore chose
to re-paper existing products with new pre-contractual disclosures. The Commission helpfully endorses that
this good practice was legally correct. (Any firms which did not adopt that approach will want to revisit their
existing products as a priority).

For pre-existing, closed products as at 10 March 2021, many firms took a view to not produce any updated
pre-contractual disclosures for SFDR. Although the Commission does not expressly endorse that approach
in the new QRA, it is strongly implicit from the answer that this was permitted.

However, for closed products, the Commission is clearly stating that website disclosures and pre-contractual
disclosures are still required to be compliant with SFDR (although this would of course only be relevant for
products falling under Article 8/9 SFDR). Some asset management firms may have taken the view that pre-
existing closed products were entirely out of scope of SFDR disclosures. This Q&A will therefore prompt
firms to re-visit any such conclusions.

For portfolio management services: It is uncontroversial to confirm that portfolio management services are
subject to this analysis, and that was - in our experience - an approach that was consistently adopted.
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3. Good governance requirements for Article 8 / 9 products

What did the ESAs ask?

If a financial product referred to in Article 8 or Article 9 of SFDR does not invest in companies with good
governance, is that product able to continue disclosing under Article 8, 9 and 11 of SFDR?

Considering that the reference to good governance in Article 8 of SFDR only relates to 'companies’, and that
Article 9 of SFDR, via the definition of 'sustainable investment'in Article 2(17) of SFDR, specifically relates to
'investee companies', can a financial product investing solely in government bonds while applying an ESG
investment strategy be considered to fall under either Article 8 or Article 9 of SFDR?

What is the Commission’s answer?
In summary, the Commission has stated that:

e Where an Article 8 or Article 9 product invests in companies, those companies must follow good
governance practices.

e The good governance requirement under Article 8 / 9 applies only to investments in companies. Where a
product invests government bonds, the good governance requirements do not apply.

Simmons & Simmons comments

The Commission response is a mixed blessing for firms. On the one hand, the confirmation that good
governance only applies to investment in companies (and not other asset classes) is very helpful, and
eliminates what had been a significant uncertainty. On the other hand, the view that investee companies
must follow good governance practices has narrowed the window for improvement / engagement
strategies at issuers with governance issues. It would also appear to operate as a minimum standard for
Article 8 products, raising the bar for including any asset in an Article 8 product’s portfolio.

4. Taxonomy-alignment disclosures
What did the ESAs ask?

In case a financial product referred to in Article 8 of SFDR which promotes environmental characteristics does
not commit in the pre-contractual disclosures to invest in any economic activities that contribute to an
environmental objective within the meaning of Article 2(17) of SFDR, is the financial market participant obliged
to disclose the information required by Article 6 of the Taxonomy Regulation? If it is determined later that the
same financial product in fact invested in such economic activities, is the financial market participant obliged
to make that disclosure?

Similarly, in case a financial product referred to in Article 9 of SFDR only committed in the pre-contractual
disclosures to invest in economic activities contributing to social objectives and if it is determined later that
the financial product in fact invested in economic activities contributing to an environmental objective, would
the financial market participant be obliged to disclose the information required by Article 5 of the Taxonomy
Regulation?

What is the Commission’s answer?
In summary, the Commission has stated that:

e Article 6 Taxonomy Regulation disclosures (i.e., both pre-contractual and periodic taxonomy-alignment
disclosures for Article 8 SFDR products) are not limited to Article 8 products that commit to invest in
economic activities that contribute to an environmental objective. They are required for any Article 8
product that promotes environmental characteristics, if it is assessed (based on reliable data) that the
Article 8 product is investing in economic activities that contribute to an environmental objective.

e If an Article 8 product’s investments change over the product’s lifetime to include investments in economic
activities that contribute to an environmental objective, this change should be reflected in pre-contractual
disclosures, subject to the sectoral rules for the relevant product.

e If an Article 9 product only commits in its pre-contractual disclosure to invest in sustainable investments
with a social objective, the Article 5 Taxonomy Regulation disclosures would still be triggered if the product
also invests in economic activities contributing to an environmental objective.
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4. Taxonomy-alignment disclosures (cont’d)

Commission guidance on data availability
Although the Commission was not asked about data availability, it did set out further guidance on this issue:
e Financial market participants should only disclose taxonomy-alignment where they have reliable data.

