About UKSIF

The UK Sustainable Investment and Finance Association (UKSIF) is the UK’s leading membership organisation for sustainable
finance, committed to promoting a financial system and wider economy that works for the benefit of the environment and society.

UKSIF represents a diverse range of global and UK-based financial services institutions and investors committed to these aims,
and our more than 300 members- representing over £19trn of global assets under management (AUM)- include investment
managers, pension funds, banks, wealth managers, financial advisers, ESG data and research providers, NGOs, among other
groups. UKSIF and our members have played a prominent role over recent years to facilitate a supportive policy environment in
the UK for the growth of sustainable finance and to support the private finance sector’s efforts in helping advance the transition
to net-zero and a more sustainable future. For more information, please visit



http://www.uksif.org/
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Introduction

The UK Sustainable Investment and Finance Association (UKSIF) welcomes the regulatory clarity provided
by the draft Statutory Instrument (SlI) from HM Treasury (HMT) to propose the extension of the Financial
Conduct Authority’s (FCA’s) regulatory perimeter to include ESG ratings products in the market.

ESG ratings continue to play an important role in our industry and we are pleased to see government
make further progress in designing the UK’s new regulatory framework.

It remains crucial in our view for investors and other users of ratings to have full confidence in ESG
ratings, including their objectives and underlying methodologies, as ratings are increasingly utilised as an
important tool to inform capital allocation decisions in the economy, comply with regulatory frameworks
across markets and reporting purposes; integration into investment processes or stewardship strategies;
guiding internal decision making; and benchmarking sustainability performance.

We believe that greater transparency and high-quality standards will bring many benefits for both ratings
providers and users. There remains in our view opportunities for ratings providers and investor
associations, such as UKSIF and others, to more effectively inform wider stakeholders, including
policymakers, of the prominent role played by ESG ratings today in financial markets and the wider
economy, and how they can be best placed to support the transition to a more sustainable future

Broadly speaking, we are largely supportive of many of the points and detail outlined in the draft Sl, which
we believe can help foster an objective and high-quality framework for ESG ratings regulation in the UK,
while importantly representing alighment in many respects with the EU’s regulatory approach and the
International Organisation of Securities Commissions’s (I0OSCO’s) recommendations. We continue to
support the operation of the voluntary Code of Conduct for ESG Ratings & Data Products Providers in the
UK, which we hope to see quickly enhance transparency across the UK’s market and crucially confidence
among users of ratings in advance of a formal regulatory regime in the UK.

Regulatory scope

Types of products

We largely welcome the proposed scope outlined in the draft Sl, including the focus on ESG ratings and
scores, as opposed to ESG data products, and the proposal to focus on the producing of ESG ratings as
opposed to simply their distribution.

We are hopeful this proposal would help prevent more incidental and inadvertent references to ESG
ratings produced by separate legal entities being captured in scope, as well as intermediaries or
distributors simply distributing, but not producing an ESG rating.

We would recognise the inherent complexities for policymakers in determining a clear regulatory scope
for ESG ratings, given this market’s rapid evolution in recent years and the anticipated further innovation
we expect to take place going forward. Various practical challenges across different international
markets- not only in the UK- continue to arise in relation to the definitions for ESG ratings, raw ESG data,
ESG scores, and other products, which in our view would necessitate that the Sl and the list of exclusions
from regulation should be reviewed periodically (e.g. every three to four years).

We would very much welcome Treasury and FCA publishing a clear list, in due course, of specific
exclusions that could help promote certainty for service providers and also the users of ratings. This work-
should it be undertaken- should coordinate closely on an ongoing basis with the voluntary Code of
Conduct, assessing the types of products appropriately captured within each respective initiative.
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In relation to asset managers’ ESG ratings, as highlighted in our response’ to Treasury’s consultation last
year, we are supportive of an exemption for managers’ internal ESG ratings, specifically should these be
used for: client-related reporting, internal purposes, the marketing of a fund, or used to help demonstrate
compliance with existing regulatory initiatives such as the FCA’s Sustainability Disclosure Requirements
(SDR) and investment labels regime (e.g. the use of an internal, proprietary sustainability methodology
and standard underpinning disclosures associated with use of a sustainability label under SDR).2

We foresee that there may be further work required between Treasury and FCA to assess potential
overlaps with the SDR requirements, with for example the SDR introducing new due diligence processes
for asset managers in relation to their use of third-party ESG data and ratings.® Linked to this, we hope
that the existing voluntary of Code of Conduct can facilitate greater transparency for ESG ratings from
fund managers.

