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About us
Nest was established in 2010 as part of the auto enrolment programme to help people save for retirement. Unlike any other pension scheme in the UK, Nest has a legal obligation to accept any employer that wishes to use us to discharge their auto enrolment obligations. Over 900,000 employers have signed up to use Nest.
Over the last decade, Nest has grown to be one of the largest pension schemes in the UK, with more than £20bn in assets under management. We are operating at scale as a high quality, low cost pension scheme helping over 10 million members save for their retirement. Many are low to moderate earners who may be saving into a pension for the first time. A typical Nest member earns around £20,300 per year and nearly half our members are under 35 years old.
Nest is built around the needs and behaviours of our members, from our approach to responsible investment to our focus on customer service. We now occupy a place in the market as a major Master Trust, helping to drive up standards and best practice across the industry. Nest has great potential for delivering pensions to mass market consumers for many years to come, leveraging our scale to deliver value through the combination of low costs, our market leading investment strategy and modernised services all overseen by strong trustee governance.
Response
We welcome the Discussion paper issued by the Financial Conduct Authority. As with DP21/2 on diversity and inclusion in the financial sector, produced by the FCA in partnership with the Bank of England and the Prudential Regulation Authority, we recognise the benefits of bringing emerging ideas and proposals forward for public consultation prior to the development of rules, to allow the widest possible range of stakeholders to participate.
We are broadly supportive of the emerging proposals in the discussion paper. However, we have identified several areas where strengthening is needed to effectively limit the risks of greenwash. In particular, there are several areas of activity which we believe should be the minimum expectations of all fund managers to do – ESG integration and stewardship – which should not on their own qualify funds as sustainable. 
It is important the proposals are robust and do not allow excessive interpretation by product providers, and additional safeguards such as entity-level reporting and third-party verification do not simply add layers of cost and burden without filtering out unsustainable products. It would be a poor market outcome if the largest and most well-resourced fund managers were to be successful at boosting the sustainability credentials of their funds, whilst smaller managers were put off seeking any form of verification by the costs of compliance. The easiest way of minimising this risk is through focusing as much as possible on the characteristics of the underlying products and their holdings, and keeping entity-level disclosures focused on binary and quantitative assessments, whilst minimising reliance as much as possible on box-ticking (often) entity level policy and process disclosures.
We also favour a broad scope for the requirements, similar to that for TCFD reporting including fund labelling and other disclosures, where these are requested, for segregated mandates and institutional-only funds.  
We would of course be delighted to participate in any further discussions with the FCA as they consider responses and develop proposals for consultation later this year. 
Q1: What are your views on the tiered approach set out in Figure 2? We welcome views on any concerns and/or practical challenges.
We agree with the tiered approach. We think there is logic in a consumer-facing product label, and that further information should also be made available for more engaged or informed consumers. 
We believe the requirements should apply to all collective investment schemes and unit-linked contracts of insurance marketed to retail investors by firms with assets in excess of a certain threshold. (We discuss this and a potential product level threshold – which we discount – in Q2).
We also agree with a further level of detail for institutional investors. As implied in the discussion paper, we believe that these should be made available publicly in relation to collective investment schemes, so that stakeholders are able to access the information. 
Furthermore because such disclosures will also be a useful input into the decision-making processes of institutional investors such as pension scheme trustees, we would also strongly favour the inclusion of institutional-only collective investment schemes and segregated mandates (on an on-demand basis) in the three-tier disclosure model, including product label, and both disclosure layers 1 and 2.
There are five reasons for this. 
First, that the same considerations and operational objectives identified in paragraph 1.20 – enhancing competition in the interests of consumers; protecting consumers from buying unsuitable products; protecting and enhancing the integrity of the UK financial system – do still apply to many institutional investors. 
Trustees of larger schemes such as Nest will make their asset allocation decisions considering all relevant factors. This will mean giving due weight to sustainability performance informed by good quality disclosures and labels.
But the particularities of the UK model, with 8,500 occupational pension schemes and a long tail of smaller schemes, such that the largest 400 schemes still only account for around 70% of assets, mean that many institutional investors are still at risk of falling victim to greenwashing. 