e If financial market participants do not have reliable data, the pre-contractual and/or periodic disclosures
for taxonomy-alignment of their Article 8 or 9 products should be zero.

e If financial market participants use narrative disclaimers on the lack of reliable data, such disclaimers risk
contradicting the purpose of the Taxonomy Regulation. Any narrative clarifications should: (i) not create
any ambiguity about the taxonomy-alignment of the product or (ii) not seek to justify a lack of alignment on
the basis of data availability.

e The Commission confirms that taxonomy-alignment data can be sourced other than from the official
disclosures that certain EU companies are required to make under Article 8 Taxonomy Regulation.
Furthermore the Commission refers to Recital 241 of the Taxonomy Regulation which refers to financial
market participants using “complementary assessments and estimates” in exceptional cases in relation to
undertakings that are not required to disclose under Article 8 Taxonomy Regulation.

Commission confirmation of no requirement to make Taxonomy-aligned investments

Finally the Commission confirmed that SFDR and the Taxonomy Regulation do not require financial products
to invest in taxonomy-aligned economic activities. The purpose of Articles 5 and 6 of the Taxonomy
Regulation is to enable investors to understand the degree of environmental sustainability of the financial
product.

Simmons & Simmons comments

To date it has been understood by much of the industry (and indeed the Level 2 RTS clearly suggests this
interpretation) that an Article 8 product would only be required to make taxonomy-alignment disclosures if
it committed to make sustainable investments with an environmental objective. The Commission
confirmation in relation to the trigger point for taxonomy-alighment disclosures for Article 8 products
marks a departure from this interpretation.

Firms will need to revisit the taxonomy-alignment disclosures for their Article 8 products. On a strict reading
of the Commission response, this will require firms to (i) assess, for each Article 8 product which promotes an
environmental characteristic, whether it makes investments which contribute to an environmental objective
and (ii) if so, identify and disclose how and to what extent its investments are taxonomy-aligned.

Furthermore, as the disclosure of taxonomy-alignment in periodic reports is not predicated on pre-
contractual disclosures, firms will be required to review their investments over the reference period each
year to identify whether they contributed to an environmental objective (and potentially consider amending
pre-contractual disclosures).

Article 9 products with a social objective are not automatically out of scope of taxonomy-alignment
disclosures either, so firms will need to revisit the disclosures for such products. Given ambiguities around
how contribution to an environmental objective is to be identified and assessed (although it does have to be
based on “reliable data”), it is not clear that there will be a consistent approach to whether a product
discloses taxonomy-alignment and further guidance may be required to ensure comparability of disclosures.

Furthermore, as the Level 2 RTS disclosure templates would appear to address taxonomy alignment in the
context of “sustainable investments” firms will need to reconsider their interpretation of the RTS
requirements from 1 January 2023.

In terms of data availability and disclosures, the Commission is echoing the ESAs (per their supervisory
statement from March) that a numerical disclosure is required for taxonomy-alighment. If a firm fails to
collect the data to make this calculation, the disclosure must indicate zero for positions where data has
not been collected.

While the Commission does not explicitly prohibit the use of narrative disclosures/disclaimers in respect of
taxonomy-alignment, it highlights the risks of doing so, and seeks to put parameters around such use. Itis
frustrating that the Commission does not acknowledge the issues faced by the industry with regards to
sequencing of the Taxonomy Regulation disclosures as no investee companies are required to disclose
taxonomy-alignment of their economic activities at present; but, the Commission would seem to be warning
against disclosing this to justify the taxonomy-alignment disclosures.

The Commission has also allowed a the limited scope for permissibly using estimates described in Recital 21
Taxonomy Regulation, which would appear to be at odds with the ESAs’ statement that estimates should not
used in its March supervisory statement. 5



https://www.esma.europa.eu/sites/default/files/library/jc_2022_12_-_updated_supervisory_statement_on_the_application_of_the_sfdr.pdf

,simmons

simmons

Annex 1 - Q&As relating to investment advice

In this Annex, we summarise the QRAs relevant to financial advisers.
(i) How do SFDR sustainability risk disclosure requirements apply to financial advisers
What did the ESAs ask?

