Guidance for assessing
client sustainability
preterences

For use with the accompanying Questionnaire on sustainability
preferences

CONSULTATION DRAFT March 2022 — WORK IN PROGRESS
z .
lnyqstl.ng
nitiative




265 .
Guidance for assessing client sustainability preferences ln\_re:stl_ng
nitiative

About

The 2° Investing Initiative (2DIl) is an international, non-profit think tank working to align financial markets and
regulations with the Paris Agreement goals.

Working globally with offices in Paris, New York, Berlin, London, and Brussels, 2DII coordinates some of the
world’s largest research projects on climate metrics in financial markets. In order to ensure our independence
and the intellectual integrity of our work, we have a multi-stakeholder governance and funding structure, with
representatives from a diverse array of financial institutions, regulators, policymakers, universities and NGOs.

FUNDER: This project has received funding from the European Union’s LIFE program under grant agreement
LIFE18IPC/FR/000010 A.F.F.A.P.

DISCLAIMER: This work reflects only the views of 2DIl. Other members of the Finance ClimAct Consortium
and the European Commission are not responsible for any use that may be made of the information it
contains.

Finance
ClimAct




Guidance for assessing client sustainability preferences ln\_re:stl_ng
nitiative

Contents
L INErO0UCTIONuneutnnnsnnnsnnnnsnnnsnnnssnnssnnnsnnnssnsssnnsssnsssnsssnnsssnsssnsssnssssnsssnsssnsssanssnnsssnsssnnnsnnnsnnnnnnnnnns 4
3 TS0 (0T o SRRSO SRR 4
(@ YT T PRSP 4
Yol 0] o SO PPPTT P 4
2: Why does the suitability assessment integrate sustainability? wueecsessssessssssnsnssnnsssannnssannanns 6
Client expectations for sustainable iINVESIMENt are INCrEaSING ........uuieiiiiiie it 6
Updating the suitability assessment to match client eXpectationS..........ccccoovviiiieiiie i 7
3: Using the Guidance and QUESLIONNAINE wucssusessssssmsssnssnssmnsnnssnnsnnssnssnnsnnssnnsanssnnsnnsnnssnnsnnsnnsnnns 8
HOW 10 USE thE GUITANCE ... .ttt ettt e et e e ekt e e et e e e s bt e e e nbn e e e e nees 8
HOW t0 USE the QUESTIONNAIIE ...cciiieiiieiiiie ettt e et et e e e e ettt e e e e e e e s et e e e e e eeeesantebeeeeeaeeesanseeneeeeaeeenanns 9
4: Client sustainability preferences and wider sustainability Motivations ...uuesesssssssssnsssssnnanns 10
Regulatory concept of a client’s sustainability preferenCes ..........ccccoiiiiiiii 10
Regulatory concept of sustainability preferences may not cover wider client sustainability motivations......... 12
5: Tips for background PrepParatiON cueeecsssssssssssssssssssssssssssnsssssssansssnsssnsssansssnsssnnssnnsssnnssnnssnnnsnns 16
A: No systematic matching between labels, SFDR categories and categories of sustainability preference and
wider sustainability MOLIVALIONS ........ouuiiiiiiii ettt e e e e 16
B: Warning: The ranking of available financial instruments and their sustainability features should not be
used to influence the expression of sustainability preferences and wider motivations ...............cccoe oo, 16
C: Training Of fINANCIAI BUVISOIS. ... ...iiiiiiii ittt e e bt e e bt e e s bb e e e e e bbeeeean 17
6: Assessing client sustainability preferences and wider sustainability motivations .....seas.- 18
Ensure other aspects of the suitability assessment are COMPpPleted..............uuvvrvimiiiiiiiiiiiiiiiiieier . 18
Process for assessing client sustainability PreferenCeS .........oooiiiiiii i 18
Step 1: Explanation of sustainability preferenCeS.......ccocoo oo 20
Step 2: Identification of client sustainability PreferenCes.........vii i 22
SOOI ASSESSIMENT . ...ttt ettt e e ettt e oo b et e e o bttt e R et e e et e e e e b et e e e e e e e e 22
IMEAIUM ASSESSITIENT ...t ettt ettt oot e oo e a ket e oo e a bt e e oo h kbt e oo ah b et e e e m b et e e e am b et e e e anbe e e e e enbeeeeenees 22
0] To I NS oT TS TSy o 01T | PP SPPPTPPT 23
Step 3: Financial product reCOMMENTALION ........coiiiiiiiiiii et e et e e et e e e e abaeeaeaa 24
Outcome 1: A suitable product is available (Financial product(s) meeting sustainability preferences and
wider sustainability MOLIVALIONS) .......ueiiiiiiiiiii ittt e ettt e e e e e e s bbb e e e e e e e e s anbebreeaaeeaeanns 24
Outcome 2: No suitable product is available (Financial product meeting sustainability preferences but not
wider sustainability MOLIVALIONS) .......ueiiiiiiiiiii ettt e e e e ettt e e e e e e s bb b r e e e e e e e e e anbbbeeeaaaeaaaanns 25
Outcome 3: No suitable product is available (No financial product meeting sustainability preferences)........ 26
7. RECOIU KEEPINQ cannmsnnmnsnnmsnnmsnnmssnnnsnnnsnnmssnnnsnnnsansssnsssnnsssnsssnsssnnsssnsssnsssnnsssnssnnnssnnssnnnsnnnssnnnnnn 26



Guidance for assessing client sustainability preferences ln\_re:stl_ng
nitiative

1: Introduction

Background

(1) Investment firms providing financial advice and portfolio management should carry out a mandatory
assessment of sustainability preferences of their clients or potential clients. Investment firms should
then take these sustainability preferences into account in the selection process of financial instruments
that are recommended to those clients.

(2)  2DIlI has developed this Questionnaire for assessing client sustainability preferences (the
Questionnaire) to assist investment firms carry out a comprehensive assessment of a client’s
sustainability preferences and wider sustainability motivations and harmonise practice among
investment firms. 2DII believes that all of these aspects are critical to improving the suitability of the
recommended product(s), increasing consumer trust, and ensuring that financial markets work towards
societal and environmental goals.

Overview

(3) The Guidance should be read together with the accompanying Suitability Assessment Questionnaire
(the Questionnaire). Taken together, the Guidance and the Questionnaire support investment firms
ensure legal compliance with the new requirements regarding integration of client sustainability
preferences in the suitability assessment.

