Frankfurt am Main,
3 February 2021

BVI! position on EBA’s Discussion Paper on management and supervision
of ESG risks for credit institutions and investment firms

We welcome EBA's initiative to set an important signal for dealing with ESG risks across the banking
and investment firms’ sector. It is important to review processes to see how ESG risks can be inte-
grated into the existing business and risk organisation of the supervised entities. In view of the chal-
lenges of climate change, the entire financial sector must deal with the associated risks and opportuni-
ties. EBA's final report will stimulate the discussion and sensitises the supervised entities in dealing with
ESG risks. The outcome of EBA’s report therefore will also affect other financial sectors such as asset
management and insurance. In Germany, BaFin has already advanced the discussion by publishing a
guidance notice? on dealing with sustainability risks for all supervised entities.

We focus our response on the impact on asset managers and investment firms. Our main remarks
could be summarised as follows:

" Relevance for investment firms: Germany represents about 700 MiFID investment firms, ac-
counting for nearly one quarter of all European investment firms affected by the new IFD/IFR frame-
work. The vast majority of these firms (about 600) is only authorised to provide MiFID services such as
portfolio management, investment advice, reception and transmission of orders in relation to one or
more financial instruments or execution of orders on behalf of clients without a licence to hold client
money or securities belonging to clients or to deal on own account. According to the EBA’s analyses of
the population of all concerned firms by category there are a total of about 870 investment firms in Eu-
rope (including UK) with such a limited licence. Therefore, Germany is the biggest market in this field
(about 70 per cent of such limited licence firms in Europe). The business activities and prudential risks
of these limited licence firms are not comparable with the activities and risks of banks. In particular, the
specific MiFID services provided by these investment firms should not be covered by the EBA report
because they are already covered by other frameworks such as the EU Disclosure Regulation (SFDR)
or the outstanding Level 2 requirements to integrate sustainability risks and factors in MiFID II. There-
fore, it should be clarified that the EBA report will only apply to ESG risks with impact on company level
(such as the impact on the investment firm’s balance sheet assets) and thus on the prudential supervi-
sion of investment firms. Moreover, it could be helpful to set up specific examples focused on the activi-
ties of investment firms. The longer deadline of 26 December 2021 could be used for this purpose, as
the EBA has more time to prepare its report under the IFR compared to the deadline of 28 June 2021
under the CRD. The same applies for the new disclosure requirements of certain investment firms in
Article 53 IFR starting from 26 December 2022. We stand ready to support EBA in finding practical and
efficient solutions.

" Relevance for asset management companies: We would like to highlight that asset manage-
ment companies are not investment firms, as claimed by EBA in paragraph 14 of the consultation

1 BVI represents the interests of the German fund industry at national and international level. The association promotes sensible
regulation of the fund business as well as fair competition vis-a-vis policy makers and regulators. Asset Managers act as trustees
in the sole interest of the investor and are subject to strict regulation. Funds match funding investors and the capital demands of
companies and governments, thus fulfilling an important macro-economic function. BVI's 114 members manage assets more than
3.6 trillion euros for retail investors, insurance companies, pension and retirement schemes, banks, churches and foundations.
With a share of 27%, Germany represents the largest fund market in the EU. BVI's ID number in the EU Transparency Register is
96816064173-47. For more information, please visit www.bvi.de/en.