The recent Work and Pensions Select Committee report on COP 26 and Pensions Stewardship[footnoteRef:1] identified ongoing concerns amongst the pensions community over the difficulty of making green claims stand up. Not only the responsible investment charity, Share Action, but also the BT Pension Scheme, and the PLSA, the trade body for occupational pension schemes, identified these concerns in their submissions.  As we made clear in our own submission to the Committee, Nest shares the concerns. We agree with comments made by the Association of Consulting Actuaries in the same report that “in some cases, the challenge for pension scheme trustees is product proliferation and the ability and cost of spotting ‘green washing’. Small pension schemes, in particular, may struggle to access and assess appropriate assets.”  [1:  Pension stewardship and COP26 - Work and Pensions Committee (parliament.uk) – chapter 2 paragraphs 23-25. ] 

Second, medium and large schemes have the choice between accessing a range of investment products on a pooled and segregated basis, so this is a real-world comparison which trustees will wish to make. Such labels would provide a common baseline on which to make comparisons between products which are made available to retail and institutional investors alike, and those were made available to institutional investors alone. 
Third, the labels and disclosures are essential for disclosure to end investors. We cover pensions reporting briefly in our answer to Q18, but in the case of Nest, which largely invests via segregated mandates, we envisage a member seeing these labels for other investment products and the rest of the market and thinking, “well what about my pension fund – where does it sit on the scale?”   A patchwork of co-existing unlabelled and labelled funds which are wrapped up and served in consumer-facing products such as DC occupational default funds is going to face severe limitations in its effectiveness from the start. 
Fourth, this is line with the precedent set in FCA’s final rules for asset manager TCFD disclosures. Investors in collective investment schemes – whether retail or institutional – are able to find a public TCFD product report, but investors receiving portfolio management services (for example via a segregated mandate) are able to obtain an “on demand TCFD product report.” On demand reports are limited under ESG 2.3.5 to circumstances where they need “to satisfy climate-related financial disclosure obligations” but DWP have already indicated their intention to mandate SDR reporting for occupational pension schemes in last year’s Green Finance Roadmap. So a consistent approach is needed – otherwise investors in pooled funds would receive information on risks, opportunities and impacts across the whole range of environmental objectives, whilst investors in segregated mandates could only receive information on climate risks and opportunities.  
Finally, were the FCA to choose not to regulate for segregated mandates and institutional-only pooled funds, there is also a risk that firms will seek to fashion an alternative labelling system which will not align with the regime applicable to collective products, only increasing consumer confusion. 
If the FCA chose to regulate in this way and exclude segregated mandates and institutional-only funds, it would not help institutional investors in any kind of blended, lifestyled or fund of fund arrangement to communicate the sustainability of the product to a consumer or to a beneficiary of an occupational scheme where the arrangement consisted of a mixture of labelled and unlabelled products. Such investors could assess the asset allocation and whether the proportion of investments in taxonomy-aligned activities met a particular threshold – something which in itself is best done once by the product developer rather than multiple times by downstream users. But they could do little else but form their own subjective judgment of the quality of entity or product-level consideration of, say, ESG integration and stewardship by their product provider - or, alternatively, report on their own ESG integration and stewardship in choosing those funds to blend. Neither of these approaches sound satisfactory. We recognise that there is a distinction between collective investment schemes and segregated mandates, in that the first is actively marketed, whereas the second may be at least partially co-developed between investor and manager. This may also necessitate slightly different arrangements– for example public reporting of collective investment schemes, and on-demand reporting for segregated mandates. However, for the reasons stated above, we believe that both ways of holding investments need to be in scope of FCA rules. 
We would welcome  the FCA setting a principle that the developer of any product is required to label it and make the accompanying onward disclosures to any client – consumer or institutional – who uses it. 
Q2: Which firms and products should be in scope of requirements for labels and disclosures? We particularly welcome views on whether labels would be more appropriate for certain types of product than for others, please provide examples.
We suggest that in the first instance the scope should be the same as that proposed for TCFD disclosures by asset managers, life insurers and FCA-regulated pension providers in CP21/17. In particular, the £5bn threshold should not be increased, and – as with TCFD, consideration should be given to lowering it over time. With a relatively streamlined reporting regime, along the lines suggested in our answers to questions below, we do not see this as disproportionate.

Neither should products be subject to de minimis type requirements – for example, asset thresholds which mean that a sufficient volume of co-investment is needed before data becomes mandatorily available, or where ongoing disclosures cease when other investors pull out. Investors – both institutional and retail – need access to pre-existing disclosures when they invest, and to have the confidence that the data will continue to be made available on an ongoing basis. 