(4) Given the continually evolving nature of sustainable finance approaches and client expectations
regarding sustainability aspects of their investments, the Guidance and the Questionnaire also support
investment firms implement better practice than currently required by the regulatory framework and
avoid certain risks and pitfalls.

Scope

(5) The Guidance and the Questionnaire relate to the provision of investment advice and portfolio
management and principally address situations where these services are provided to retail clients.

(6) The Guidance and the Questionnaire relate to the following requirements for the suitability assessment:
a) Directive 2014/65/EU* (MiFID II)
b) Commission Delegated Regulation (EU) 2017/5652 (MiFID Il Delegated Regulation) (as amended by
Commission Delegated Regulation (EU) 2021/12533
c) ESMA Guidelines on certain aspects of the MiFID II suitability requirements (ESMA Guidelines).

(7)  Unless otherwise specified, terms used in MiFID Il and the MiFID Il Delegated Regulation have the
same meaning in the Guidance and the Questionnaire. Recognising that the Guidance and the

1 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial instruments and amending
Directive 2002/92/EC and Directive 2011/61/EU

2 Commission Delegated Regulation (EU) of 25 April 2016 supplementing Directive 2014/65/EU of the European Parliament and of the
Council as regards organisational requirements and operating conditions for investment firms and defined terms for the purposes of that
Directive

3 Commission Delegated Regulation (EU) 2021/1253 of 21 April 2021 amending Delegated Regulation (EU) 2017/565 as regards the
integration of sustainability factors, risks and preferences into certain organisational requirements and operating conditions for investment
firms
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Questionnaire also support investment firms implement better practice than currently required by the
regulatory framework, the word ‘should’ is often used (rather than words such as ‘shall’, ‘must’ or
‘required to’ which are more relevant for mandatory obligations). In addition, the following interpretive
principle should be adopted: ‘client’ refers to client or potential client as applicable

(8) The Guidance and the Questionnaire focus only on how the above requirements relate to the
assessment of client sustainability preferences during the suitability assessment. The commentary
herein does not cover the part of the suitability assessment related to the assessment of traditional
investment objectives such as time horizon, risk appetite etc.

(9)  While the Guidance and the Questionnaire are focussed on the requirements for the suitability
assessment articulated under MIFID I, the content will also be useful to the assessment of sustainability
preferences now required under Directive 2016/97/EU* (IDD).

Disclaimer

The Questionnaire and the Guidance is produced by 2DIl. Both documents relate to EU level regulation and
guidance and do not cover any national level regulation or guidance that may have been published in any
member state in relation to the integration of sustainability preferences of clients to the suitability
assessment.

Neither document is endorsed by financial regulators or supervisory authorities. In addition, the
Questionnaire and the Guidance includes content which in the opinion of 2DII supports investment firms
implement better practice than currently required by the regulatory framework. However, investment firms
must independently satisfy themselves that they have complied with the overarching duty to act in the best
interests of the client (Art 24, MiFID II).

It is important to note that the better practices put forward in the Questionnaire and Guidance should not be

confused with binding rules or soft law issued by legislators and regulators. They are advices expressed by

2DII based on their knowledge in sustainable finance and their will to reallocate individual savings to finance
the low-carbon transition.

4 Directive 2016/97/EU of the European Parliament and of the Council of 20 January 2016 on insurance distribution
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2: Why does the suitability
assessment integrate
sustainability?

Client expectations for sustainable investment are increasing

(10) More and more retail clients are looking to invest their money in a way that takes sustainability
considerations into account. A 2020 survey of French citizens reveals that 62% say they place
environmental and social impacts high on their investment decisions.

What importance do you give to environmental and social impacts in your investment decisions?

0% 10% 20% 30% 40% 50% 60% 70% 80% 90%  100%
mVery important ~ ®Important Not very important Not important

Source: FIR/Vigeo Eiris, French and Responsible Finance, Wave 3, September 2020

(11) And societal awareness of environmental and social issues is changing the profile of client goals for
how they invest their money. A clear and significant trend in this changing profile of client goals is that
clients increasingly want their money to ‘do some good’ or ‘have an impact’ in the real world at the same
time as providing a financial return.

(12) This client demand for investment opportunities that take sustainability considerations into account is
being met by an increasing number of financial instruments with varying degrees of sustainability related
ambition and incorporating different environmental or social characteristics. Bloomberg has predicted
that responsible and sustainable financial products will account for one third of global AUM by 2025.5

Sustainability goals of retail clients in purchasing financial products taking into account environmental
criteria

Having an impact in the real economy (43%)

= | want to have a positive environmental impact in the real economy by investing in the financial product. | want
the investment strategy behind the financial product to be designed and managed in such a way that the more
money invested the more positive environmental impacts are generated.

Value alignment (19%)

| want to invest in companies that have positive environmental impact (e.g. operators of windfarms) even if my
investment does not change anything to their activity, because it is a way to symbolically show my support to the
environmental cause.

5 https://www.bloomberg.com/professional/blog/esg-assets-may-hit-53-trillion-by-2025-a-third-of-global-aum/
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| want to avoid investing in any company that has a negative

7%
environmental impact, even if my choice does not affect their activities, \
because it is a way to show my support to the environmental cause.
299, 43%
Financial performance (36%)
= | want to invest in companies that have positive environmental
impacts (e.g. operators of windfarms) even if my investment does not
change anything in their activities, because | believe these companies
—e

will have a better financial performance.
| want to avoid investing in any company that has a negative
environmental impact, even if my choice does not change anything in 199%
their activities, because | believe these companies will have a bad Agaregated sunvey results: n=1000 German and n=1000 French
financial performance in the future.

Source: 2DII (2020) A Large Majority of Retail Clients want to Invest Sustainably

Updating the suitability assessment to match client expectations

(13)

(14)

(15)

Despite increasing client demand for sustainable financial instruments, the previous suitability
assessment framework did not include questions which addressed sustainability considerations.

Investment firms were required to obtain the necessary information about the client's knowledge and
experience in the investment field, ability to bear risks and investment objectives including risk tolerance
to enable the firm to provide services and products that are suitable for the client.® Information regarding
the investment objectives of clients included the length of time a client wishes to hold the investment,
preferences regarding risk taking, risk profile, and the purposes of the investment.” While the ESMA
Guidelines stated that it would be good practice to consider non-financial elements when gathering
information on investment objectives,® typically these were not addressed in most suitability
assessments.

