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About this report

The Derivatives workstream was set up under the mandate of the Platform on Sustainable Finance (PSF)
to further investigate the inclusion of derivatives in the EU regulatory framework, as clarified in the review
clause of the EU Taxonomy Article 8 Delegated Act and the recommendations produced by the PSF 1.0,
included in the Data and Usability report of October 2022. The previous working group on derivatives,
operating under the mandate of PSF 1.0, was unable to reach a consensus opinion on the way forward for
the treatment of derivatives within the EU Taxonomy framework. Moreover, since the Data and Usability
report of the PSF was published, evidence emerged in the development of the Sustainable Finance
Disclosure Regulation (SFDR) Regulatory Technical Standards (RTS) that the need to improve the
coherence of the framework on the treatment of derivatives is an issue to investigate beyond the EU
Taxonomy Article 8 Delegated Act. Consideration of derivatives is important because of their contributions
to liquidity, risk mitigation, and impacts on the cost of capital.

The objective of the Derivatives Workstream Report is to ensure the treatment of derivatives’ positive
and negative contributions are consistent across the three key metrics identified: EU taxonomy-
alignment, sustainable investment, and principal adverse impact (PAIl). The objective is to improve the
overall consistency and transparency of the disclosures under the EU regulatory framework on sustainable
finance.

To consider the treatment of derivatives, the current PSF created an ad-hoc workstream formed by
experts representing investors, insurers, trade associations, the European Supervisory Authorities (ESAs),
and banks. The experts assessed the work initiated under the PSF 1.0 and the three approaches
formulated, as well as the response to the SFDR RRTS consultation. The analysis and recommendations
focus on the following elements:

e Provide practical solutions for the inclusion of derivatives, based on the consensus of the need to
further include the instrument in the EU sustainable finance framework;

e Provide targeted recommendations on the inclusion of derivatives for the purpose of supporting
the European Commission with the review of the Article 8 Disclosures Delegated Act and the
review of the SFDR;

e Provide recommendations to facilitate the interoperability of the wider sustainable finance
framework.

This final report summarises the discussions within the Derivatives Workstream of
the Platform on Sustainable Finance (the Platform, or PSF) and possible
recommendations to improve usability. It does not constitute a Platform position
on any of the issues identified or solution proposed. Not all participants agreed
with stated positions and when possible, all solutions are presented in this report.



https://finance.ec.europa.eu/system/files/2022-10/221011-sustainable-finance-platform-finance-report-usability_en_1.pdf
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State of Play

In the current EU sustainable finance regulatory framework, the treatment of derivatives is not consistent,
in particular across the following metrics (hereafter “metrics”): EU taxonomy-alignment, PAI, and
sustainable investment.

Currently, derivatives can contribute negatively to reporting (e.g., PAl) and cannot contribute positively
to reporting (e.g., to the EU taxonomy-alignment proportion or the sustainable investment proportion of
a financial product). If derivatives are not neutral because they can have negative impacts depending on
their underlying, it should logically follow that they can also have a positive impact depending on the
underlying.

Therefore, the objective of this background report is to ensure the treatment of derivatives’ positive and
negative contributions are consistent across the three metrics. Consistency allows for transparency in
disclosures which is essential in the application of the precautionary principles of the Platform, to err on
the side of the planet.

Alignment with relevant work undertaken in other jurisdictions was also considered, notably:

e The US Securities and Exchange Commission’s Names Rule (and definition section where
derivatives are fully accounted for);

e The Financial Conduct Authority’s Sustainability Disclosure Requirements (FCA SDR) where
derivatives, short selling, and securities lending are considered compatible and fully considered.

Majority opinion or conclusions are presented at the beginning of each section. If relevant, minority or
dissenting opinions are embedded within each section’s writeup.

Note that since the workstream concluded, the ESAs published a Q&A in July 2024 on the SFDR. These
have been reflected in the report, although findings have not been discussed with the workstream
participants if the Q&As were counter to the majority recommendations. They are highlighted in the
report below.

Recommendations to the European Commission

1. Considering derivatives: A consistent approach to account for derivatives across sustainable
finance metrics (taxonomy, PAI, Sl) regardless of intentionality is the optimal way forward. Note
possible inconsistencies in future regulations based on answers in the July Q&A.

2. Underlying asset classes and taxonomy, PAI, and SI metrics: To ensure future proofing of the
recommendations, there should not be blanket exclusions of some asset classes as they may be
assessed and considered as new objectives and methodologies develop.

3. Out of scope: SLD, Trading book, GAR, Securities Lending, Repo.

4. Look-through methodology: The look-through approach is recommended.


https://www.sec.gov/files/rules/final/2023/33-11238.pdf
https://www.fca.org.uk/publication/policy/ps23-16.pdf
https://www.esma.europa.eu/sites/default/files/2023-05/JC_2023_18_-_Consolidated_JC_SFDR_QAs.pdf
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5. Delta and Conversion Methodology: The majority of the Derivatives workstream participants
consider delta to be the best approach. One participant disagrees.

6. Netting: Most Derivatives workstream participants agree that netting is not specific to derivatives
and is already in existing regulations; therefore, netting should apply across physical and
derivative positions at each component (i.e., individual issuer) level. One participant disagrees.
SG1 agrees with the majority and this is in line with the ESAs’ July Q&A.