2 Available under the following link: https://www.bafin.de/SharedDocs/Down-
loads/EN/Merkblatt/dl_mb_Nachhaltigkeitsrisiken_en.pdf? _blob=publicationFile&v=5.
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paper. Asset management companies (as defined in Article 5[1][19] CRR and Article 4[1][2] IFR) provid-
ing activities with a licence under the AIFMD or the UCITS Directive are not directly affected by this re-
port because they are out of scope of the CRD/CRR or the IFD/IFR framework. In the EU, a total of
EUR 10.7 trillion is invested in investment funds such as UCITS or AlFs by private and institutional in-
vestors. With assets of EUR 3,000 billion, Germany is the largest asset management market (source:
ECB as of 30 June 2020) with a market share of 27 percent. However, the outcome of the EBA report
could be indirectly relevant for asset management companies if they manage investment funds for
credit institutions which invest their own capital in these funds. This affects about 11 percent (EUR 196
billion, source: BVI statistics as of 30 June 2020) of assets under management on behalf of AlFs man-
aged for institutional investors by German asset management companies. The question how to inte-
grate ESG risks in the management of these investment funds is covered by the AIFMD or UCITS
framework only. However, asset management companies regularly provide information on the composi-
tion and risks of the investment funds so that the credit institution can assess the risk-bearing capacity
through its investment as part of the supervisory review and evaluation process (SREP). Therefore, de-
pending on the detail of information provided by the asset management company to the credit institu-
tion, these reporting lines could be affected as long as asset management companies also inform credit
institutions on a voluntary basis about the ESG risks connected with that investment. The indicators,
metrics and methods used by asset managers in assessing ESG risks of these portfolios are expected
to be identical or comparable to those used by credit institutions. This applies even more as asset man-
agement companies are part of a banking group and use group-wide systems and processes.

" Common definitions: We welcome EBA's view that ESG risks should only be considered as a
partial aspect of the already known financial risks and not as a separate type of risk. In order to allow
for implementation of consistent concepts for ESG risk management across different business lines, the
definitions of ESG risk and factors envisaged in the EBA discussion paper should be fully aligned with
the relevant SFDR provisions. Moreover, it is of utmost importance to clarify that ESG risks materialise
only through their potential significant negative impact on prudential risk categories.

" Indicators, metrics and methods to assess and manage ESG risks: The capability of insti-
tutions or investment firms to account for ESG risk within their risk management arrangements depends
to a great extent upon the availability of public, transparent, relevant and reliable data related to ESG
considerations. We understand from the discussion paper that the metrics and methods proposed to
assess ESG risks are neither compulsory nor do they have a specific ranking. Such a principle-based
approach would be in line with the approach of the SREP under banking and investment firm law. How-
ever, it would be helpful to clarify this understanding more prominently.

" ESG factors and ESG risks in supervision: The supervision of limited licence investment
firms should be focused on operational risks which will be part of the check of the risk-bearing capacity
and the SREP.
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Q1. Please provide details of other relevant frameworks for ESG factors you use.

We do not have any particular additions to the relevant frameworks for identifying ESG factors. As re-
gards the regulatory environment in the EU, however, it is essential to bear in mind that credit institu-
tions and investment firms will operate under the scope of SFDR when providing the MiFID service of
portfolio management. The SFDR framework encompasses definitions of ESG risk and ESG factors at
Level 1 and will provide detailed specifications to the latter at Level 2 (in relation to the indicators on
principal adverse impacts). In order to allow for implementation of consistent concepts for ESG risk
management across different business lines, the definitions of ESG risk and factors envisaged in the
EBA discussion paper should be fully aligned with the relevant SFDR provisions.

Q2. Please provide your views on the proposed definition of ESG factors and ESG risks.

As described in our answer to Q1, the definitions of ESG risks and factors envisaged in the EBA discus-
sion paper should by fully aligned with the relevant SFDR provisions. Moreover, we miss a clear state-
ment regarding the proportionality principle in assessing ESG risks and the impact on the performance
or solvency of the institution or investment firm. We request EBA to clarify that ESG risk means an
event or condition that, if it occurs, could cause an actual or a potential material negative impact on
prudential risk categories (such as the financial performance or solvency of institutions). This would be
in line with the risk definitions used in other EU frameworks such as the SFDR.

We also welcome EBA's view that ESG risks should only be considered as a partial aspect of
the already known financial risks and not as a separate type of risk. This should be highlighted in
the final report (such as being part of the definition). We also refer to our answer to Q9.