The aim of the rules on sustainability preferences is to enhance client awareness of the availability of
financial instruments with sustainability ambition and to ensure that these considerations are included in
the suitability assessment process. Investment firms must carry out a mandatory assessment of
sustainability preferences of their clients as a top up to the assessment of traditional investment
objectives. Investment firms should then take these sustainability preferences into account in the
selection process of the financial instruments that are recommended to those clients.

6 Art 54(2) MIFID Il Delegated Regulation
7 Art 54(5) MIFID Il Delegated Regulation
8 ESMA Guidelines, Para 28
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3: Using the Guidance and
Questionnaire

How to use the Guidance

(16) The Guidance is structured as follows:

4: Client
sustainability
preferences
and wider
sustainability
motivations

This section explains the regulatory concept of client sustainability preferences as
articulated in the amended MIFID Il Delegated Regulation. The primary purpose for
this explanation is to support the investment firm’s own understanding. Annex 1:
Client explanatory materials focusses more on how to provide an adequate
explanation to clients.

The regulatory concept of client sustainability preferences is articulated as a client’s
preference for one or more of three categories of financial instrument. For some
clients, investing in a financial instrument which falls under one of these three
categories may not be sufficient to satisfy broader expectations associated with
their investments. In addition, sustainable finance approaches and client
expectations regarding sustainability aspects of their investments are continually
evolving. To address this, the Guidance introduces the concept of wider
sustainability motivations to denote other considerations (not addressed by the
regulatory concept of sustainability preferences) which are relevant to implement
better practice for a comprehensive assessment of all sustainability related aspects
associated with client investments.

5: Tips for
background
preparation

This section explains how investment firms should prepare prior to the client
meeting to ensure that the suitability assessment during the client meeting can
proceed smoothly so that the investment firm has complied with applicable
regulatory requirements and the client is satisfied with the advice that has been
provided.

6: Assessing This section provides a process diagram which establishes three steps to assessing
client client sustainability preferences and wider sustainability motivations during the
sustainability suitability assessment.

preferences 1. Explanation of sustainability preferences

and 2. ldentification of client sustainability preferences

sustainability 3. Financial product recommendation

motivations

For each step, an individual section provides detailed commentary to support
investment firms. For the reasons articulated in 4: Client sustainability preferences
and sustainability motivations, the Guidance is structured with a clear distinction
between: (1) requirements to meet the threshold for regulatory compliance for
assessing client sustainability preferences during the suitability assessment; and (2)
steps to assess wider sustainability motivations (not addressed by the regulatory
concept of client sustainability preferences) which are relevant to implement better
practice for a comprehensive assessment of all sustainability related aspects
associated with client investments.
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7. Record This section explains how the information revealed by the client during the suitability
keeping assessment must be included in a report to the client.
obligations

(17) The commentary in each section of the Guidance is supplemented by:

Summary of regulatory requirements

A summary of legal requirements is used to identify and explain the law or regulation which underlies an
aspect of the Guidance. These summaries are an outline only and are not intended as a comprehensive
analysis of the law or regulation.

How to use the Questionnaire

(18) The Guidance should be read together with the accompanying Questionnaire. The Guidance provides
information and support for investment firms to complete the Questionnaire during the client meeting for
the suitability assessment.

(19) The Questionnaire mirrors the three steps articulated above and guides an investment firm through the
part of the suitability assessment related to assessing client sustainability preferences and wider
sustainability motivations (not addressed by the regulatory concept of client sustainability preferences)
which are relevant to implement better practice for a comprehensive assessment of all sustainability
related aspects associated with client investments. The Questionnaire provides a means for an
investment firm to record relevant actions have been completed and document key information about a
client’s sustainability preferences and wider sustainability motivations necessary for making a financial
product recommendation and complying with record keeping obligations.
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4: Client sustainability preferences
and wider sustainability
motivations

Regulatory concept of a client’s sustainability preferences

(20) A client’s sustainability preferences are conceptualized to be consistent with other EU sustainable
finance regulation included in the table below.

Table 1 : Relevant EU sustainable finance regulation

Taxonomy
Regulation®

The Taxonomy Regulation provides businesses and investors with a common
classification to identify what economic activities can be considered environmentally
sustainable through providing a substantial contribution to one of six environmental
objectives:

1. climate change mitigation;
climate change adaptation;
sustainable use and protection of water and marine resources;
transition to a circular economy;
pollution prevention and control,
protection and restoration of biodiversity and ecosystems.

o gk wN

The Taxonomy Regulation (complemented by the Sustainable Finance Disclosure
Regulation) also requires disclosures of the extent to which a financial product
finances activities that are classified as environmentally sustainable (i.e. what has
come to be known as the degree to which a financial product can be considered as
taxonomy aligned).

Sustainable
Finance
Disclosure
Regulation??

The Sustainable Finance Disclosure Regulation (SFDR) introduces disclosure
requirements for financial institutions at organisation, service and product level.

In addition to complementing the Taxonomy Regulation by requiring disclosures
relating to the taxonomy alignment of certain financial products, the SFDR also
requires disclosure of other sustainability related information.

The SFDR also categorises financial products according to the degree of
sustainability related ambition for that product.
e Article 6 products do not pursue sustainable investment but may or may not
integrate sustainability risk into the investment process. These are
generally not marketed as having any sustainability credentials.

9 Regulation (EU) 2020/852 of the European Parliament and of the Council of 18 June 2020 on the establishment of a framework to
facilitate sustainable investment, and amending Regulation (EU) 2019/2088
10 Regulation (EU) 2019/2088 of the European Parliament and of the Council of 27 November 2019 on sustainability-related disclosures

in the financial services sector

10
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e Article 9 products (often referred to as dark green products) have
sustainable investment as an objective and their underlying assets will
always be in sustainable investment.

e Article 8 products sit between the other two categories and are those that
promote environmental or social characteristics. They may or may not
pursue sustainable investments and may invest in a wide range or
underlying assets.

(21) The definition of a client’s sustainability preferences is included in the box below.