7. Flooring: The majority of Derivatives workstream participants agree that flooring should be
applied at portfolio level and not at issuer level. The majority also agree that per the consistency
principle, flooring at portfolio level could be applied to all metrics. One participant disagrees,
citing the precautionary principle, stating that only PAI should be floored. SG1 agrees with the
majority, and this is in line with the July Q&A.

9. Proposed disclosure at product level: Option 1 was preferred by most participants, while Option
2 and 3 were put forth by one participant each. The ESAs’ July Q&A seems to agree with Option

2.
Option 1 Option 2 Option 3

e Cash investments e Net long positions ® Long current committed

o Net long derivatives ® Net short positions e Long future committed

® Net short derivatives e Net position e long future conditional

e Net position e Short current committed
e Short future committed
e Short future conditional

Recommendations to the next Platform

10. NAV as denominator: NAV seems to be the relevant denominator to use.

11. Timing and further testing needed for usability and implementation: More time is most likely
needed to implement derivatives disclosure given changing regulatory landscape, cost versus
benefit of implementation, and the right balance between transparency and usability/ readability
to end investors should be strongly considered. For useability purposes, a consistent approach
across metrics is key.

Peer-to-peer recommendations:

12. Structured products and MIFID sustainability preferences: Structured products should be
reported by combining metrics for the issuer and the derivatives underlying, respectively
weighted by the delta. They should be accounted for similarly to what has been concluded for the
general treatment of derivatives in the EU regulatory framework.
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Analysis and recommendations

1. Considering derivatives

A consistent approach to account for derivatives across sustainable finance Metrics (EU taxonomy,
PAI, Sl) regardless of intentionality is the optimal way forward.

The Derivatives workstream mandate under the remit of the current PSF was to study how to account for
derivatives in the sustainable finance regulatory framework, and not to debate whether they should be
included. The workstream is providing a brief outline recalling why derivatives may be considered in
sustainable instruments.

Financial instruments’ contribution to sustainability can be looked at through different lenses, e.g.,
provision of cash through lending or direct financing (primary market), stewardship and engagement, and
derisking/ impact on cost of capital (secondary market and derivatives). Derivatives have a role to play in
sustainable finance as they contribute to liquidity, help mitigate risk and impact the cost of capital.
Derivatives are also a component of a high volume of capital protected investment products provided to
end retail investors that wish to allocate their savings towards sustainable products in line with their
sustainability preferences.

Therefore, any sustainable finance framework which needs to consider financial instruments holistically
must incorporate derivatives in current regulatory defined sustainable finance metrics. Inclusion of
additional disclosures on derivatives helps address product transparency and mitigates both
greenwashing and lack of transparency on sustainability performance. The inclusion of derivatives is also
in line with precautionary and consistency principles that govern the Platform’s recommendations.

For consistency purposes, a consistent approach and methodology should be applied to all three metrics.
In referring to the December 2023 Final Report on draft Regulatory Technical Standards on the review of
PAl and financial product disclosures in the SFDR Delegated Regulation (thereafter referred to as the “ESAs
Report”): “Taking note, however, of the significant negative feedback about the proposed carve out for
derivative transactions that do not result in a physical exposure to the underlying, the ESAs have not
included this provision in the draft RTS in this final report.” We propose that physical and synthetic
exposures are considered equivalent. Intentionality should not impact disclosure as this may lead to
inconsistencies in reporting across different participants for similar products. Reporting all derivative
positions would ensure consistency and clarity in the treatment of derivatives and mitigate greenwashing
risks, as clarified in the ESMA progress report.

According to the current SFDR texts including Level 3 (thereafter referred to as the “ESAs Q&As”)? as
consolidated in the ESAs Report, derivatives are accounted in full (long and short positions) in PAl metrics
but only partially in EU taxonomy-alignment metrics (short derivatives positions only) and unaccounted

L European Supervisory Authorities, “Consolidated Questions and answers on the SFDR Regulation and the SFDR Delegated
Regulation” (July 2024), European Supervisory Authorities, “Questions and answers on the SFDR Delegated Regulation”
(November 2022), European Supervisory Authorities, “Clarifications on the ESAs’ draft RTS under SFDR” (June 2022).



https://www.esma.europa.eu/sites/default/files/2023-12/JC_2023_55_-_Final_Report_SFDR_Delegated_Regulation_amending_RTS.pdf
https://www.esma.europa.eu/sites/default/files/2023-12/JC_2023_55_-_Final_Report_SFDR_Delegated_Regulation_amending_RTS.pdf
https://www.esma.europa.eu/sites/default/files/2023-06/ESMA30-1668416927-2498_Progress_Report_ESMA_response_to_COM_RfI_on_greenwashing_risks.pdf
https://www.esma.europa.eu/sites/default/files/2023-12/JC_2023_55_-_Final_Report_SFDR_Delegated_Regulation_amending_RTS.pdf
https://www.esma.europa.eu/sites/default/files/2023-05/JC_2023_18_-_Consolidated_JC_SFDR_QAs.pdf
https://www.esma.europa.eu/sites/default/files/2023-05/JC_2023_18_-_Consolidated_JC_SFDR_QAs.pdf
https://www.esma.europa.eu/sites/default/files/library/jc_2022_62_jc_sfdr_qas.pdf
https://www.esma.europa.eu/sites/default/files/library/jc_2022_23_-_clarifications_on_the_esas_draft_rts_under_sfdr.pdf
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for in SI and netted at issuer level. The objective of this paper is to harmonize the measurement of
sustainable contribution of derivatives (through equivalent economic exposure) in the 3 SFDR Metrics and
in the EU Taxonomy (Art 8 delegated act). As per the ESAs Q&As and the ESAs Report, treatment of
physical and derivative positions in Metrics can be summarized as follows:

Table 1: Treatment of derivatives

However, a non-consistent approach would hinder usability and implementation and does not necessarily
lead to the application of a precautionary principle. The precautionary principle is applied at the product
level design which already necessitates a qualitative explanation of how derivatives are used to achieve
sustainable objectives. This is why a consistent approach that accounts for derivatives regardless of
intentionality seems to be the optimal way forward.

To note the conclusions from the ESAs Q&A from July 2024 were not fully integrated in this background
report, as it was released after the conclusion of the workstream’s mandate. Depending on the evolution
of the Taxonomy Regulation, this should be further studied in the next Platform’s mandate.



https://www.esma.europa.eu/sites/default/files/2023-12/JC_2023_55_-_Final_Report_SFDR_Delegated_Regulation_amending_RTS.pdf
https://www.esma.europa.eu/sites/default/files/2023-05/JC_2023_18_-_Consolidated_JC_SFDR_QAs.pdf
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2. Underlying asset classes and taxonomy, PAI, and SI Metrics

To ensure future-proofing of the recommendations, there should not be blanket exclusions of some
asset classes as they may be assessed and considered as new objectives and methodologies develop.

In accordance with findings from the Platform’s Data and Usability report, for the EU Taxonomy only
equity and credit derivatives are considered fit-for-purpose today. For commodity derivatives, the PSF 1.0
opined that they may be fit for purpose if assessed at the commodity manufacturer level. Currently, they
are already included in certain SFDR Article 8 or Article 9 multi-asset funds.

In the ESAs Report, the ESA reaffirmed that derivatives on companies’ debt or equity should be taken into
account when calculating PAI. Their rationale is explained in Recital 3 which states that it is “appropriate
to include the adverse impacts of the derivatives of financial market participants as they also constitute
investment decisions on sustainability factors”, thus recognizing that derivatives are not neutral. To
ensure future-proofing of the recommendations, there should not be blanket exclusions of some asset
classes, as they may be assessed and considered as new objectives and methodologies develop.

One participant noted that for SFDR funds, derivatives of all underlying asset classes may be considered
and that this is already reported qualitatively in the annex, including commodities as an asset class.


https://finance.ec.europa.eu/system/files/2022-10/221011-sustainable-finance-platform-finance-report-usability_en_1.pdf
https://www.esma.europa.eu/sites/default/files/2023-12/JC_2023_55_-_Final_Report_SFDR_Delegated_Regulation_amending_RTS.pdf

EU PLATFORM ON SUSTAINABLE FINANCE

3. Look-through methodology

The look-through approach is recommended.

To determine the underlying, the majority of workstream participants agreed that the look-through
approach would be the favored one, as it would be consistent with both the UCITs and AIFMD approach.
Moreover, this approach is also consistent with how the market already assesses EU Taxonomy and PAls,
as well as a standard practice allowed in the prudential framework and other EU regulatory frameworks
(e.g. MIFID, IDD, etc.).

The mapping of a derivative on indices to the underlying securities should be feasible if an index
composition to its underlying constituents can be looked through. In such a case, the total net exposure
to the index could also be looked through.

The difficulty is the mapping of a derivative on indices to the underlying securities when look-through is
not possible on the underlying index. The Derivatives workstream participants acknowledge that data may
not be available for the entire product portfolio, especially those not within the Corporate Sustainability
Reporting Directive (CSRD).

In this regard, it has been suggested that asset managers may carry out a review internally or through a
third party and may rely on estimates from the benchmark administrator if it is a regulated entity. The
workstream participants note that implementation of this is not necessarily straightforward.

10


https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32022L2464
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32022L2464
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4. Delta and Conversion Methodology

The majority of the derivatives workstream participants consider delta to be the best approach.

The majority of participants agree that netting should be done on delta equivalents. Cash equivalent
invested exposure (delta) works for all types of derivatives regardless of underlying, including equity
derivatives, credit and credit default swaps, long and short strategies, options, futures, and forwards. This
measure has the advantage of being homogenous through asset classes and through lifetime of products
(no observation windows). The goal is simplicity of measurement and better product comprehension for
end investors.

One participant objects to the use of delta, as they are against conversion and netting of assets via the
use of deltas. Netting of deltas across multiple asset classes can lead to distortions. They do not believe
that delta as a measurement is homogeneous “through lifetime of products (no observation windows)” —
i.e., because an option’s delta tends to increase/decrease as time to expiry decreases depending on its
moneyness (the relative position of the current or future price of an underlying asset (e.g., a stock) with
respect to the strike price of a derivative). They opine that the secondary market price is instead the most
alignable and simple measure for comparison across securities within each of their proposed disclosure
buckets (Option 3 in Section 8).