Q3. Do you agree that, for the purpose of assessing their inclusion in institutions’ and supervisors’ prac-
tices from a prudential perspective, ESG risks should be approached primarily from the angle of the
negative impacts of ESG factors on institutions’ counterparties? Please explain why.

Q4. Please provide your views on the proposed definitions of transition risks and physical risks included
in section 4.3.

Q5. Please provide you views on the proposed definition of social risks and governance risks. As an
institution, to which extent is the on-going COVID-19 crisis having an impact on your approach to ESG
factors and ESG risks?

Q6. Do you agree with the description of liability transmission channels/liability risks, including the con-
sideration that liability risks may also arise from social and governance factors? If not, please explain
why.

In principle, we agree with the proposed approach on considering transmission channels (physical,
transition and liability risks).

Q7. Do the specificities of investment firms compared to credit institutions justify the elaboration of dif-
ferent definitions, or are the proposed definitions included in chapter 4 also applicable to them (in partic-
ular the perspective of counterparties)? Please elaborate on the potential specificities of investment
firms in relation to ESG risks and on how these specificities, if any, could be reflected in this paper.
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In our view, the definitions of ESG risks and ESG factors should be used similarly for all supervised en-
tities in order to allow for implementation of consistent concepts for ESG risk management across dif-
ferent business lines. However, the level of impact can be significantly different.

We understand the discussion paper in such a way that the main focus lies on the risks to which the in-
stitution is exposed to via the impact of ESG factors on its counterparties such as the increase of
credit risk of the counterparty due to higher probability of default (PD) and loss given default (LGD) and
its impact on the solvency or performance of the institution. In our view, the solvency risk is
closely connected with the level of concentration risks (associated with the default of counterparties and
with trading positions of the own balance sheet). According to our understanding, investment firms with-
out a licence for holding clients’ assets/securities or dealing on own account such as portfolio managers
(limited licence firms) have a very low solvency risk which results more from professional liability and
operational risks and not from their supervised activities. Their focus is more on the impact of ESG
risks on the portfolio managed on behalf of clients. However, the concept of counterparty could
also work with its impact on portfolio level; it may be understood as a counterparty as an issuer
(e.g. sovereign, entity) of assets being part of a portfolio managed on behalf of a client. We
would like to highlight that these impacts on specific MiFID services provided by investment
firms such as portfolio management are already covered by other EU frameworks such as the
SFDR or the outstanding Level 2 requirements to integrate sustainability risks and factors in Mi-
FID Il and should be clearly distinguished from the prudential scope of the IFR framework.

In this regard, we welcome the statement made by EBA at its hearing that the EBA report will only apply
to ESG risks of investment firms with impact on company level (such as the impact on the investment
firm’s balance sheet assets) and thus on the prudential supervision of investment firms. However, in or-
der to eliminate any doubts, it would be helpful to clarify that understanding in the final report.

Q8. Please provide your views on the relevance and use of qualitative and quantitative indicators re-
lated to the identification of ESG risks.

We fully support the approach chosen by EBA, i.e. to provide for a non-exhaustive, illustrative list of
ESG factors and corresponding indicators. At it stands, we also agree that the best basis for compiling
such a list is the reference to international standards on disclosures of sustainability-related information.

Nonetheless, it should be clarified in EBA's final report that ESG indicators are only relevant for the pur-
pose of identifying and managing ESG risks if they flag issues that are material in terms of financial per-
formance. In this regard, due caution should be used when pointing to the indicators for principal ad-
verse impacts (PAIs) to be developed by the ESAs under the SFDR framework. There is a clear con-
ceptual difference between PAIls and the notion of sustainability or ESG risk. While sustainability
risk is defined under Art. 2 (22) SFDR as a subtype of financial risks, i.e. the risk of actual or potential
material negative impact on the value of the investment resulting from an environmental, social or gov-
ernance event, principal adverse impacts shall capture negative implications of investment decisions on
especially environmental, social and employee matters (cf. recital 20, last sentence, of SFDR).