\.\\ Summary of legal requirements

‘sustainability preferences’ means a client’s or potential client’s choice as to whether and, if so, to what
extent, one or more of the following financial instruments shall be integrated into his or her investment:

(a) a financial instrument for which the client or potential client determines that a minimum proportion shall
be invested in environmentally sustainable investments as defined [the Taxonomy Regulation];

(b) a financial instrument for which the client or potential client determines that a minimum proportion shall
be invested in sustainable investments as defined in [the SFDR];

(c) a financial instrument that considers principal adverse impacts on sustainability factors where qualitative
or quantitative elements demonstrating that consideration are determined by the client or potential client;

(22) The regulatory definition of a client’s sustainability preferences therefore comprises three categories of
financial instrument.

Table 2: Financial products comprising each category of sustainability preference

Category | Financial instruments which invest in economic activities providing a substantial
A contribution to one or more of the following environmental objectives:

¢ climate change mitigation;

e climate change adaptation;

e sustainable use and protection of water and marine resources;

e ftransition to a circular economy;

e pollution prevention and control;

e protection and restoration of biodiversity and ecosystems.

Category | Financial instruments which pursue sustainable investments more broadly. This is a wider
B category of financial instruments because it includes economic activities that contribute to
other environmental objectives and/or to social objectives.

Category | Financial instruments that consider negative externalities of investments on the

C environment or society in terms of principal adverse impacts on sustainability. Principal
adverse impacts on sustainability are impacts of investment decisions and advice that
result in negative effects on environmental, social and employee matters, respect for
human rights, anti-corruption, and anti-bribery matters.

Contrary to category A and B, here the financial instrument does not aim at any positive
contribution but merely consider negative impacts of the investment on sustainability.

11
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(23)

(24)

Investment firms should bear in mind that the regulatory framework in this area is constantly developing
and evolving. At the time of this Guidance, in relation to Category A financial products, the technical
screening criteria for the climate mitigation and climate adaptation environmental objectives under the
Taxonomy Regulation are established but the technical screening criteria for the four remaining
environmental objectives are still under development. Furthermore, likely policy changes will mean that
the Taxonomy framework is extended to cover certain economic activities that contribute to greenhouse
gas emissions reductions or is extended to recognise activities with an intermediate level of
performance. Likewise, in relation to Category C financial products, adverse sustainability indicators are
contained in the Draft SFDR Regulatory Technical Standards, but these have yet to be formally
implemented.

Investment firms should ensure they stay up to date with relevant regulatory developments.

Regulatory concept of sustainability preferences may not cover wider
client sustainability motivations

(25) As set out in the previous section, the regulatory concept of sustainability preferences relates principally
to financial instruments falling in Category A, B or C of Table 2: Financial products comprising each
category of sustainability preference.

(26) For some clients, investing in a financial instrument which falls under Category A, B or C may not satisfy

wider sustainability motivations. In addition, there are other financial instruments which pursue
sustainability related objectives but would not ordinarily fall under Category A, B or C. Sustainability
preference categories of MiFID Il Delegated Act are built around the concepts of greenness and
sustainability, investor broader sustainability motivations are about impact, personal values and financial
performance through ESG, leading to many potential mismatches between what product features clients
actual want and features of recommended products if only based on Category A, B or C.

Wider sustainability motivations

The concept of “wider sustainability motivations” captures additional information about the client’s
sustainability goal(s) and additional values and priorities the client wants to support or to avoid and
which are not covered by MiFID Il Delegated Act on sustainability preferences. The main
sustainability goals (i.e. why the client wants to invest sustainably) can be split into three categories
(see Annex I):

i) to have a real-world impact
i) to alignment the investment with her or his values and/or
iii) toincrease the financial performance through ESG.

Wider sustainability motivations can be used to link a client profile to more product features than the
ones described in MiFID Il Delegated Act and can increase the suitability of the recommended

product(s) (see Annex Il).

(27) This is most clearly illustrated in the case of impact oriented financial instruments i.e. those which have

an objective of delivering positive environmental or social impact alongside a financial return.'* An

11 Note that the objective of delivering positive environmental or social impact with an investment is different to an investment in an

economic activity that contributes to an environmental or social objective as defined in SFDR Art. 2 (17) (see Kdlbel et al. (2020). While
the concept of investor impact implies that positive change should be achieved by the investor, real world impact is not yet required under

SFDR and the concept of sustainable investment.

12



Guidance for assessing client sustainability preferences ln\_re:stl_ng
nitiative

(28)

Table 3: What are impact orientated financial instruments?

impact oriented financial instrument does not fall under Category A, B or C. And at the same time given
the proportion of retail clients who are interested in having an impact in the real economy it is these
impact oriented financial instruments which are most suitable for a financial product recommendation to
these clients.

At the time of the publication of this Guidance, while client express demand for impact products, the
European and French regulatory framework do not provide any clear definition of impact. Finance for
Tomorrow launched in March 2021 a Paris Financial Centre Task force dedicated to Impact Finance.

The Paris Financial Centre Task force published a pledge for the development of Impact Finance in
November 2021 that contains a definition of Impact Finance.

Impact Finance is an investment or financing strategy that aims to accelerate the just and sustainable
transformation of the real economy, by providing evidence of its beneficial effects. It is based on the
pillars of intentionality, additionality and impact measurement, to demonstrate:

1. The joint search, over time, for an ecological and social performance and a financial return, while
controlling the occurrence of negative externalities;

2. The adoption of a clear and transparent methodology describing the causal mechanisms
through which the strategy contributes to the targeted environmental and social objectives, the
relevant period of investment or financing, as well as the measurement methods — according to the
concept of theory of change.

3. The achievement of environmental and social objectives aligned with frameworks of reference, in
particular the Sustainable Development Goals, defined at the international, national and local
levels.1?

Building on previous studies of investor impact by the Impact Management Project and University of
Zurich, 2° Investing Initiative mapped the climate impact potential of financing solutions and
developed a Climate Impact Potential Assessment Grid. The grid includes four criteria to assess the
climate impact potential of a financial instrument:

Signalling a commitment to the green energy transition;

e Servicing new or undersupplied markets;

e Providing flexible capital;

e Pressuring funded organisations to align their climate strategy with a 1.5°C scenario.!?
[more information to be provided in an Annex Il — under progress]

In addition, just looking at the regulatory concept of sustainability preferences may not capture all the
granular aspects of how some retail clients want to invest their money. Financial instruments have a
range of investment strategies which are suitable for different sustainability goals. Financial advisors
should propose products with an investment strategy suitable to meet their sustainability preferences
and wider sustainability motivations (see Annex Il). Financial advisors should also be able to explain
different investment strategies to clients when necessary and relevant. The table below provides high
level information on the different investment strategies.