Nest takes the view that if firms are to invest the resource to develop the product, and to take it through authorisation and launch, they need to set aside the resource to continue to report on its sustainability, for as long as they continue to offer it. 
A regime in which labels and reporting are available for some funds but fall away for funds with similar characteristics due to the assets invested will be confusing and unintentionally encourage a proliferation of non-statutory sustainability disclosure models which undermine the policy intent. 

As in our response to CP21/17, we would also welcome some clarification with regards to FCA-authorised Occupational Pension Scheme Firms (OPS Firms) and whether they are in scope. We anticipate that any proposed product labelling and sustainable finance disclosure for occupational schemes themselves, should, in line with the Green Finance Roadmap, be legislated for by DWP, overseen by TPR and carried out by occupational pension schemes themselves. In these circumstances, the need for a supplementary disclosure regime in relation to occupational pension schemes’ in-house fund managers is unnecessary and will duplicate effort. 
Q3: Which aspects of these initiatives, or any others, would be particularly useful to consider (for example in defining terms such as responsible, sustainable and impact) and how best should we engage with them?
We would set out three key factors here which should underpin considerations of which initiatives if any, would be useful to consider. 
First, giving greater weight to international initiatives as emergent standards than purely national ones. This means giving less weight to national initiatives which are in their early stages (e.g. TISA) or have gained limited international traction (such as the IA’s).
Second, giving greater weight to verifiable outputs and outcomes (such as the taxonomy) than processes (for example the British Standard). Activities such as ESG integration and product or firm governance are inherently more difficult to verify or measure the benefit from. There is a significant risk that policy-heavy and prescriptive process-based disclosures could become burdensome “barriers to certification” which offer limited use to end investors. This could discourage smaller asset managers from bringing forward more innovative sustainable products, whilst providing a commercial advantage to larger firms to sell the benefits of firm-wide approaches to products which are less visibly targeting sustainable or even responsible investment. 
Third, on a related point, careful consideration should be given to the weight accorded to investment process aspects that are already widely understood to be minimum essential practice. Here we would highlight particular challenges around “ESG integration” – the integration of ESG risks into decision-making alongside more traditional considerations of risk and return – and stewardship.
A manager only considering traditional financially material considerations, and arbitrarily ignoring other risks and opportunities would be open to challenge on whether they were managing their clients’ funds appropriately – unless they took the view that all of those risks were priced in – in which case they would typically not be actively tilting or selecting holdings to meet a designation of sustainable. 
Likewise, managers are required under FCA rules (CoBS 2.2.3) to explain the nature of their commitment to the FRC Stewardship Code or “where it does not commit to the Code, its alternative investment strategy”. It is unclear that stewardship is therefore seen by the FCA as optional (an alternative strategy needs to be cited), or that being a signatory to the Stewardship Code should automatically bring with it the opportunity for a firm to cite some or all of its products as being sustainable or even responsible [see our answer to Q9], given that it is already an FCA expectation that firms should sign up or explain why not. 
We do not therefore support drawing the conclusion from the Investment Association’s Responsible Investment Framework that firm or fund-level stewardship or ESG integration should alone qualify a fund for a sustainable label. Instead consideration should be given to robust and objective minimum standards of ESG integration and stewardship. We cover this point further in our answers to subsequent questions.
A reputational consideration for the FCA in the development of any regime, and the source initiatives which are used, is whether firms are able to present absolutely vanilla funds such as money market funds or market-cap weighted equity funds with no exclusions as “sustainable” based on intangible or hard-to-verify activities such a stewardship or ESG integration. We have seen the damage to the principle of ESG labelling identified by organisations like SCM[footnoteRef:2] in the absence of a robust regime.  [2:  Does ESG stand for Extra Strong Greenwashing, L&G? - SCM Direct] 

Any regime will be closely scrutinised, and if ongoing poor but quite legal practice were to be identified, the FCA would likely be expected to intervene again, or indeed carry out another wholesale revision of rules. Given the urgency of action on sustainable investment and sustainability more broadly, there will be little scope for the FCA to let the rules “bed in” for 3 years or more if they were seen to be permitting continued greenwashing. 