In our view, this means that the future PAI indicators may only be used for identifying ESG risks if they
are systematically supplemented by an assessment of financial materiality. ESG risks can indeed
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materialise from adverse impacts on e.g. environment or people especially in the long term. For in-
stance, an investment in a company from an GHG-intense manufacturing sector has an adverse impact
in terms of GHG emissions in the first place. This adverse impact could also materialise as a risk for the
financial performance in case of introduction of carbon-pricing mechanisms that would penalise highly
emitting activities.

With this caveat, however, we are clearly in favour of aligning the understanding of relevant
ESG indicators and related metrics across different EU sustainable finance initiatives. In addition
to the PAI indicators to be determined under the SFDR framework, particular attention should be paid to
the upcoming legislative proposal on the revision of NFRD. It is to be expected that the revised NFRD
requirements will comprise specific provisions for reporting of sustainability risks and impacts by com-
panies and will be further supplemented by reporting standards including concrete metrics. Given that
both frameworks — SFDR and NFRD — pertain also to the activities of credit institutions and investment
firms or, in case of NFRD, form the basis for availability of ESG data, coherence between the applicable
ESG indicators, metrics and standards is key for a smooth integration of ESG risk management across
different business lines and operations.

Moreover, it must be clarified that there is no obligation to use quantitative and qualitative indicators re-
lated to the identification of ESG risks. At the current stage, approaches in the market for the measure-
ment of ESG risk are not standardised so that the use of qualitative indicators only (such as descriptive
considerations of interdependencies between ESG indicators and financial risks) should be possible as
a first step to identify ESG risks. Consequently, standard quantitative indicators, such as those used
throughout the industry to manage market and counterparty risks, cannot be used at present. We as-
sume that the EBA is aware of these de facto limitations; nevertheless, they should be explicitly empha-
sised.

Q9. As an institution, do you use or plan to use some of the ESG indicators (including taxonomies,
standards, labels and benchmarks) described in section 5.1 or any other indicators, inter alia for the
purpose of risks management? If yes, please explain which ones.

The main challenge in assessing ESG risks for the purpose of risk management is that no standards
exist yet, no empirical data is available on a historical basis and with respect to comparability and relia-
bility, and the time horizon differs between the short-term view in assessing the existing financial risks
and the long-term view in assessing the ESG risk. Data on long-term risk aspects is still scarce. Identifi-
cation of a specific exposure of a portfolio to ESG risk will thus be a challenging exercise.

It is important to consider that assessing of ESG risks and ESG indicators should be commensurate to
the availability of relevant ESG data. We would like to highlight the Eurosystem reply? of the ECB to the
European Commission’s public consultation on the Renewed Sustainable Finance Strategy and the re-
vision of the Non-Financial Reporting Directive which clearly states a need to improve the quality of
sustainability and climate-related information. In particular, the ECB emphasises that available sustain-
ability and climate-related data and scores suffer from a lack of standardisation and comparability.
Moreover, in the absence of a consistent set of publicly available corporate-level information, the met-
rics developed by market data providers seek to consolidate the (limited) quantitative and qualitative
environmental information provided by companies. The ECB highlights that situation as an impediment
to the consistent use of ESG data by financial institutions and market participants and stresses that

% Available under the following link: https://www.ecb.europa.eu/pub/pdf/other/ecb.eurosystemreplyeuropeancommission-
publiconsultations 20200608%7Ecf01a984aa.en.pdf.
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unreliable ESG data and ratings limit users in their capacity to conduct granular financial risk analyses.
Therefore, we expressly request to acknowledge within the final EBA report that the capability
of institutions or investment firms to account for ESG risk within their risk management ar-
rangements depends to a great extent upon the availability of public, transparent, relevant and
reliable data related to ESG considerations.

Q10. As an institution, do you use or plan to use a portfolio alignment method in your approach to
measuring and managing ESG risks? Please explain why and provide details on the methodology used.
Q11. As an institution, do you use or plan to use a risk framework method (including climate stress test-
ing and climate sensitivity analysis) in your approach to measuring and managing ESG risks? Please
explain why and provide details on the methodology used.