12 Definition of FAT contained in the Pledge for the development of impact Finance dated November 2021
13 2DII (2021) I've got the power! Really?

13
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Table 4: Investment strategies

There are many different types of sustainable financial instruments which rely on different sustainable
financial strategies, including:

e ESG integration: financial instruments which include sustainability information alongside
financial information in the process of selecting assets;

e Stewardship (voting or engagement): financial instruments that seek to use shareholder or
investor power to influence corporate behaviour. For example: Communicating with senior
management and/or boards of companies), filing or co-filing shareholder proposals, and proxy
voting guided by comprehensive ESG guidelines;

e Sector/Norm based exclusion: financial instruments which exclude from a fund or portfolio
certain sectors, companies or countries based on certain criteria. Exclusion criteria can be
based on product categories (e.g. weapons, tobacco), company practices (e.g. animal testing,
violation of human rights, corruption) or controversies;

e Best in class/positive screening: financial instruments which use positive screening
techniques to select companies or countries with the best practices in sustainability topics;

e Thematic investing: financial instruments that invest in companies because they positively
contribute to the advance of a certain sustainability topic, either environmental or social; or

e Impact investing: Investing to achieve positive, social and environmental impacts - requires
measuring and reporting against these impacts, demonstrating the intentionality of investor and
underlying asset/investee, and demonstrating the investor contribution.

¢ Income-sharing: investments that include a mechanism to donate part of the generated
income to charities or NGOs.

(29) Equally, some clients may have specific priorities for their investments such as wanting to:

a) focus on one or more of the Sustainable Development Goals (SDGs) which establish 17 global goals
to achieve a better and more sustainable future for all by 2030 and were adopted by all the United
Nations Member States in 2015;

b) avoid financing certain economic sectors such as fossil fuels, arms, tobacco, alcohol, GMO etc.

¢) avoid financing certain companies which are known to be subject to controversies in relation to
environmental standards or violation of labour rights, business malpractice, tax avoidance etc.

A5eiw [ 6mmn [ 6 e
12 someie 13 e HE:
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THE GLOBAL GOALS

For Sustainable Development

14
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(30)

(31)

Although clients will have differing levels of financial literacy and knowledge and engagement with
sustainability considerations, solely focussing on the regulatory concept of sustainability preferences
may not cover these wider sustainability motivations for investments.

For this reason, this Guidance and the accompanying Questionnaire are structured so that there is a
clear distinction between: (1) requirements to meet the threshold for regulatory compliance for
assessing client sustainability preferences during the suitability assessment; and (2) steps to assess
wider sustainability motivations (not addressed by the regulatory concept of client sustainability
preferences) which are relevant to implement better practice for a comprehensive assessment of all
sustainability related aspects associated with client investments.

15
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5: Tips for background
preparation

A: No systematic matching between labels, SFDR categories and
categories of sustainability preference and wider sustainability
motivations

(32) Since the SFDR has been in force, financial institutions must categorise their financial products
according to the three categories of financial product established in the SFDR (see Table 1: Relevant
EU sustainable finance regulation).

(33) However, the categories of client sustainability preferences do not mirror the categories of financial
product established in the SFDR. Category A, B and C of the regulatory definition of sustainability
preferences are instead based on the sustainability related concepts in the SFDR and the Taxonomy
Regulation (as illustrated in Table 2: Financial products comprising each category of sustainability
preference).

(34) Therefore, it is not possible to develop a protocol which matches the categories of financial product
established in the SFDR to the categories of a client’s sustainability preferences which is universally
applicable. And further, the categories of a client’s sustainability preferences are also impacted by the
client’s determination of the minimum proportion which should be invested in accordance with the
specific criteria.

(35) Investment firms should therefore adopt a precautionary approach and assess financial instruments
against the categories of a client’s sustainability preferences and wider sustainability motivations
separately and in parallel to categorising the same financial instruments under SFDR for disclosure
purposes. The same logic should be applied to financial products with labels such as ISR label. All
labelled financial products should similarly be assessed against the categories of a client’s sustainability
preferences.

B: Warning: The ranking of available financial instruments and their
sustainability features should not be used to influence the expression
of sustainability preferences and wider motivations

(36) To ensure that the suitability assessment during the client meeting can proceed smoothly, investment
firms should prepare a ranking of available financial instruments that are ranked in terms of:

a) the proportion invested in economic activities that qualify as environmentally sustainable (i.e. Category
A of a client’s sustainability preferences);

b) the proportion of sustainable investments (i.e. Category B of a client’s sustainability preferences); or

c) the consideration of principal adverse impacts, such as categories of principal adverse impacts, types
of commitments and qualitative or quantitative indicators (i.e. Category C or a client’s sustainability
preferences).
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(37)

(38)

(39)

We also advise to rank the instruments according to their level of relevance depending on the wider
sustainability motivations of the client (ex: those having an investment strategy more adapted for
impact-oriented clients...).

Investment firms can use the information contained in the Findatex European ESG Template to carry
out the ranking.

This pre-ranking is meant to help the financial advisor decide on suited products once the client
has expressed its preferences and motivations, it should however not be used to help the client
decide on its preferences and wider sustainability motivations.

C: Training of financial advisors

(40)

(41)

Financial advisors should be sufficiently trained to understand client sustainability preferences and
wider sustainability motivations and select suitable products. Financial advisors should also be able to
explain all the sustainability features of the products to the client.

This training will allow the financial advisor to properly advice the client thus complying with its legal

requirement and duty to act in the best interest of the client. Moreover, trained advisors will help fighting
growing distrust of retail clients in sustainable finance.
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6: Assessing client sustainability
preterences and wider
sustainability motivations

Ensure other aspects of the suitability assessment are completed

\.\\ Summary of legal requirements
Investment firms providing investment advice should first assess a client’s or potential client’s other
investment objectives, time horizon and individual circumstances, before asking for his or her potential
sustainability preferences (Recital 5, MiFID Il Delegated Act).