11
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5. Netting

Most workstream participants agree that netting is not specific to derivatives and are already in
existing regulations; therefore, netting should apply across physical and derivative positions at each
component (i.e., individual issuer) level.

In reference to the component of netting, the majority of Derivatives workstream participants agree with
using the methodology outlined in (EU) 231/2013 Annex ll, as outlined in the ESAs Report.?

Netting is not an issue specific to derivatives and there are already regulations (e.g. Short Selling
Regulation as referenced in current taxonomy and SFDR for the purpose of calculating the numerator of
the taxonomy and PAIl metric) and guidance in place for shorts whether positions are achieved via
derivatives or without. As per the ESAs Report extract quoted and the ESAs Q&As, netting would apply
across physical and derivative positions at each component (i.e., individual issuer) level and summed to
compute one value for each category.

For example, net short and long would be assessed at each individual issuer (i.e., component) level and
summed to derive one netted value for each issuer.

Table 2: Netting at individual issuer
Equity A | Physical / cash | Net long derivatives | Net short derivatives | Net position per issuer

100 50 180 -30

In the ESAs Q&A from July 2024, Question 3 discusses netting and states that “the principal adverse
impacts of long and short positions should also be netted accordingly at the level of the individual
counterpart (investee undertaking, sovereign, supranational, real estate asset), but without going below
zero.” This is in agreement with the majority position.

2 “For the purposes of the indicators related to adverse impacts referred to in paragraph 1, financial market participants shall

include derivatives by calculating them according to the conversion method set out in Annex Il to Commission Delegated
Regulation (EU) No 231/201330 and applying paragraphs 4 to 9 and 14 of Annex | of that Regulation and Article 8(4) of that
Regulation. Financial market participants shall net positions in accordance with Article 8(3), point (a) of that Regulation. Where
the result of the netting is below zero, financial market participants shall not include this result in the ‘impact’ column but may
disclose the short positions and indicate that these short positions originate from derivatives in the column ‘explanation.””

12


https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:32013R0231
https://www.esma.europa.eu/sites/default/files/2023-12/JC_2023_55_-_Final_Report_SFDR_Delegated_Regulation_amending_RTS.pdf
https://www.esma.europa.eu/sites/default/files/2023-12/JC_2023_55_-_Final_Report_SFDR_Delegated_Regulation_amending_RTS.pdf
https://www.esma.europa.eu/sites/default/files/2023-05/JC_2023_18_-_Consolidated_JC_SFDR_QAs.pdf
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6. Flooring

The majority of Derivatives workstream participants agree that flooring should be applied at
portfolio level and not at issuer level. The majority also agree that per the consistency principle,
flooring at portfolio level could be applied to all Metrics. One participant disagrees citing the
precautionary principle, stating that only PAI should be floored.

Most derivatives workstream participants agree that there should be a flooring to zero for simplification
of understanding to end investors. Most also adhere to the consistency principle across all three relevant
Metrics (PAI, taxonomy, Sl). Flooring only PAls to zero may lead to a non-consistent approach among the
Metrics.

One participant disagrees with this view, citing the precautionary principle, where only PAls should be
floored and not EU Taxonomy nor Sl. To further explain, a short position in a SI- or taxonomy-positive
company through derivatives will not be reflected in the “Net Total” figure and may lead to overestimating
Sl/Taxonomy-alignment. Flooring only makes sense for PAl’s as those are by nature “negative”. Note that
this contradicts the consistency principle. Another participant disagrees with flooring altogether.

All participants agree that if flooring is applied it should be at portfolio level and not at issuer level (see
examples 7 and 8 in the appendix). The ESAs Q&A from July 2024 also addresses this in Question 3 and
recommends flooring at zero, which is in agreement with the majority opinion of the Derivatives
workstream participants.

13


https://www.esma.europa.eu/sites/default/files/2023-05/JC_2023_18_-_Consolidated_JC_SFDR_QAs.pdf
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7. NAV as denominator

‘ NAV seems to be the relevant denominator to use.

NAV (Net Asset Value or Net Present Value of the product) should be used as the taxonomy metric
denominator. This recommendation is applicable at SFDR product level for relevant Metrics, and further
assessment is needed to ensure compatibility for entity disclosures which uses a denominator at asset
only level. For asset managers’ GIR denominator, AUM (the aggregation of each fund’s NAV) and NAV are
the same. Note that potential implications to banks’ GAR or trading books have not been considered as
these are out of scope of this paper, as clarified in the introduction, and will need to be tested.

14
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8. Proposed disclosure at product level

Option 1 was preferred by most participants, while Option 2 and 3 were put forth by one
participant each.

The options below were presented to the workstream participants. Note that all options presented would
entail more disclosure inputs than exists today, which is counter to simplification. Also note that raw data
needed to do the extra reporting at the granularity proposed would already exist on a per product basis.

Option 1:
e (Cash investments
e Net long derivatives
e Net short derivatives
e Net position

The reporting of a single number (Net Position) would assist in having a single reference number to
facilitate end investors’ understanding of the product and for simplification in reporting purposes.
However, this may not only lack clarity for end investors but also risk being open to manipulation
(greenwashing). It is therefore prudent to also present each line item (Cash Investments & L/S Derivatives)
separately.