Q12. As an institution, do you use or plan to use an exposure method in your approach to measuring
and managing ESG risks? Please explain why and provide details on the methodology used.

Q13. As an institution, do you use or plan to use any different approaches in relation to ESG risk man-
agement than the ones included in chapter 5? If yes, please provide details.

We understand the discussion paper that the metrics and methods introduced to assess ESG risks are
neither compulsory nor do they have a specific ranking. Such an approach would be in line with the
principle-based approach of the SREP under banking and investment firm law. However, it would be
helpful to clarify this understanding more prominently.

Q14. Specifically for investment firms, do you apply other methodological approaches, or are the ap-
proaches described in this chapter applicable also for investment firms?

As described under Q7, the main structural difference between the business models of banks and lim-
ited licence investment firms such as portfolio managers is that the impact of ESG risks on activities
provided by portfolio managers is focused on portfolio level and not on company level. Therefore, the
methods discussed in the asset management sector (including portfolio managers qualifying as invest-
ment firms) are all focused on the assessment of ESG risks based on an event or condition that, if it oc-
curs, could cause an actual or a potential material negative impact on the value of the investment/port-
folio managed on behalf of clients or investors (portfolio level). These methods vary between quantita-
tive and qualitative methods or a combination of both. The spectrum here ranges from very simple ap-
proaches to multi-factor methods. Moreover, there is a need to differentiate between methods that are
already applied at the strategic level of product design or business activities and methods used for as-
sessing the ESG risk at the portfolio level.

1) Methods at the strategic level of product design or business activities: It is important to under-
stand the integration of ESG risks in the investment or risk management processes of portfolio
managers on the one hand and the pursuit of investment strategies explicitly labelled as such for
certain sustainable products on the other hand. The ESMA proposals on Level 2 measures for the
UCITS and AIFM Directives, for example, aim to take sustainability risks into account in the invest-
ment and risk management process in all fund portfolios. Products that pursue sustainable objec-
tives and are described in more detail in the SFDR, on the other hand, are to be explicitly separated
from these general requirements. This distinction is important when classifying the individual meth-
ods used for managing or limiting sustainability risks. In our view, it makes no sense to transfer
methods at the strategic level to the investment process of all portfolios as part of the risk manage-
ment process because these methods are not suitable for managing ESG risks on portfolio level.
Insofar as, for example, investments in certain economic sectors are excluded, there are still assets
in the portfolio to which ESG risks can be attached. In case these are material, they must be
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2)

identified, measured and managed. ESMA also does not propose such methods for the risk man-
agement process of investment management companies at EU level but continues its proven princi-
ple-based approach with freedom of methods and approaches.

Moreover, it is important to recognised that approaches to attain certain ESG characteristics or sus-
tainable investment objectives can only be applied in a portfolio to the extent to which they have
been agreed with investors as part of the investment strategy. This is particularly relevant for dedi-
cated sustainable products. These methods must therefore be systematically shifted to the area of
business and risk strategy and may not be transferred to all portfolios in the sense of general regu-
latory requirements. While these methods are designed to reduce or limit the ESG risk impact on
the managed portfolio, the portfolio may nevertheless be exposed to further ESG risks as part of
the other relevant financial risks, even if significant risk factors have already been excluded in ad-
vance. Such methods include, e.g.:

= Exclusion criteria/limits. These may be based on the identification of companies, sectors, re-
gions, countries, etc. that are excluded as investments or subject to investment limits, as a re-
sult of the extent of compliance with certain criteria.

= Positive lists. These may be based on the identification of the companies, sectors, regions,
countries, etc. that are preferred for investment, as a result of compliance with certain sustaina-
bility criteria.

= Best-in-class approach. Like positive lists, but with the focus on identifying companies that
outperform their peer group on the sustainability criteria chosen. As this is a relative approach,
the portfolio may include companies that are less sustainable when measured on an absolute
basis.

