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Non-paper
ESG Ratings’ Regulation

ESG ratings developed by regulated financial undertakings

DISCLAIMER

This draft has not been adopted or endorsed by the European Commission. Any views
expressed may not in any circumstances be regarded as stating an official position of the
Commission. The information transmitted is intended only for the Member State or entity
to which it is addressed for the purpose of facilitating discussions and may contain
confidential and/or privileged material.

The Commission proposal foresees that the Regulation should not apply towards
ESG ratings produced by regulated financial undertakings in the Union that are
used for internal purposes or for providing in-house financial services and
products. In other words, where regulated financial undertakings develop their
own ESG ratings following proprietary methodologies and use them for own
decisions and investments but they don’t distribute or publish them in any way,
they should not be covered by the Regulation. However, where financial products
are accompanied by an ESG rating supporting and justifying their ESG
characteristics, and are therefore distributed and published to retail investors, it is
crucial for investor protection and market integrity to ensure an equivalent level
of transparency on the rating’s methodology, data sources and objectives. The
Commission proposal does not foresee the need for regulated financial
undertakings to be subject to additional organisational requirements than those to
which they are already subject in sectorial legislation covering among other
things the prevention and management of conflicts of interests.

Positions from the Council and European Parliament

The Council proposes to exclude ESG ratings that are used for internal purposes
or are provided to other entities of the same “consolidated group” as well as
“incorporated to products or services which are provided by credit institutions,
investment firms, fund managers, insurers, benchmark administrators or financial
institutions, or required by or derived from a regulatory obligation applicable to
such services or products, where such products or services are already regulated
under Union law”.

The Commission services consider that a wide exclusion for ESG ratings
developed by regulated financial undertakings would contradict the objectives of
the Regulation to ensure a high -level of transparency and create a level playing
field between ESG ratings that are published and distributed by specialised ESG
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rating providers (e.g. MSCI, Sustainalytics) and ESG ratings published and
distributed by regulated financial undertakings.

The Parliament proposes to exclude ESG ratings produced by regulated financial
undertakings that are “used exclusively for internal purposes or for providing in-
house financial services and products, including services provided to other
entities that are part of the same group as long as the ratings are not disclosed to
third parties beyond the group”.

The Commission services consider that the text from the Parliament addresses the
issue of transparency (or lack thereof). At the same time, the text could be
interpreted as if any ESG rating developed by regulated financial undertakings
that are disclosed outside the group would need to follow all obligations from the
Regulation, including organisational requirements. This could potentially raise
questions with respect to alignment with the organisational requirements but also
certain transparency requirements as specified in sectoral legislation.

Position of the Commission services

The Commission services are of the opinion that if regulated financial
undertakings distribute or publish ESG ratings developed by them, they should
be subject to equal transparency requirements as ESG ratings distributed or
published by specialised ESG rating providers. As one of the objectives of the
proposal is retail investor protection, retail investors should receive sufficient
information about ESG ratings produced by regulated financial undertakings and
the origin of the ESG rating should be visibly marked. At the same time, the
Commission would like to avoid any duplication of transparency requirements
and in the cases when regulated financial undertakings provide equivalent
information about objectives, materiality assessment and methodologies of ESG
ratings in SFDR factsheet or on websites they should not be required to duplicate
them. The Commission services consider that the disclosures stemming from
sectorial legislation, e.g. SFDR, do not cover the whole spectrum of disclosure
requirements from Annex III of the ESG ratings proposal. The level of
disclosures in relation to ESG ratings/scores that have been integrated into
investment decisions varies between asset managers. Some disclose only high
level overview of methodologies, some provide more explanation as how ESG
ratings are integrated in the process of financial product composition as well as
provide more detailed overview of ESG ratings objectives and methodologies.
However, it is not always clear what is the materiality perspective of ESG ratings
used for the investment decision (is it risk or impact or both), what are sources of
data, what is the weighting used or whether the methodology is based on scientific
evidence” (see also Annex I). It is important to make it explicit that regulated
financial undertakings that distribute and publish ESG ratings should disclose the
same information as specialised ESG rating providers.
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As aresult, the Commission would propose the following wording (in red) , using
as a basis a text of the Council general approach, to address uncertainties and
risks of unlevel playing field :

2. This Regulation does not apply to any of the following:

[..]