Option 2:

e Net long positions
e Net short positions
® Net position

There should be a single net figure or ratio that includes both cash and derivatives (on Equity & Credit)
reported according to their delta and netted, for each metric (Taxonomy, Sl, PAI).

Once (1) numerator is defined as the net sum of the delta of physical and derivative positions and
weighted by the issuers EU taxonomy, SI, or relevant PAIl; and (2) denominator is defined as net asset
value, the SFDR Metric is simply computed as ratio of (1) divided by (2). Further breakdown of the
components of that referenced single netted metric could be added in SFDR product templates.

The proposed additional disclosure in “option 1, 2, 3” below is additional information to that net figure,
to show how the net has been achieved i.e. by showing the cash part (long and short) and the derivative
part (long and short).

One workstream participant who is a proponent of Option 2 disagrees with Option 1 and 3, noting that
these options may risk a presentation of gross amounts only and there will be no netting across cash and
derivatives, nor across long and short positions. In doing so, this participant notes that there will not be a
single figure to measure risk.

15
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They propose a single net figure or ratio that includes. Both cash and derivatives reported according to
their delta and netted for each metric.?

They further note that in Option 2 above, the net long and net short figures are additional information to
the net figure to show how the net has been achieved, i.e., by showing the cash part (long and short) and
the derivative part (long and short).

Option 3

Long current committed, e.g. long ordinary Short current committed, e.g. short bonds
share

Long future committed, e.g. long equity Short future committed, e.g. short equity
futures futures

Long future conditional, e.g. long calls, short Short future conditional, e.g., short calls, long
puts puts

One participant maintains the proposal for six required disclosure fields, where in each case the amount
to be disclosed is the sum of the products of the taxonomy-aligned proportion of the underlying assets
and the market value of the assets, using secondary-market spot prices as market value.

They are against conversion and netting of assets via the use of deltas, noting that netting of deltas across
multiple asset classes can lead to distortions. They add that delta is not necessarily a homogeneous
measure 'through lifetime of products (no observation windows)'—i.e., because an option's delta tends
to increase/decrease as time to expiry decreases depending on its moneyness. They see that secondary
market price is instead the most alignable and simple measure for comparison across securities within
each of the above six proposed disclosure buckets.

The majority of participants disagree with Option 2 as noted in the sections above. Note that for options

in particular, a long forward should be reported in the same way as a long call and a short put due to the
put-call-parity. Therefore, there is no reason to split between forwards and options.

Example

370 note that for PAls, this is already the case in accordance with the ESAs Q&A from June 2022.

16
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The following examples were presented during the derivatives workstream meetings and serve as a use
case for the proposed disclosure recommendations.

Note that for simplicity purposes, numbers did not change but valuation methodology for Options 1 and
2 differ from Option 3; therefore Option 3 would yield different numbers from Options 1 and 2.

Also as discussed in Sections 4, 6, and 7, to compute for Equity A below, its net position (-30) will be
applied to each of the relevant Metrics using a look through approach. Flooring to 0 would not be at the
issuer, Equity A, level, but rather at the portfolio net position level in case the overall number is negative.

Table 4: Sample equity portfolio example used to show options 1, 2 and 3

Equity

Cash

Net Long Net Short Netting
A 100 50 EQD 180 EQD -30
B 50
C 15 long calls

Option 1 using delta methodology

Cash investments

150
Long derivatives

65
Short derivatives

180
Net Position

35

Option 2 using delta methodology

Net long position

215

17
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Net short position
180

Net position
35

Option 3 using secondary market price

Long current committed

150
Long future committed

50
Long future conditional

15
Short future committed

180

In the ESAs Q&A from July 2024, Question 3 states that:

“[...]the ESAs are of the view that publishing short positions separately from the main calculation
would not help the comprehensibility of the PAI disclosures. The calculations for short positions
should apply the methodology used to calculate net short positions laid down in Article 3(4) and
(5) of Regulation (EU) No 236/2012 of the European Parliament and of the Council.”

This does not align with the majority position (Option 1) but is reflective of Option 2 above.

18


https://www.esma.europa.eu/sites/default/files/2023-05/JC_2023_18_-_Consolidated_JC_SFDR_QAs.pdf
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9. Timing and further testing needed for usability and implementation

More time is most likely needed to implement derivatives disclosure given the changing regulatory
landscape, cost versus benefit of implementation, and the right balance between transparency and
usability/ readability to end investors should be strongly considered. For usability purposes, a
consistent approach across Metrics is key.

Derivative disclosures are already required for EU taxonomy and PAI metrics under SFDR since the ESAs
Q&A on SFDR from June 2022 and Nov 2022. However, given the resource intensive nature of
implementation, current organizational constraints, and regulatory uncertainty, the workstream suggests
delaying implementation for derivatives in line with the broader reform of SFDR and its subsequent impact
on other interconnected sustainable finance regulations as more time will most likely be needed. Broader
testing is strongly encouraged to align eventual rules to ensure practicability and benefits of more
disclosures outweigh costs. Additional technical solutions need to be constructed in order to make
reporting practical and not restrictively costly. More importantly, relevant disclosures should find the right
balance between transparency and simple usability/ readability to end investors.
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10. Structured products and MiFID sustainability preferences

Structured products should be reported by combining Metrics for the issuer and the derivatives
underlying respectively weighted by the delta. They should be accounted for similarly to what has
been concluded for the general treatment of derivatives in the EU regulatory framework.