Separately in regards to ESG scores, there are some questions we have on what types of products
precisely could be captured within scope. For example, in our consultation response to Treasury last year,
we noted that certain complexities may exist for products that could be realistically categorised and fall
in between an ESG score and raw ESG data, such as Climate Value-at-Risk (Climate VaR).

Clarity here would be welcome and one option could be to keep this category of products under review in
future and potentially consider bringing into scope at a later date, as the market further evolves. We
would highlight some concerns from a number of our service provider members regarding the broad
definition relating to ESG scores, which has raised the question of whether this expanded scope could
lead to ‘spillover’ effects in regulation through capturing many ESG data products that are excluded from
the UK’s regime currently.

More broadly, we would highlight opportunities for the UK to draw on the EU’s recent experience in its
approach to regulatory scope and definitions, which have encountered a number of practical
implementation challenges. One lesson for the UK to consider directly may relate to the need to more
clearly differentiate between rules for ESG ratings and opinions versus ESG scores.

Separately to this, while there is some ambiguity in the draft Sl on the references to ‘likely to influence a
decision to make a specific investment’, from our view we would note that all providers should
acknowledge ultimately that their ratings products may have an impact- of some form- on users’
investment-decision making and processes, while also noting that providers may not- in all instances- be
aware of the specific use-cases of ratings by their clients.* We therefore largely support retaining this
language in the SI.

Finally, although we do not have a strong view per sei on the scope relating to external reviews, such as
second-party opinions and verifications, Treasury may wish to consider its proposals here specifically to
potentially align with the EU’s regulatory approach and assess any impacts as a result of this divergence.

The EU’s regime provides exemptions for the following: “external reviews or second-party opinions on
bonds marketed as environmentally sustainable, sustainability-linked bonds, and bonds, loans and other
types of debt instruments marketed as sustainable, to the extent that such external reviews and second-

"UKSIF response to HM Treasury consultation: Future regulatory regime for Environmental, Social, and Governance (ESG) ratings providers,
https://uksif.org/w p-content/uploads/2023/06/UKSIF-Response-HM-Treasury-consultation-Future-regulatory-regime-for-ESG-ratings-providers-30-
June-2023.pdf

*There may be other instances in which asset managers’ ESG ratings and tools are inadvertently caught by the draft Sl in its current form.

3We note that this is a cross-cutting requirement under the FCA’s SDR applying across each of the four sustainability label categories: “Firms must
have in place appropriate resources, governance, and organisational arrangements, commensurate with the delivery of the sustainability objective.
This includes ensuring there is adequate knowledge and understanding of the product’s assets and that there is a high standard of diligence in the
selection of any data or other information used (including when third-party ESG data or ratings providers are used) to inform investment decisions for
the product.”

“As highlighted in our consultation response, a challenge in regards to use-cases of ratings can be that providers will not necessarily be aware of how
their ratings and products are being used in practice once they are sold in the marketplace to firms, or by whom the ratings are being used. Providers’
clients will generally not inform their providers how ratings have been used in the investment process, and it can be difficult to know how a client will
then behave on the basis of the rating.


https://uksif.org/wp-content/uploads/2023/06/UKSIF-Response-HM-Treasury-consultation-Future-regulatory-regime-for-ESG-ratings-providers-30-June-2023.pdf
https://www.ipe.com/news/uk-governments-plans-to-regulate-esg-ratings-will-shine-a-light-on-the-sector/10075139.article
https://www.ipe.com/news/uk-governments-plans-to-regulate-esg-ratings-will-shine-a-light-on-the-sector/10075139.article
https://uksif.org/w%20p-content/uploads/2023/06/UKSIF-Response-HM-Treasury-consultation-Future-regulatory-regime-for-ESG-ratings-providers-30-June-2023.pdf
https://uksif.org/w%20p-content/uploads/2023/06/UKSIF-Response-HM-Treasury-consultation-Future-regulatory-regime-for-ESG-ratings-providers-30-June-2023.pdf
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party opinions do not contain ESG ratings issued by the external reviewer or the second-party opinion
provider.”