Do financial advisers, when providing MIFID II investment advice, have to comply with disclosure obligations
in Article 6(2) of SFDR in good time before the client is bound by any agreement for the provision of
investment advice "as a whole" (i.e. not only limited to financial products as defined by SFDR, but also any
financial instrument as defined by MIFID II), or for each single recommendation concerning a "financial
product" as defined by Article 2(12) of SFDR?

What is the Commission’s answer?

In summary, the Commission has stated that investment advice for the purposes of SFDR is not restricted to
investment advice in relation to financial products under SFDR but could apply to any MIFID financial
instrument.

Simmons & Simmons comments

While the clarification that SFDR applies to financial advisers in relation to any MiFID financial advice
(including in relation to MiFID financial instruments which are not SFDR financial products) is useful, the
Commission did not answer the specific question raised as to whether Article 6(2) disclosures would be
required for each recommendation concerning a financial product.

Article 6(2)(b) requires disclosure of the results of assessment of the likely impact of sustainability risks on
the returns of financial products that a financial adviser advises on. This does suggest that there is a
specific disclosure requirement in relation to advice on financial products, regardless of the broad
application of SFDR to financial advisers confirmed by the Commission. Further clarity on this point from the
Commission would be helpful.

(ii) How should financial advisers consider PAI for financial instruments that are not financial products
under SFDR?

What did the ESAs ask?

For the purpose of the disclosure of principal adverse impacts under Article 4(5)(a) of SFDR, when a financial
adviser recommends financial products or instruments that are not collective or individual portfolios
managed by a financial market participant, should it also collect information from non-financial companies for
those products and instruments in order to take those into account for the principal adverse impact
disclosure?

What is the Commission’s answer?
In summary, the Commission has stated that:

e The disclosure as to whether financial advisers consider PAI in their investment advice or insurance advice
is restricted to financial products under SFDR.

e The disclosure as to why financial advisers do not consider PAI in their investment advice or insurance
advice (including, where relevant, information as to whether and when they intend to consider PAI) is not
restricted to financial products under SFDR. Therefore if a firm is providing MiFID investment advice on
financial instruments (other than financial products), this negative disclosure must relate to all MiFID
financial instruments.

Simmons & Simmons comments
The distinction between the two disclosures is unclear.

The Commission states that the positive statement as to how a financial adviser considers PAI should be
limited to financial products under SFDR. This is also the approach taken in Article 11 of the Level 2 RTS
which provides further details as to the required disclosures. However if a financial adviser does not
consider PAIL, the Commission appears to be stating that the negative statement required under Article
4(5)(b) SFDR should apply to all financial instruments that the financial adviser may advise on, not just
financial products. Given that the Commission refers to the objective of Article 4(5) as being to “encourage
financial advisers to provide financial advice that addresses reduction of negative externalities on
sustainability caused by investments of end investors”, it is not clear that this is what the Commission
intended.
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(iii) Does SFDR apply to a financial adviser who does not advise on financial products under SFDR?
What did the ESAs ask?

If a financial adviser only considers in its advisory process products which are not in scope of SFDR (i.e.
shares of listed companies, corporate bonds, etc.), should the financial adviser still comply with the
obligations laid down in Articles 3, 4, 5, 6 and 13 of SFDR?

What is the Commission’s answer?

In summary, the Commission has stated that investment advice under SFDR is not restricted to advice on
financial products but, where it is MiFID investment advice, it can cover all MiFID financial instruments.

Simmons & Simmons comments

This is consistent with the guidance provided above and, in general, is a welcome clarification.
However, as set out above, there is a still a level of uncertainty as to how certain provisions
should be interpreted given the specific references to financial products.

(iv) How does the exemption for small insurance intermediaries and investment firms under
Article 17 apply?

What did the ESAs ask?

Article 17 of SFDR exempts insurance intermediaries which provide insurance advice with regard to IBIPs
and investment firms which provide investment advice that are enterprises irrespective of their legal form,
including natural persons and self-employed persons, provided that they employ fewer than three
persons. As there is no definition of “employ” or “employee” in SFDR, how are self-employed staff, owner
managers or part-time employees counted?

What is the Commission’s answer?

In summary, the Commission has stated that the exemption under Article 17 applies regardless of the
features of the employment relationship (i.e., part time or full time).

Simmons & Simmons comments

While the Commission has not referenced all the modes of employment suggested in the original
question, we would expect firms to take a broad interpretation of the term “employment”.
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