(42) The requirement to assess a client’s sustainability preferences are conceived as a top up to the
assessment of investment objective. Therefore, investment firms should first satisfy the requirements to
obtain the necessary information about the client's knowledge and experience in the investment field,
ability to bear risks and investment objectives including risk tolerance to enable the firm to provide
services and products that are suitable for the client.

(43) Once these requirements have been satisfied the suitability assessment can then proceed to assess
client sustainability preferences and wider sustainability motivations.14

Process for assessing client sustainability preferences

(44) The following process diagram articulates what is required for investment firms to:

a) Step 1: Explanation of sustainability preferences Explain the different categories of sustainability
preferences to provide sufficient information to enable the client to make an informed decision about
his or her sustainability preferences and wider sustainability motivations;

b) Step 2: Identification of client sustainability preferences Ask the right questions to
comprehensively assess the client’s sustainability preferences and wider sustainability motivations;

c) Step 3: Financial product recommendation Use the information revealed by the client to make a
financial product recommendation.

(45) These steps are replicated in the Questionnaire. It is intended that the Questionnaire is used to record
information to demonstrate that relevant actions have been completed and document key information
about a client’s sustainability preferences and wider sustainability motivations necessary for making a
financial product recommendation and complying with record keeping obligations. The Guidance should
therefore be understood to provide information and support for investment firms to complete the
Questionnaire during the client meeting for the suitability assessment.

14 Note that as set out in Paragraph (8), the Guidance and the Questionnaire focus only on the assessment of client sustainability
preferences during the suitability assessment. The commentary does not cover the part of the suitability assessment related to the
assessment of traditional investment objectives such as time horizon, risk appetite etc.
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Process for assessing client sustainability preferences and sustainability motivations

STEP 1: [Explanation of sustainability preferences]

STEP 2: [Identification of client sustainability preferences]

[Record keeping]

STEP 3: [Financial product recommendation]

(46) The following section of the Guidance provide further commentary on each of Steps 1-3 to provide
information and support for investment firms to complete the Questionnaire during the client meeting for
the suitability assessment.
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Step 1: Explanation of sustainability preferences

\.\\ Summary of legal requirements

Investment firms that provide investment advice and portfolio management services should explain the
distinction between financial instruments which fall into one of the three categories of client sustainability
preferences and financial instruments which do not have the same features and should not be eligible for
recommendation to a client or potential client that has expressed sustainability preferences (MiFID Il
Delegated Regulation, Recital 6).

Investment firms that provide investment advice shall provide a description of the types of financial
instruments considered, the range of financial instruments and providers and where relevant, the
sustainability factors taken into consideration in the selection process of financial instruments (MiFID Il
Delegated Regulation, Art 52, Paragraph 3).

(47) The explanation of sustainability preferences is critical to enable the client to understand the different
degrees of sustainability which are possible for financial instruments. The explanation should provide
accurate and sufficient information to enable clients to take informed decisions and advocate effectively
in relation to their own sustainability preferences and wider sustainability motivations.

(48) Investment firms should take steps to avoid introducing unconscious bias in the way that the
explanation of sustainability preferences is articulated. An unconscious bias can be driven by various
factors including the existence of an inducement to recommend certain financial instruments or the
advisor’s level or knowledge and own preconceptions about different financial instruments. And an
unconscious bias can relate to different aspects of sustainability oriented financial instruments (cost,
financial return, level or risk etc.)

(49) Investment firms should provide an explanation of sustainability preferences which relates to all financial
instruments available on the market rather than being limited to the sustainability preferences which
relate to the financial instruments which the investment firm is able to recommend. For this reason, the
explanation of sustainability preferences should occur before and in the absence of any presentation of
financial products which the investment firm is able to recommend.

(50) The explanation of sustainability preferences will need to accommodate differing levels of financial
literacy and knowledge of sustainability issues by the client. Many concepts are unlikely to be familiar to
the average client and investment firms should ensure relevant information is conveyed in a meaningful
manner for each client. Investment firms should inquire about the client’s level of financial literacy and
knowledge of sustainability issues to ensure that the explanation of sustainability preferences is
effective.

(51) Itis the investment firm’s choice as to how to provide an explanation of sustainability preferences, and
that choice may be shaped by decisions made in relation to the wider suitability assessment (i.e. not
related to client sustainability preferences). However, investment firms should develop client
explanatory materials to ensure the explanation of sustainability preferences is effective and enables
controls to check if the explanation of sustainability preferences was adequately provided.

(52) Annex 1: Client explanatory materials articulates key considerations and content which should be
included in the client explanatory materials to ensure that the explanation of sustainability preferences
and wider sustainability motivations is effective. These key considerations and content are structured to
follow the suggested approach in the Questionnaire and the different levels of assessment of client
sustainability preferences and wider sustainability motivations. However, investment firms should bear
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(53)

(54)

in mind that the regulatory framework in this area is constantly developing and evolving. Investment
firms should ensure they stay up to date with relevant regulatory developments.

A pure focus on the regulatory concept of sustainability preferences may not cover wider sustainability
motivations or capture all the granular aspects of how some clients want to invest their money. The
content included in Annex 1: Client explanatory materials therefore cover information which is relevant
to wider sustainability motivations (e.g. impact oriented financial instruments or other financial
instruments which pursue sustainability related objectives which do not fall under Category A, B or C of
the regulatory concept of sustainability preferences) and more granular aspects of how some client want
to invest their money (e.g. specific SDG topics or exclusion criteria etc.)

Investment firms should ensure the client has an opportunity to ask further questions for clarification and
to assist with the client's own understanding of the explanation of sustainability preferences.
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Step 2: Identification of client sustainability preferences

\Q\\ Summary of legal requirements

Investment firms shall obtain from clients or potential clients the necessary information to understand their
position and be able to determine that the recommendation meets the investment objectives of the client,
including the client’s risk tolerance and any sustainability preferences (MIFID Il Delegated Regulation, Art
54, Paragraph 2). The information about the client’s or potential client’s investment objectives should
include, where relevant, the length of time for which the client wishes to hold the investment, his or her
preferences regarding risk taking, his or her risk tolerance, the purpose of the investment and his or her
sustainability preferences (MiFID Il Delegated Regulation, Art 54, Paragraph 5).