At a minimum, there should be clear, high-quality expectations in place for second-party opinions
through the voluntary Code of Conduct in the UK.

International scope

We are supportive of the proposed application of the UK’s regulatory regime to overseas ratings providers
serving UK-based clients, in line with Treasury’s consultation proposals last year to regulate ESG ratings
regardless of the headquarters and location of the provider.

The approach to international scope from policymakers should seek to ensure a level playing-field in
terms of high-quality standards applying to UK-based and third-party ESG ratings providers, while also
seeking to ensure that investors can continue to seamlessly access ratings products beyond those based
in the UK alone.

We continue to very strongly endorse consideration by Treasury and FCA of equivalence arrangements (or
similar) between the UK, EU, and other third-party jurisdictions for overseas providers to make sure that
ESG ratings products are not unduly restricted to clients in the UK and to help retain a competitive market
in the UK.

An equivalence regime developed by Treasury and FCA should seek to facilitate market access to
providers based outside of the UK, and importantly that are subject to a similar high-quality regulatory
regimes. As part of this, a near-term priority should be for HMT and FCA to consider an equivalence
regime- or similar- that could recognise overseas ESG ratings providers authorised within the EU, in
particular given the close inter-links between the EU’s regulation and the direction of travel of the UK’s
intended approach.

This approach could draw on precedents already set between the UK and EU, such as the credit rating
provider framework to allow firms to onshore their ratings through equivalence under the Credit Rating
Agencies Regulation (CRAR) or the agreement to allow central counterparties (CCPs) to be recognised by
the Bank of England to provide clearing services to the UK’s market. An equivalence regime should seek
to allow providers operating under comparably robust regulatory frameworks in other countries, including
in the EU, to provide ratings to the UK without facing duplicative regulatory standards.

Alongside this, we would encourage the UK authorities to continue to coordinate with other jurisdictions-
beyond the EU- that have recently adopted ESG ratings regulatory frameworks in line with the IOSCO’s
recommendations. We would expect that equivalence or similar frameworks would also be necessary to
minimise regulatory overlaps for providers and enhance global harmonisation around the IOSCQO’s
recommendations.

An important outcome will be to enhance investor protection and greater innovation, while maintaining a
level playing-field between UK-based and overseas ratings providers, as well as minimising barriers for UK
clients in accessing ESG ratings from providers.

Finally, there is the question of whether- under the current drafting of the Sl- providers with a presence
across different markets may need to secure authorisation from FCA for each individual entity that is
involved with the production of a rating product or making ratings available to clients in the UK. This
should be clarified in due course and any approach should look to reduce complex administrative
burdens for firms and the FCA, while also reflecting the structure of many global providers, with the
issuance of an ESG rating normally involving employees based in a number of different countries.®

SFor example, there could realistically be a scenario in which a given global provider with for example 10+ separate entities within its corporate group
could face the prospect of needing to secure FCA authorisation for each of these entities to serve UK clients.
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Final comments

In regards to proxy voting and advisory services, there remains some risk, in our view, that these activities
could be captured within the regulatory scope of the Sl while also being subject already to a dedicated
regulatory framework in the UK- the Proxy Advisors (Shareholders’ Rights) Regulations 2019.

We would recommend that Treasury carefully consider alongside FCA and the Financial Reporting
Council (FRC) how any regulatory overlaps could be removed, given that proxy adviser services are
already subject to existing regulatory requirements and effectively supervised by the FCA.

UKSIF would be pleased to convene further discussions with our team and our membership network-
both investors and service providers- in due course. We look forward to continue engaging and supporting
Treasury’s and FCA’s ongoing work on ESG ratings regulation, and seeing this work progress in the coming
months.