(b) ESG ratings produced by regulated financial undertakings in the Union that
are:

(1) used for internal purposes, or provided to other entities that are part of the
same consolidated group or; for providing in-house financial services and
products

(11) incorporated into products or services which are provided by -credit
institutions, investment firms, fund managers, insurers, benchmark
admlnlstrators or ﬁnam:lal 1nst1tut10ns—er—feqa+red—by—ef and Wthh are sub] ect

%er%weh—efedﬁets—er—seﬂ%es—&fe to dlsclosure requlrements —al-ready—re,%u}a{ed

under Union law, including under, but not limited to, Regulation (EU) 2019/2088,
Directive 2013/36/EU, Directive 2014/65/EU, Directive 2009/65/EC, Directive
2011/61/EC, Regulation (EU) 2014/596/4£% and Regulation (EU) 2016/101 14£E;

By way of derogation from the preceding provision, regulated financial
undertakings that do not disclose ESG rating methodologies under the

frameworks as referred to in subparagraph (ii) shall disclose ESG ratings

methodology as well as other information as per the requirements laid down in
point 1 of Annex Il in _a fair and transparent manner in the relevant product
documentation _or on the relevant websitet, under supervision of competent
authorities.
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Annex I

I. Overview of how ESG internal ratings/scores are integrated into the investment
process.

CASE 1:. ESG scores and other internal ESG ratings are used to enhance investment analysis
and decision-making. ESG internal ratings can be used at different stages of the investment
process depending the type of ESG integration:

1) Screening: it is used to remove the most sensitive sectors or issuers in order to address the
worst ESG risks.

2) Investment research: ESG scores and ratings are made available to investment teams to
support investment decision-making, e.g. some funds avoid investing in a public entity that
doesn’t have an ESG score.

3) Security selection for inclusion in portfolios.

4) Portfolio construction, e.g. some funds aim to hold a higher weighted average ESG
internal rating and a lower carbon footprint than the relevant investment benchmark or
universe.

CASE 2

ESG rating can be used a “sustainable indicator” i.e. it relates to the rating of the fund and the
rating of its benchmark when the fund has a “beat the benchmark™ objective.

CASE 3

Following the company selection on the basis of SDG scores, investment teams conduct top-
down macro and bottom-up fundamental analysis:
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I1. Examples of financial product methodology disclosures on websites and
in product documents:

Example 1

“Environment impact and climate report” document includes the high level overview of the
methodology for in-house scores (e.g. information that the methodology is based on best in
the class approach). The document explains that internal scores and third party scores are fed
automatically into equity investment models and constitute one of key consideration within
investment decisions. However, other information than a high level overview of the
methodology for ESG scores couldn’t be found.

ESG

PORTFOLID E3G METRICS AS(FH &2

The BMP Faribas ESG {Erwironmental, Social, Governance) scares are a
composite of 30+ constituent metrics for esch company. Data is ES6 Srone
aggregated using a “best of breeds’ approach where the highest quality

Fund il 29

provider i selected for each metric This approach avoids the pitfalls
uging & ‘black box' composite ESG s00re and allows investment (Eams o
interact with the underlying data and navigate specific ESG rigks

The ESG decile is a “relative” ESG score. The store from 1 to 100 is
converted into a classification by decile from 1 to 10 (1 being the best
decile and 10 the warst) The classifications are carried out by sub-group
and region so soores are graded on 8 curve alongside peers.

Pt Enviranmeatal bovesmance Fuman Rights Geader Divessity
Coatribution Contribastioe Compliznce Scoies
Fund 25 23 23 Ml

22

NSTIADH 58 4

METIACH a2 22 04 n 22

IR, s Svc s st g, st $EH

ESG pillars are measured as marginal pasitive oF negative contributions | Human rights compliance with international standards
and conventions as measured by share of companies that are signatories to the UN Global Compact | Gender Diversity Score A
measure of gender diversity on baards.

(UIALITATIVE & QUANTITATIVE ESE ANALYSIS

ESG metrics fram BMP Paribas and selected

# quantiatively

/_ e . SO panes

& qualzatively

rewiewed COmEan s _\

K May

qualiatively "

reviewed
COMpanies

% MAN quarciatively
*, neied COMpanies

third parties are fed automatically into our
equity investment madels and constitute a key
consideration within investment decisions

The bespoke BMP ESG ooverage is extensive
(cowering over 13,000 issuers) with up m 30
constituent  metrics for each issuer for
thorough ESG analysis.

Far holdings not oowered Dy the a BNP ESG
sCore, 3 qualitative review is conducted by the
team's Enwironmental Analyst, which consist
af 15 key areas of review eg. low carbon
targets ar board diversity. The ratings are
validated by a relevant sector specialist within
the BMP Paribas Sustainability Centre

Thesa ring charte show the breakdmen of
quantitative reviews Ve gualitative reviews.