= Standards-based screening/. Like positive lists and best-in-class approach, except that the
sustainability criteria are not determined in-house, but correspond to internationally recognised
standards. E.g.: UN Global Compact.. E.g. “Principles for Responsible Investment”, “Principles
for Sustainable Insurance” and “Principles for Responsible Banking”.

Methods used for assessing the ESG risk at the portfolio level: In this context, it is important to
understand that the concept of an assessment of ESG risks as part of the risk management pro-
cess is not a new stand-alone risk element, but rather a specific sub-set of other relevant financial
risks. Otherwise, a distinction from other risk types would be extremely difficult. To put it differently:
ESG risk is risk inherent in a portfolio due to ESG factors. Therefore, as it stands, ESG risk in port-
folios is in general not identified and measured separately from other risks. Rather, it is included
into the exposure to other relevant risks or considered part of the price valuation of portfolio assets.

lllustrative example: A portfolio manager invests in shares of an oil company which shows no inter-
est to engage in the development of alternative fuels. This is relevant in terms of ESG risk, but also
impacts the market value of the company’s shares, thus potentially resulting in a market risk for
sustainability reasons. Therefore, ESG risks may have a material impact on all the existing financial
risk types (such as market, liquidity, counterparty and other relevant risks) as a factor that contrib-
utes to their materiality. The following methods could be used to identify the ESG risks at the portfo-
lio level, however, they are neither compulsory nor do they have a specific ranking:
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= Scorings: Comparable with the ‘exposure method’, this is a qualitative method with focus on
the assessment of the performance of an investment with regard to sustainability aspects (e.g.
based on ESG scores or CO2 intensities).

= Qualitative scenario analysis and stress tests: This is a descriptive assessment of interde-
pendencies between ESG indicators and financial risks.

= Quantitative scenario analysis and stress tests: This is an assessment based on monetary
figures. However, it is will be very difficult to integrate such a method in the existing risk meas-
urement methods.

= Multi-factor methods: This is a very complex method where the assessment of ESG risks is
based on quantitative and qualitative figures which will be fully integrated into existing risk man-
agement processes.

3) Methods used for assessing ESG risks at company level: The purely company-related pro-
cesses (e.g. the increase of prudential risks and their impact on the performance and solvency of
the investment firm) will be limited to operational risks of portfolio managers which should only play
a subordinate role, if at all. This is because the clients' assets/portfolios, which are to be kept strictly
separate from own funds of the investment firm, are to be managed according to their specific spec-
ifications.

4) We also would like to highlight that the exercise of voting rights is not a procedure or a
method of the risk management process. Rather, they support the achievement of the invest-
ment objectives with regard to both financial and, where applicable, sustainable returns. The proper
management of portfolios therefore naturally includes examining whether and how the company
exercises shareholder and creditor rights with respect to the assets held in the portfolio. However,
the relevant decision criteria for or against the exercise of shareholder and creditor rights must be
left to the company.

Q15. Please provide your views on the extent to which smaller institutions can be vulnerable to ESG
risks and on the criteria that should be used to design and implement a proportionate ESG risks man-
agement approach.

Considering the principle of proportionality is of utmost importance. In this context, we refer to our an-
swer to Q2 where we call for a clarification that ESG risks materialise only through their potential signifi-
cant negative impact on prudential risk categories. Moreover, we understand the principle of proportion-
ality in such a way that simpler structures, processes and methods may be sufficient for a more limited
business scope or lower risk profile. However, more extensive structures, processes and methods are
required for supervised entities with more significant ESG risks.

Q16. Through which measures could the adoption of strategic ESG risk-related objectives and/or limits
be further supported?

Q17. Please provide your views on the proposed ways how to integrate ESG risks into the business
strategies and processes of institutions.

We refer to our answer to Q14.
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Q18. Please provide your views on the proposed ways how to integrate ESG risks into the internal gov-
ernance of institutions.