(55) The identification of any client sustainability preferences and wider sustainability motivations is a core
part of the investment firm’s duty to act in the best interests of the client. The process and questions
articulated in the Questionnaire for this Step 2: Identification of client sustainability preferences rely on
an explanation of sustainability preferences having been adequately provided. Investment firms should
therefore be satisfied that the explanation of sustainability preferences is effective before proceeding to
this Step 2: Identification of client sustainability preferences.

(56) Investment firms should ensure the client has an opportunity to ask further questions for clarification and
to assist with the client’s own understanding of the explanation of sustainability preferences. In addition,
investment firms should ask the client if he or she has invested in sustainability oriented financial
instruments in the past.

(57) The Questionnaire accommodates different levels of interest in sustainability preferences and wider
sustainability motivations by clients through introducing three levels of assessment in Step 2:
Identification of client sustainability preferences — Short Assessment, Medium Assessment and Long
Assessment.

Short Assessment

(58) The Short Assessment is required for all clients and is designed to identify those who have no interest in
sustainability. If having provided an explanation of sustainability preferences as per Step 1: Explanation
of sustainability preferences, the client does not have any interest in sustainability at the end of the
Short Assessment, then no further assessment of sustainability preferences is necessary, and the
investment firm can proceed to Step 3: Financial product recommendation.

Medium Assessment

(59) If at the end of the Short Assessment, the client expresses any interest in sustainability or a need for
further information, the investment firm should proceed to the Medium Assessment which focusses on
assessing sustainability preferences and wider sustainability motivations for the client.

(60) Investment firms should encourage the client to explain sustainability preferences in his or her own
words where possible in their response to Q2. This will reduce the risk of any unconscious bias or
influence by the investment firm. The investment firm should pick up on any interest in sustainability
expressed by the client.
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(61) Investment firms should be prepared for clients to express their sustainability preferences and wider
sustainability motivations in a variety of different ways in their response to Q2. One likely possibility here
is that the client may first express general sustainability motivations (e.g., “l would like to have a positive

impact on the planet”, “I don’t want my money to be invested in the weapon industry”) rather than
precise sustainability preferences for certain types of financial instrument.

(62) Q3 aims at understanding the client main sustainability goal(s): impact, value alignment and/or financial
performance through ESG. More detail on the different goals is provided in Annex | Client explanatory
material.

(63) Investment firms should keep an accurate record of the client’s sustainability preferences and wider
sustainability motivations which are freely expressed. This information is critical for Step 3: Financial
product recommendation. If the investment firm is not able to recommend a financial instrument which
satisfies all sustainability preferences and wider sustainability motivations, then the investment firm
needs to precisely articulate what is not met so that the client can decide whether to pursue investment.

(64) Investment firms should consolidate the client’s understanding of the regulatory concept of sustainability
preferences prior to asking Q4. Further guidance to support investment firms is available in Annex 1:
Client explanatory materials.

(65) Investment firms should ask for a client’'s minimum proportion to be invested in accordance with
Category A or B of client sustainability preferences or qualitative and quantitative elements
demonstrating consideration of principal adverse impacts for Category C of client sustainability
preferences without presenting any predefined menu of financial instruments.

(66) Atthe end of the Medium Assessment the client is asked if he or she wants to provide more detailed
information on values or priorities for his or her investment. If the client does not wish to provide more
detailed information, then no further assessment of sustainability preferences and wider sustainability
motivations is necessary, and the investment firm can proceed to Step 3: Financial product
recommendation.

Long Assessment

(67) If at the end of the Medium Assessment the client wants to provide more information on specific values
or priorities for his or her investment, the investment firm should proceed to the questions in the Long
Assessment which relate to values and priorities.

Values and priorities

(68) Investment firms should provide an explanation of the Sustainable Development Goals and the
possibility to avoid financing certain economic activities or companies to enable the client to respond to
Q6 to 9. Further guidance to support investment firms is available in Annex 1: Client explanatory
materials.

(69) Following this assessment, the investment firm can proceed to Step 3: Financial product
recommendation.
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Step 3: Financial product recommendation

\,\\ Summary of legal requirements

Investment firms shall ensure that the recommendation meets the investment objectives of the client,
including the client’s risk tolerance and any sustainability preferences and in addition the further criteria
specified in MiFID Il Delegated Regulation, Art 54(2). Where no financial instrument meets the sustainability
preferences of the client or potential client, and the client decides to adapt his or her sustainability
preferences, the investment firm shall keep records of the decision of the client, including the reasons for
that decision. (MiFID Il Delegated Regulation, Art 54(10)).

(70) Following the identification of client sustainability preferences and wider sustainability motivations,
investment firms can proceed to Step 3: Financial product recommendation. The Questionnaire
accommodates three scenarios here:

a) Outcome 1: A suitable financial instrument is available for recommendation by the investment firm
which satisfies the investment objectives of the client and any sustainability preferences and wider
sustainability motivations.

b) Outcome 2: No suitable financial instrument is available for recommendation by the investment firm
which satisfies at the same time investment objectives of the client, and all expressed wider
sustainability motivations (even though sustainability preferences as defined by the regulation can be
met). In this scenario, investment firms can still propose financial instruments to the client but not as
meeting wider sustainability motivations expressed. Where this is the case clients should have the
opportunity to adapt information on their wider sustainability motivations.

c) Outcome 3: No suitable financial instrument is available for recommendation by the investment firm
which satisfies the investment objectives of the client and any sustainability preferences. In this
scenario, investment firms can still propose financial instruments to the client but not as meeting
sustainability preferences. Where this is the case, clients should have the opportunity to adapt
information their sustainability preferences.

(71) Annex 2: Financial product eligibility for recommendation articulates features of financial instruments
which correlate to minimum requirements for satisfying client sustainability preferences and wider
sustainability motivations. This information can support investment firms form a view on which financial
instruments can be recommended to satisfy different client sustainability preferences and wider
sustainability motivations. However, investment firms should bear in mind that sustainability features of
financial instruments are constantly evolving. In addition, Annex 2: Financial product eligibility for
recommendation represents a starting point for determining whether a financial instrument satisfies
sustainability preferences and wider sustainability motivations. Investment firms must independently
satisfy themselves that any financial instrument they recommend does in fact satisfy the specific
sustainability preferences expressed by the client in that case.