The Derivatives workstream, has also examined Markets in Financial Instruments Directive (MiFID)
sustainability preferences for structured products. In Europe, more than EUR 200 billions of products
embedding derivatives are being issued every year. This market consists mainly of capital guaranteed or
protected structured products and marginally guaranteed funds. Structured products are securitized
derivatives. They are financial instruments that combine a derivative with a potential contribution to
reporting described above and a financing element (which can either fund the issuer general corporate
purpose, or a specific asset pool in the case of a specific use of proceeds). There is a need to capture them
to ensure a level playing field across investment products (funds products, structured products that allow
capital protected products for retail, etc.) that contribute to allocate end investors’ capital to the
sustainable products suitable to their sustainability preferences and ensure any contractual wrappers
through which exposure to sustainable assets is created are fully taken into account. They should be
reported by combining Metrics for the issuer and the derivatives underlying respectively weighted by the
delta. They should be accounted for similar to what is concluded for the treatment of derivatives, e.g.,
funding portion using look-through methodology and derivatives portion can also use look-through
methodology applying the precautionary principle. This approach is consistent with Undertakings for
Collective Investment in Transferable Securities (UCITS) / Alternative Investment Fund Managers Directive
(AIFMD) as stated earlier. Similar to earlier conclusions on underlying assets, all types of assets could
potentially be considered under MiFID sustainability preferences.

It is important to note that for retail investors, a simple, easy-to-understand sustainability preference
disclosure is key to adoption and usability. For example, retail clients should not have additional questions
on whether the exposure to sustainable investments/Taxonomy-aligned investments/certain PAls is
calculated via cash or derivatives positions. Disclosures serve a pure transparency objective and are not
supposed to represent a potential new item on which clients should also be asked, in order not to make
the advisory process more complex. The satisfaction of client preferences should be agnostic on the
method used to reach the required exposures, provided that the (notably precautionary) principles are
followed.

This section does not represent majority opinion in the Derivatives workstream. There was not enough

time during the workstream’s mandate to come to a majority conclusion and this topic should be further
explored..
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Appendix

The appendix includes examples received from a small sample of market participants and use cases
presented during the Derivatives workstream discussions. Some examples and use cases may not reflect
all Derivatives workstream participants’ opinions and may be inconsistent with Recommendations
stated above..

I Example 1

Financial instruments’ contribution to sustainability can be looked at through different lenses, e.g.,
provision of cash through lending or direct investment, stewardship and engagement, and derisking/
impact on cost of capital. Derivatives have a role to play in sustainable finance as they contribute to
liquidity, help mitigate risk, and impact cost of capital. Therefore, derivatives should be considered in
current regulatory defined sustainable finance Metrics, i.e., taxonomy, principle adverse impact (PAIl) and
sustainable investments (Sl). For ease of transparency and usability, the treatment of derivatives in these
Metrics should be consistent across each metric, and should be in line with broad market practices to
facilitate adoption and implementation within SFDR, EU Taxonomy, MiFID, and other relevant sustainable
finance regulations.

This entails the following considerations:

1. NAV in taxonomy denominator. Depending on what is in their banking book, some banks’ GARs
already include derivatives in the denominator but some do not. The use of NAV as a
denominator for derivatives should be tested further to assure coordination with current
methodologies for entity level GAR and GIR denominators, including eventual trading book
calculations if/when applicable.

2. Delta X notional can be used to quantitatively value derivatives.

3. Net long and short components separately.

4. To simplify to one number to avoid exponential number of data to disclose, long and short
positions can potentially be netted, e.g., for the EET form.

5. No flooring of PAls.

6. Use look-through methodology, e.g., Company A taxonomy ratio 10%, GHGe 1000000, its
taxonomy would be 10% X value in portfolio and GHGe PAI would be 1000000 X value in portfolio.

7. For structured products, count funding and reference asset legs and use similar approach as for
bonds and derivatives, i.e., look-through and delta.

8. Assessment at reporting date (snapshot view like income statement) and no averaging over time
(like balance sheet).

In terms of quantitative disclosures, the following should be added for further transparency for each of
the metrics and financial market participants should be able to provide disclosures beyond what is
mandatory if it helps further explain the products.

1. Cash

2. Net long positions
3. Net short positions
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4. Net portfolio position (to simplify reporting if needed)

Certain asset classes may not be fit for purpose today because they are not yet covered under the EU
Taxonomy’s Technical Screening Criteria thresholds under the two objectives currently disclosed (climate
change mitigation and climate change adaptation). However, other asset classes, including commodities,
that are currently out of scope of EU Taxonomy defined parameters should not be excluded from their
possible contribution to sustainable objectives. This has an impact on funds beyond Equity and Credit, i.e.,
Multi-asset, in light of SFDR. Commodities, for example, can be considered for SFDR purposes,* which can
be used as a reference blueprint regarding quantifying derivatives’ contribution to lowering cost of capital.