Example 2

Obtenu pour vous par

mP
Obtained by (| |

dagence europe



“ESG and Impact Indicators Definitions and Methodology” document includes a very short
information on the methodology, with the reference to a long set of publications (none of
them referring to ESG ratings or scores in the title).

Example 3 - Example of disclosures in the financial product documents - SFDR disclosure
includes two references to ESG scores:

(c) Sustainable investment objective of the financial product

What is the sustainable investment objective of the financial product?

The Fund's sustainable investment objective is to advance the United Nations Sustainable Development Goals (UN
SDGs) by investing in companies whose business models and operational practices are aligned with targets defined
by the 17 UN SDGs.

The sustainability indicators towards meeting the sustainable investment objective are the following:
1. The number of companies with a positive SDG §€6f€ based on the internally developed SDG Framework.
2. The % of investments in securities that are on Robeco's Exclusion list as result of the application of Robeco's
Exclusion policy.
3. The % of holdings that are in violation of the ILO standards, UNGPs, UNGC or OECD Guidelines for
Multinational Enterprises.
4. The number of holdings and agenda items.

(f) Monitoring of sustainable investment objective
How are the sustainable investment objective and the sustainability indicators used to measure the attainment of

the sustainable investment objective monitored throughout the lifecycle of the financial product and what are the
related internal or external control mechanisms?

1. The second line of defense (Risk Management) excludes all companies with a SDG score less than 1and
facilitates pre-trade compliance.

2. All exclusions are coded in the Trading & Compliance module, through which investing in an excluded asset
is not possible. In addition, post-trade checks take place.

3. All exclusions in relation to Controversial behavior are coded in the Trading & Compliance module, through
which investing in an excluded asset is not possible. In addition, post-trade checks take place.

4, The proxy voting policy is reviewed on an annual basis, including voting principles in relation to ESG topics.

Changes to the policy are presented to the Sustainability and Impact Strategy Committee. Voting behaviour
on ESG topics are monitored in the first line. On an annual basis the implementation of the voting policy is
tested as part of our ISAE framework.

The high overview of the methodology is provided in a separate document:
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Quantifying a company’s SDG contribution
Following the three-step assessment of the SDG
framework, we score companies’ impacts on each of

the SDGs. The scores range from highly positive (+3) to
highly negative (-3) (see Figure 2). A company may thus
impact multiple SDGs, whereby each of these impacts
may be positive or negative at various impact levels.
Once a company’s impacts on the 17 SDGs has been
scored, its overall SDG score is calculated. This is done
according to what we call the ‘min-max’ rule: a company
without any negative scores on individual SDGs is
assigned the highest (max) score as its overall SDG score.
But if a company has a negative score on any of the
SDGs, it will receive the lowest (min) score as its overall
SDG score. The resulting company SDG scores can then
be applied to investment screening and portfolio analysis
within Robeco’s SDG-focused investment products.
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Annex [

Requirements Annex III ESG ratings regulation:

1.

MINIMUM DISCLOSURES TO THE PUBLIC

In accordance with Article 12 of the Regulation, ESG rating providers shall, at the minimum,
disclose to the public on their website and through the European Single Access Point (ESAP)
the following:

(a)

(b)

(©)
(d)

(e)

®

(&)

(h)

(@)

W)

(k)

high level overview of the rating methodologies used (and changes thereto), including
whether analysis is backward-looking or forward-looking;

high level overview of data processes (data sources, including if they are public or
non—public, and if they are sourced from sustainability statements required by
Directive (EU) 2022/2464, estimation of input data in case of unavailability,
frequency of data updates);

information on whether and how the methodologies are based on scientific evidence;

information on the ratings’ objective, clearly marking whether the rating is assessing
risks, impacts or some other dimensions;

the rating’s scope — i.e., is it an aggregated rating (aggregating E and S and G factor),
or a rating of individual factors or specific issues (e.g., transition risks);

in the case of an aggregated ESG rating, weighting of the three overarching ESG
factors categories (e.g., 33% Environment, 33% Social, 33% Governance), and the
explanation of the weighting method, including weight per individual E, S and G
factors;

within the E, S or G factors, specification of the topics covered by the ESG
rating/score, and whether they correspond to the topics from the sustainability
reporting standards developed pursuant to Article 29b of Directive 2013/34/EU;

information on whether the rating is expressed in absolute or relative values,

Where applicable, reference to the use of Artificial Intelligence (AI) in the data
collection or rating/scoring process;

general information on criteria used for establishing fees to clients, specifying the
various elements taken into consideration, such as the involvement of data analysts,
IT equipment, purchasing data;

any limitation in data sources used for the construction of ESG ratings.
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