Q19. Please provide your views on the proposed ways how to integrate ESG risks into the risk manage-
ment framework of institutions.

Q20. The EBA acknowledges that institutions’ approaches to environmental, and particularly climate-
related, risks might be more advanced compared to social and governance risks, and gives particular
prominence in this report to the former type of risks. To what extent do you support this approach?
Please also provide your views on any specificities associated with the management of social and gov-
ernance risks.

Not applicable for our members.

Q21. Specifically for investment firms, what are the most relevant characteristics or particularities of
business strategies, internal governance and risk management that should be taken into account for the
management of the ESG risks? Please provide specific suggestions how could these be reflected.

We refer to our answer to Q14. In addition, we would like to highlight that the outstanding Level 2 re-
quirements under the MiFID Il on integrating sustainability risks and factors will also provide organisa-
tional requirements for investment firms such as tasks and the role of the risk-management function or
procedures for risk assessment; governance and tasks or responsibilities of bodies that undertake the
management and supervisory functions in the corporate governance in relation to sustainability risk lim-
its and overseeing their implementation; steps of procedures and processes to ensure the effectiveness
and adequacy of sustainability risk integration; skill, expertise and knowledge required for the assess-
ment of sustainability risks; regular reviews of the mechanisms put in place to integrate sustainability
risks and regular internal reporting; conflict of interest that might arise in relation to sustainability consid-
erations and the steps to identify, prevent, manage and disclose them. Therefore, it is of utmost im-
portance that internal governance processes envisaged in the final EBA report are fully aligned with the
relevant MiFID Il (Level 2) provisions and the approaches taken by ESMA.

Q22. Please provide your views on the incorporation of ESG factors and ESG risks considerations in
the business model analysis of credit institutions.

Q23. Do you agree with the need to extend the time horizon of the supervisory assessment of the busi-
ness model and introduce as a new area of analysis the assessment of the long-term resilience of
credit institutions in accordance with relevant public policies? Please explain why.

Q24. Please provide your views on the incorporation of ESG risks considerations into the assessment
of the credit institution’s internal governance and wide controls.

Q25. Please provide your views on the incorporation of ESG risks considerations in the assessment of
risks to capital, liquidity and funding.

Q26. If not covered in your previous answers, please provide your views on whether the principle of
proportionality is appropriately reflected in the discussion paper, and your suggestions in this respect
keeping in mind the need to ensure consistency with a risk-based approach.

Q27. Are there other important channels (i.e. other than the ones included in chapter 7) through which
ESG risks should be incorporated in the supervisory review of credit institutions?
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Not applicable for our members because the questions are addressed to credit institutions and their
business models.

However, we would like to highlight that the supervision of investment firms regarding the treatment of
risk should consider that the new IFD/IFR framework only applies to non-systemic investment firms.
Hence, there is no need for approaches which under the CRD/CRR are required for (systemic) credit
institutions. Regarding the potential risks of limited licence investment firms (such as portfolio managers
with no dealing on own account), we do not see a need for establishing the same level of high pruden-
tial supervision. Therefore, the supervision of limited licence investment firms should be focused on op-
erational risks which will be part of the check of the risk-bearing capacity and the SREP.

Q28. As an institution, do you use or plan to use some of the indicators and metrics included in Annex
17? If yes, please describe how they are used in relation to your ESG risk management approach.

We refer to our answer to Q8. In any case, it should be clarified that the indicators and metrics listed in
Annex 1 are not mandatory.

Q29. If relevant, please elaborate on potential obstacles, including scope of applicability, granularity
and data availability, associated with the indicators and metrics included in Annex 1.