4 Refer to Ostrovnaya, Staffell, Donovan, Gross’s paper on “The High Cost of Electricity Price Uncertainty” (2020).
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Il. Example 2: Delta approach (credit)

Adjust also for the duration and bring all credit exposure of a given maturity M to the “equivalent”
exposure to the same issuer on a 5Y or a 10Y tenor (the SEC has chosen 10Y, in line with the average
duration of the US Treasury debt, but for credit exposure 5Y may be the most natural tenor.

e Lent 3Bio 5Yrs money to Total: exposure = 3 Bio 5Yrs equivalent.

e Bought 4 Bio of 8yrs Total bond: exposure = 4 * CRO1(8Yrs)/CR0O1(5Yrs)
(CRO1 is the usual calculation performed constantly in debt market —it’s the value of a 1 bp
change in the value of the credit spread, and it’s the measure of how much credit exposure is
taken) — probably, in current market conditions this ratio is close to 1.4 (it depends on the yield
curves and the credit spread) — so exposure = 5.6 Bio of 5 Yrs equivalent.

e A CDS on 2 Bio of 8Yrs of Total credit exposure
Exposure =2 * 1.4 Bio of 5 Yrs equivalent = 2.8 Bio of 5 Yrs equivalent.

® Bought a call on Total’s 8 yrs Bonds —
Notional 4 Bio
The ratio of CR01 is 1.4
The delta of my option is 10%
Exposure =10% * 1.4 * 4 Bio of 5 Yrs equivalent = 0.56 Bio 5Yrs equivalent.
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lll.  Example 3: SFDR
1. Art. 8 Equity fund tracking ESG index exposure via TRS

® Sub-fund does not physically hold securities it's exposed to but tracks a reference ESG
benchmark through a TRS (which may use best in class ESG selection and/or exclusionary
approaches) and attains its sustainable characteristics under SFDR Art.8 in this manner.

e Such funds hold funding investments in order to implement the strategy. Funding Investments
are always subjected to a set of exclusionary ESG criteria which are aligned with the exclusions
applied to the Index which a fund is tracking—this ensures consistency and prevents the Fund
holding positions in Equities which are contrary to the spirit and methodology of the Index.
However, the fund’s ability to attain the sustainable characteristics which it aims to promote
is not achieved through the funding investments.

e Disclosure could be as follows:

0 Under what is the asset allocation planned in this financial product section (SFDR
precontractual annex Art. 8)
= 1 — aligned with E/S characteristic 99% synthetic (e.g. MSCI World ESG
Leaders — the Index in its entirety (100%) is considered to be aligned to E/S
characteristics given that all constituents have been subjected to both
exclusionary screen and selection (best-in-class approaches)
= 1b - other E/S characteristics 99% synthetic (= to 1)
= 2 -other 1% cash
0 For PAls, a look-through approach of the index components can be used if applicable
to the product (see e.g. above). Note that PAI disclosures on a product level is not
mandatory if not applicable. At the end of the reporting period, each component
within the index can be assessed to determine net long or short positions and can be
reported as such in two separate line items which can then be summed if needed.
0 Twovaluesif relevant would be reported under PAI GHG emissions: net long positions
and net short positions.
0 To further simplify positions can be netted (net long — net short) if there is a need for
just 1 number.

2. Art.8/9 Equity fund cash investments using Eurostoxx to hedge performance
® Art.8/9 sustainable objective/ investment achieved through physically holding securities and
exposure to Eurostoxx is via TRS and used to hedge fund’s performance.
e Disclosures could be as follows:
0 Under what is the asset allocation planned in this financial product section (SFDR
precontractual annex Art.8)
= 1 - aligned with E/S characteristic 95% cash (physically held securities that
contribute to sustainable objective)
* 1b - other E/S characteristics 95% synthetic (= to 1)
»= 2 -—other 5% cash (Eurostoxx)
0 PAls assessed using look-through of physically held securities and Eurostoxx index if
data available, showing split of net long and net short positions, with the possibility
of netting both to get 1 number at the end of the reporting period.

3. Art.8 Commodity fund tracking index trough TRS
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e Art8/ 9 sustainable objective/ investment achieved through physically holding securities and
exposure to Eurostoxx is via TRS and used to hedge fund’s performance.

e The fund achieves its sustainable objective through exposure to commodity index that
weights components based on environmental considerations through the use of an
environmental displacement ratio and sets a year-over-year (yoy) % reduction in specific
negative environmental impact from a reference index.

e Disclosures could be as follows

0 Under what is the asset allocation planned in this financial product section (SFDR
precontractual annex Art 8)

= 1 — aligned with E/S characteristic 80% synthetic (commodities subject to
yoy % decrease).

= 1b - other E/S characteristics 80% synthetic (= to 1)

= 2 — other 20% synthetic (commodities not subject to yoy % decrease).
Funding investments may be included in this fund but have assumed de
minimus (close to 0%) so propose not to report since immaterial.

e PAls not applicable as data available would be from a commodity manufacturer perspective
and can’t track commodity futures referred to in the index to specific manufacturer.