Outcome 1: A suitable product is available (Financial product(s)
meeting sustainability preferences and wider sustainability
motivations)

(72) Investment firms should assess the coherence of the answers provided by the client in relation to their
sustainability preferences and wider sustainability motivations before proceeding to recommend a
financial instrument. In case of incoherence, the investment firm should discuss with the client to better
understand and clarify the position.
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(73)

(74)

Investment firms should be satisfied that any financial instrument which is recommended to the client
satisfies the sustainability preferences and wider sustainability motivations of the client. Further
guidance on assessing if a financial instrument satisfies the client’s sustainability preferences and wider
sustainability motivations is provided in Annex 2: Financial product eligibility for recommendation.

For impact-oriented clients, investment firms should explain the difficult of measuring impact of the
investment in the real world. Product recommendation should focus on the products with maximized
potential of impact.

The sustainability features of the financial instruments should be presented in a transparent way that
allows investment firms to engage in dialogue with clients at a sufficiently granular level in relation to
how the financial instrument meets the sustainability preferences and wider sustainability motivations of
the client.

Outcome 2: No suitable product is available (Financial product
meeting sustainability preferences but not wider sustainability
motivations)

(75)

(76)

(77)

(78)

(79)

As a reminder, asking the client about its wider sustainability motivations is nor a legal requirement
neither soft law but a better practice developed by 2DII. However, based on the overarching duty of the
financial advisor to act in the best interest of the client, we consider that a financial product should not
be presented as suitable if it does not match wider sustainability motivations of the client (even when it
matches expressed sustainability preferences).

In our opinion, where an investment firm does not have access to financial instruments which are
eligible for recommendation to the client because they do not meet wider sustainability motivations, the
investment firm should explain to the client why the investment firm is not able to recommend a financial
instrument (for example through articulating which elements of the wider sustainability motivations are
not met in the financial instrument which the investment firm has access to).

Before asking the client if he or she wants to adapt his or her wider sustainability motivations, the
investment firm should inform the client that such a financial instrument may be available elsewhere
(e.g. though a different investment firm). The investment firm should inform the client of online platforms
which compare the sustainability features of different financial instruments.

The investment firm may then ask the client if he or she wants to adapt his or her wider sustainability
motivations or whether the client wants to find alternative investment solutions. Investment firms should
seek to reduce the risk of any unconscious bias or influence in this decision making by the client. Where
the client decides to adapt his or her wider sustainability motivations, the investment firm should keep
records of the decision and the reasons for that decision.

If the client adapts elements of his or her wider sustainability motivations, the investment firm may then
have the possibility of recommending a suitable financial instrument. Investment firms should be
satisfied that any financial instrument which is recommended to the client satisfies the adapted wider
sustainability motivations. Further guidance on assessing if a financial instrument satisfies the client’s
wider sustainability motivations is provided in Annex 2: Financial product eligibility for recommendation.
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Outcome 3: No suitable product is available (No financial product
meeting sustainability preferences)

(80) Where an investment firm does not have access to financial instruments which are eligible for
recommendation to the client because they do not meet sustainability preferences, the investment firm
should explain to the client why the investment firm is not able to recommend a financial instrument (for
example through articulating which of the sustainability preferences are not met in the financial
instrument which the investment firm has access to.

(81) Before asking the client if he or she wants to adapt his or her sustainability preferences, the investment
firm should inform the client that such a financial instrument may be available elsewhere (e.g. though a
different investment firm). The investment firm should inform the client of online platforms which
compare the sustainability features of different financial instruments.

(82) The investment firm may then ask the client if he or she wants to adapt his or her sustainability
preferences or whether the client wants to find alternative investment solutions. Investment firms should
seek to reduce the risk of any unconscious bias or influence in this decision making by the client. Where
the client decides to adapt his or her sustainability preferences, the investment firm should keep records
of the decision and the reasons for that decision.

(83) If the client adapts his or her sustainability preferences, the investment firm may then have the
possibility of recommending a suitable financial instrument. Investment firms should be satisfied that
any financial instrument which is recommended to the client satisfies the adapted sustainability
preferences of the client. Further guidance on assessing if a financial instrument satisfies the client’'s
sustainability preferences is provided in Annex 2: Financial product eligibility for recommendation.

7: Record keeping

.\\ Summary of legal requirements
W

When providing investment advice, investment firms shall provide a report to the client that outlines the
advice. The report should identify why the recommendation provided is suitable including how the
recommendation meets the client’s investment objectives, his or her personal circumstances, the client’s
knowledge and experience, the client’s attitude to risk his or her capacity to sustain losses and his or her
sustainability preferences (Article 54, Paragraph 12).

(84) Following the client meeting for the suitability assessment, investment firms should provide a report to
the client that explains how the recommendation meets the client’s investment objectives, his or her
personal circumstances, the client’s knowledge and experience, attitude to risk, capacity to sustain
losses and sustainability preferences.

(85) The report to the client therefore covers all the subject matter of the suitability assessment (rather than
solely the aspects of the suitability assessment which relate to the assessment of suitability preferences
and wider sustainability motivations). However, the Questionnaire provides a means to record
information to demonstrate that relevant actions have been completed and document key information
about a client’s sustainability preferences and wider sustainability motivations necessary for making a
financial product recommendation and which should be included in this report to client.
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(86) In relation to the parts of the report to client which relate to assessment of sustainability preferences and
wider sustainability motivations, investment firms should include:

a) confirmation that an explanation of sustainability preferences and wider sustainability motivations was
provided including reference to the client explanatory materials that were used by the investment firm;

b) arecord of the sustainability preferences and wider sustainability motivations which were expressed
by the client;

¢) where a financial instrument was recommended as meeting the client’s sustainability preferences and
wider sustainability motivations, an explanation as to why the financial instrument met these
sustainability preferences and wider motivations;

d) where a financial instrument could not be recommended as meeting the client’s sustainability
preferences and/or wider sustainability motivations as originally stated, the reasons why no financial
product recommendation was possible;

e) where the client decided to adapt the sustainability preferences and/or wider sustainability motivations,
information on how the sustainability preferences and/or wider sustainability motivations were adapted
and the reasons for doing so;

f)  where a financial instrument was subsequently recommended as meeting the client’s adapted
sustainability preferences and/or wider sustainability motivations, an explanation as to why the
financial instrument met these adapted sustainability preferences and/or wider sustainability
motivations.
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