Even though there hast been some improvement regarding the overall availability of ESG data in the
last years, the persisting lack of comparability and reliability has still fundamental implications for data
users, i.e. investors, companies and researchers. Directly reported company data is generally not usa-
ble in practice due to the lack of a single access point and the necessity to perform quality checks on
the reported information. This gap is being filled by commercial data vendors experiencing rapidly grow-
ing business opportunities parallel to the increasing regulatory requirements for the processing of ESG
data for the purpose of internal processes (risk management, investment due diligence) and external
reporting by financial market participants. Indeed, market concentration in the ESG data business
has significantly increased over the last years, in particular due to strategic acquisitions. All leading
ESG data and research providers, with the exception of ISS for which a majority stake acquisition by
Deutsche Borse has been announced, are now either headquartered in the US or owned by US com-
pany groups. This situation may become problematic in a twofold respect:

= It may have implications for the quality and reliability of data, if EU investors and financial mar-
ket participants needed to rely on ESG research and qualitative assessments of ESG aspects as
basis for ESG ratings that might not fully incorporate and take into account the development of the
EU sustainable finance regulations. This is particularly relevant in relation to investments outside
the EU, where EU investors will most probably not be able to refer to corporate disclosures, since
such disclosures will not meet the EU requirements. This potential outcome cannot be deemed sat-
isfactory from the EU policy perspective.

= It may further strengthen the pricing power of ESG data providers. In the last years, data provid-
ers have overloaded the market with their products. The pricing frameworks remain opaque, de-
pending largely on the combination of data modules and the size of (ESG) assets under manage-
ment of the client. A mid-sized to large fund manager will spend between EUR 200,000 and
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400,000 per year for a comprehensive set of ESG data. Given that the amount of required data will
grow in view of the pending implementation of ESG disclosure duties, we expect this cost to rise in
the future. Additional cost for acquisition of Taxonomy-relevant data can be estimated with EUR
50,000 for the current set of indicators (relating to the environmental objectives 1 and 2). These ex-
penses represent a significant burden especially for SMEs. More competition in the market
would be helpful for raising efficiency as well as product quality and lowering costs.

In order to remedy this situation, EU should urgently take action in order to introduce a mandatory
standard for ESG reporting by companies. In this regard, we are looking forward to the upcoming
Commission’s proposal for the revision of the NFRD framework. We trust that it will lay the foundation
for the introduction of uniform metrics and reporting standards that should significantly im-
prove quality and availability of ESG data and consequently, will help to overcome the current de-
pendency of data users on commercial data vendors. A common reporting standard should reflect
to the greatest possible extent the prevailing international standards for reporting of non-financial infor-
mation. It should pertain to all ESG data requested by investors, including data on sustainability risk
and opportunities, adverse impact of a company’s business activities and the Taxonomy. The scope of
mandatory reporting should also be extended to cover all large companies seeking to raise capital via
capital markets as well as non-EU issuers that are listed on a regulated market within the EU.

In this context, we refer again to the Eurosystem reply* from the ECB (please see our answer to Q9)
where the ECB highlights the situation as an impediment to the consistent use of ESG data by fi-
nancial institutions and market participants and stresses that unreliable ESG data and ratings
limit users in their capacity to conduct granular financial risk analyses.

Therefore, we fully support the approach proposed by the EBA to compile only an indicative, non-ex-
haustive list of KPIs on the basis of the commonly recognised international standards. This will ensure
sufficient flexibility to focus on the aspects of ESG risks that are particularly relevant to certain sectors
while being able to refer to the best available data. The list of relevant indicators could be specified over
time when the new standards for ESG reporting by companies become applicable. However, it is clear
that the review process in terms of non-financial disclosures by companies has been just initiated and
will take several years in order to take full effect. At the current stage, we also cannot assess whether
and to what extent it will improve the current situation in terms of corporate data.

*kkkkkkkhkkkhkkkkkkkkkkkhhhhhhhhhkkkkkhkhkhkhhhhhhhhhhdkkxkkrkkkrhhhhx

4 Available under the following link: https://www.ecb.europa.eu/pub/pdf/other/ecb.eurosystemreplyeuropeancommissionpubli-
consultations20200608~cf01a984aa.en.pdf.
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