Q4: Do you agree with the labelling and classification system set out in Figure 3, including the design principles we have considered and mapping to SFDR? We welcome views on further considerations and/or challenges.
We broadly support the categorisation of products. However, we would make 2 specific suggestions about the categories themselves and some further considerations about the mapping over to SDR. 
[bookmark: _Hlk87887629]In relation to the categories, first, we suggest the removal of “responsible investment” as a category and the renaming of “not promoted as sustainable” as “not promoted as meeting UK sustainability criteria” or similar. Removing “responsible investment” also resolves consumer confusion over whether “responsible” or “sustainable” are higher in the labelling hierarchy, and addresses the logical challenge of why the bottom category ought to be “not promoted as sustainable” rather than “not promoted as sustainable or responsible”. The latter term would be more terminologically consistent but at a cost of added complexity. We explain our thinking on these points in our responses to Qs 9 and 10
Second, we suggest that the “impact” sub-category is retained but removed from the overarching umbrella of “sustainable” and created as a separate “axis” – so that funds may be impact and/or transitioning, or impact and/or aligned, or none of these things. Our view would be that an impact fund is seeking to fundamentally achieve something different from the other funds, in terms of intentionality and measurement which is related to, but different from, the risk management concerns of the transitioning and aligned categories. As we explain in our answer to Q7, we believe that the sustainability of a fund is about its characteristics. The impact of a fund is more about the product or provider’s purpose.
Finally – whilst in broad terms we believe the SDR regime should follow SDR in the underlying data items which are disclosed – we would suggest that the UK’s sustainability labelling regime should be judged on its own merits, rather than seeking to map across to the “accidental labelling” emerging under articles 6, 8 and 9 of the EU’s Sustainable Finance Disclosure Regulation. The adoption of article 6, 8 and 9 has not been without its challenges and the perverse results have been acknowledged by ESMA themselves. 
We are conscious of the limitation of the legislation: for instance, it is undeniable that Article 8 of the SFDR (which relates to products promoting environmental or social characteristics) is designed to capture a very broad and heterogeneous set of financial products, allowing a broad spectrum of sustainability strategies with differing levels of intensity within that category. This could make investor understanding of different types of products and strategies challenging or worse lead to greenwashing.[footnoteRef:3] [3:  Retail investors’ challenges: what investor protection safeguards should accompany increased retail participation in capital markets? Natasha Cazenave, ESMA  - 17 September 2021] 

Indeed, whilst the mapping shown in paragraph 3.12 is helpful for illustrative purposes, it should not be an expectation that funds with an EU SFDR categorisation can automatically be “passported” over to a corresponding UK investment label. The UK model should be free-standing, with every fund meeting the UK labelling requirements. 
Q5: What are your views on ‘entry-level’ criteria, set at the relevant entity level, before products can be considered ‘Responsible’ or ‘Sustainable’? We welcome views on what the potential criteria could be and whether a higher entity-level standard should be applied for ‘Sustainable’ products. We also welcome feedback on potential challenges with this approach.
Overall we favour entity-level standards, but we do have concerns over how these would be assessed robustly and objectively. 
On the face of it, there is an inherent clash between “a sustainability product classification system to be supported by objectively and clearly defined criteria that allow for clear differentiation between categories”, which we agree with, and entity-level criteria “to ensure that arrangements relevant to the processes, resources and decisions applied in the management of the product also meet a minimum threshold of sustainability-related criteria… [which] could include matters relating to systems and controls, governance, ESG integration and stewardship.” 
Such latter criteria are going to be difficult to set objectively and clearly, which means that such entity level tests could become a barrier to the certification referenced in Q3, and will in turn stifle innovation by lending an advantage to entrenched providers. It might be the case that the entity-level disclosures referred to in paras 4.18-4.22 are sufficient for engaged investors, and a consumer would be satisfied by a product label which described what the product did. 
If the FCA were minded to set some entity-level criteria, we would encourage them to consider objective and light touch filters which re-use existing data, rather than additional laborious process reporting. 