4. SFDR Art.8 fund tracking a multi-asset index through TRS
o Apply similar approach per asset class as shown in examples presented.
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IV.  Example 4: Look Through Methodology

10 shares EquityA
5 shares EquityB

Taxonomy A B

Eligible Revenue % 56.42 25.00
Aligned Revenue % 54.49 15.00
Aligned CAPEX % 98.19 58.00
Aligned OPEX % 84,04 39.00

Taxonomy-aligned Revenue Ratio
(10 x valuation method per share A x 0.5449 + 5 x valuation method per share B x .15
NAV (A + B)

PAls A B

1 Total GHG emissions / EVIC 49.10 2233.54
MT CO2 eq/ EVIC (mS)

3 GHG intensity 170.67 1856.82
MT CO2 eq/ EVIC (m$)

4 Exposure to fossil fuel sector 0.0 31.6
%

13 Board gender diversity 45.5 53.3
% female members/ Total members

PAI 1 (long only)

(10 x valuation method per share A/ EV A X 49.10)
+

(5 x valuation method per share B / EV Bl X 2233.54)

Netting and No Flooring

PAI 1 (long A short B) (negative)
(10 x valuation method per share A/ EV A X 49.10)

(5 x valuation method per share B/ EV B X 2233.54)
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PAI 1 (net long A (5) short B)
(5 x valuation method per share A/ EV A X 49.10)

(5 xvaluation method per share B/ EV B X 2233.54)
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V. Example 5: Netting and Flooring
Illustration of different netting options on GHG emissions:
e Longonly of an index

e Exclusion of 4 worst issuers in terms of GHG footprint
e Shorting of 4 worst issuers in terms of GHG footprint

The outputs for the 2 options in these strategies would be the following:

Long only
with excl.
Long
Issuer names of 4 worst
only
GHG
issuers
EuroStoxx 50 (w/o 4 worst
GHG issuers) 90 100 90 90
TotalEnergies SE 5 0 -5
Airbus SE 3 0 -3
Stellantis N.V. 1 0 -1
SAFRAN SA 2 0 -2
Net delta 100 100 90 79

PAI 1 - Total GHG (in tCO?%eq) 563 327 284 5
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Example 6: Flooring

A. No flooring

For simplicity assume the following portfolio:

Firm A
Firm B
Firm C
Firm D
Firm E

Firm A
Firm B
Firm C
Firm D
Firm E

C.

e A portfolio has four investments (Firm A, Firm B, Firm C and Firm D) and is fully hedged with

an index future. Index is equally weighted and has four constituents (Firm B, Firm C, Firm D
and Firm E).

e Firm B and Firm D are SI, Firm C and Firm E are PAI

Sl PAI without Flooring
Short

S| PAl Equities Futures Sl PAI Equities Short Futures Equities Short Futures Sl PAI

0 0 30% 0 0 0 0 0 0 0 0

1 0 30% -25% 1 0 0,3 -0,25 0 0 0,05 0

0 1 25% 25% 0 1 0 0 0,25 -0,25 0 0

1 0 15% 25% 1 0 0,15 -0,25 0 0 0,1 0

0 1 25% 0 1 0 0 0 -0,25 0 -0,25
Total 0,05 -0,25

Without flooring

e Sl and PAI are negative
e A portfolio without derivatives can never be negative in Sl or negative in PAL.

e Why should a portfolio with derivatives can be negative in Sl or negative in PAI?
Flooring at issuer level

For simplicity assume the following portfolio:

e A portfolio has four investments (Firm A, Firm B, Firm C and Firm D) and is fully hedged

with an index future. Index is equally weighted and has four constituents (Firm B, Firm C,
Firm D and Firm E).

e Firm B and Firm D are S, Firm C and Firm E are PAI

Sl PAI Floor at issuer level
Short
Sl PAl Equities Futures Equities Short Futures  Equities Short Futures Sl PAI
0 0 30% 0 0 0 0 0 0
1 0 30% -25% 0.3 -0.25 0 0 0.05 0
0 1 25% -25% 0 0 0.25 -0.25 0 0
1 0 15% -25% 0.15 -0.25 0 0 0 0
0 1 -25% 0 0 0 -0.25 0 0
Total 0.05 0

Floor at issuer level

e Slis positive and PAI Null.

e Isthe positive Sl justified for a portfolio if the portfolio without flooring has a negative SI?
Flooring at portfolio level (Majority preferred)
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Firm B
Firm C
Firm D
Firm E
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For simplicity assume the following portfolio:

e A portfolio has four investments (Firm A, Firm B, Firm C and Firm D) and is fully hedged
with an index future. Index is equally weighted and has four constituents (Firm B, Firm C,

Firm D and Fir

e Firm B and Firm D are S, Firm C and Firm E are PAI

SI PAl Equities
0 0 30%
1 0 30%
0 1 25%
1 0 15%
0 1

Floor at portfolio level

Sl and PAI are Null

m E).

Short
Futures

-25%
-25%
-25%
-25%

s
Equities
0
0.3
0
0.15
0

Short Futures
0
-0.25
0
-0.25
0

PAI
Equities
0
0
0.25
0
0

Short Futures
0
0
-0.25
0
-0.25
Total

Floor at portfolio level

Sl
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