We would float 2 possible examples of these, although each has its own challenges. One would be Stewardship Code signatory status, although we would highlight that the duties of reporting here are far from negligible and may lose some niche or boutique managers, as well as smaller overseas managers who are otherwise producing sustainable products[footnoteRef:4].  Another would be a certain minimum level of spend on stewardship within the organisation – for example a minimum company-wide spend of 1 basis point of the assets under management. Whilst such a measure may be game-able in a limited way - and will become more complicated with the increasing integration of stewardship – the measure remains effective as an overall guideline. For example, firms would not be able to re-classify whole swathes of customer relations staff as “doing stewardship”.  [4:  Such measures are again open to controversy. One large asset management firm received signatory status whilst being sued for greenwashing in other jurisdictions. Other managers appear to have failed to reach signatory status based on a failure to understand the submission process, although the latter may well be teething issues. ] 

We do not think signatory status to NGOs such as PRI should be a filter. Neither would we favour meeting other voluntary “codes” set by trade bodies or conformity to British Standards. The cost of sustainability labels should not include entry or membership fees, and the BSI work programme is too costly, impact-focused and subjective to be a reliable guide. 
Q6: What do you consider to be the appropriate balance between principles and prescription in defining the criteria for sustainable product classification? We welcome examples of quantifiable, measurable thresholds and criteria.
We welcome the strong focus on quantifiability, measurable thresholds and criteria in the FCA’s emerging proposals. 
We agree with the criteria for a product to be labelled as “Sustainable – aligned”. We would suggest an absolute minimum threshold of investments in companies with taxonomy-aligned activities. 
We would be hesitant to propose a specific threshold of taxonomy-aligned activities without a sense of where the UK taxonomy will land, but we would suggest a threshold of at least twice or three times the percentage of sustainability-aligned activities across the economy as a whole. 
Even though this will significantly limit the range of funds which can describe themselves as aligned, a threshold of this level is necessary in order to maintain confidence in the labelling system. There should also be a commitment to review and wherever appropriate increase the threshold over time. Given the significance of the 2020s to action on climate change and wider sustainability concerns such as biodiversity, we suggest a review no less than every 3 years, with a forward-looking guideline increase by a given amount each year (purely for example at least 3 and potentially up to 5 percentage points per year). So for example, if an initial threshold of 25% were set for the percentage of investments in taxonomy aligned activities, this would increase to at least 34% and ideally 40% by the time of the first review.  A triennial FCA-led review could set the future rate of increase in the threshold upwards or downwards depending on how quickly the low carbon transition was proceeding. 
Given that we need to reach 100% alignment by 2050 and the increase needs to be more rapid in the early years as investors identify the “low-hanging fruit” of the transition to sustainability, such a rapid increase is ambitious, but necessary. 
In relation to the “Sustainable – transitioning” category, we are broadly supportive, but we would suggest strengthening in a number of areas as per the below. Additions are shown in orange, deletions are struck through.

Evidence of sustainability characteristics, themes or objectives that are reflected fairly and consistently in the investment policy or strategy and may must include at least one some combination of: 
• restrictions to the investible universe, including investment limits and thresholds
• screening criteria (positive or negative)
• the application of sustainable benchmarks or indices and expected or typical tracking error relative to the benchmark 
• significant active selection of investments based on opportunities, or deselection of investments based on risks
• the entity’s stewardship approach as applied to the product [although this would sit better as an entity level requirement, rather than a product level one, if the FCA choose to introduce the former].

We suggest changing “may” to “must” to indicate that a firm should not be able to certify as sustainable based solely on one or more criteria entirely missing from the FCA’s list. However, the list above may not be completely comprehensive, and the first 3 items as drafted all sound rather more geared towards a rules-based, systematic investing approach. We have added “active selection or deselection of investments” to reflect a more active investment approach. 
In addition, given the expectation that these products “pursue strategies that aim to influence underlying assets towards meeting good sustainability practice over time, for instance through active and targeted investor stewardship”, we recommend that such products should target an increase in the % of taxonomy-aligned activity. We would suggest that this is set at a minimum a little above the global investable economy in the first year, with an expectation of increasing by 5 percentage points each year (so purely for example, rising from 10% in year 1 to 25% after 3 years). 
Otherwise the expectation of influencing has no teeth. Funds should not be able to self-certify as transitioning whilst making limited progress based on poor-quality, but impossible-to-assess or -verify, stewardship.
There are likely challenges in relation to defining adequate standards of stewardship, ESG integration or the active selection or deselection of investments. We have made suggestions in relation to stewardship above – but ultimately some other soft measures are likely to rely on judgment calls, with consequent risks of gaming. 
This is why hard and ambitious thresholds for taxonomy aligned activities which increase over time are essential – they will do the majority of the heavy lifting in determining whether funds are objectively transitioning, aligned, or make no such claims. 
Q7: Do you agree with these high-level features of impact investing? If not, why not? Please explain, with reference to the following characteristics:
• intentionality
• return expectations
• impact measurement
• additionality
• other characteristics that an impact product should have
We agree that this is a very important conversation to have, and to achieve a shared clarity on how the FCA defines impact, as the term currently encompasses a range of product types and means different things to different people. For example, for some funds and investors, the primacy of achieving positive impact may bring the need to forgo some investment return. 
We agree that enterprise impact, financial impact and non-financial impact all exist. However, there are differences between enterprise level impact, which is more straightforward to measure in at least certain dimensions – how much renewable energy generation is attributable to my holdings? How many houses did my social housing fund build? – and financial or non-financial impact, which face much more significant challenges to reliable or proportionate measurement.
In relation to financial impact, there is a marginal impact to the cost of capital from an investor buying more or less equity or debt on the secondary markets. However, such a calculation is complicated, assumption-laden, sensitive to the size of the investment, and particularly complicated across a diversified portfolio. The additionality from purchases on primary markets is also challenging. Sometimes this is categorised as making an investment go ahead which would not have otherwise done so. But investors have no way of knowing whether someone else might have bought the investments at the same price, or at a lower (or higher) price, by how much lower (or higher). 
Non-financial impact through stewardship is also difficult to reliably attribute to a particular investor or claim it as your own. Many investors will wish to claim a role in the same stewardship outcomes. 
Taking this into account, we have some concerns that the bar for funds to be classified as “impact” is challenging to set in any kind of robust form. This partly informs our recommendation in our answer to Q4 to separate impact investment from the sustainability umbrella. The consideration of whether a product is sustainable is more about its characteristics. The consideration of whether a product meets an impact description is more about the provider’s or the product’s purpose. 
Taking FCA’s proposed criteria – all managers will deliver some (difficult to measure) additionality. All funds can also measure some enterprise impact. 
It would also be unfortunate if we limited the categorisation of “impact” to return expectations which were inferior to what was available in the wider market. Many such impact products would be argued by their providers not to give primacy of impact over returns, but to give both equal weight. 
We would suggest that the FCA consider relaxing the strict focus on additionality (which will be impossible to demonstrate) and return expectations (where many investors will want to argue that they prioritise returns, but still “do” impact, or that they give equal weight to each), and instead reframe around 2 main criteria: 
· Intentionality of the investments 
· Efforts to measure and report – in some form – the financial and non-financial impact of their investments [not just the enterprise-level impacts].
Q8: What are your views on our treatment of transitioning assets for:
a: the inclusion of a sub-category of ‘Transitioning’ funds under the ‘Sustainable’ label?
b: possible minimum criteria, including minimum allocation thresholds, for ’Sustainable’ funds in either sub-category?
1. We are supportive in principle of the inclusion of a sub-category of ‘Transitioning’ funds under the ‘Sustainable’ label, and the premise on which this is based. As part of the transition some sectors will shrink, some firms will not successfully transition, and the disruption brought about the move to a net-zero economy may well accelerate that. Investors do not have a civic or financial duty to remain invested in failing companies. However if the UK’s taxonomy broadly matches the EU’s there will be a very low proportion of economic activities which are initially aligned, and considerable potential for a significant tranche of firms who are not currently aligned to become so. It is appropriate to capture that in product disclosures, but in such a way that does not itself embody greenwashing. 

1. We have covered minimum criteria for sustainable assets above in our response to Q6. We would propose that the same criteria apply for transitioning funds, with the exception of a lower minimum threshold for taxonomy-aligned activities for transitioning assets. As explained in Q6, we would argue for a ratcheting up over time, on the same principle as set out for aligned funds – with short-term – up to 3 year – increases set out in rules, along with forward-looking guidance on medium and long-term increases which would be reviewed and incorporated into FCA rules on a triennial basis. For example, if the minimum initial threshold of sustainable activities were – purely for illustration – set at 10% in the first instance, this would increase by 5 percentage points each year to 25% within 3 years of initial coming into force, at which point an FCA-led review would set the future rate of increase in the threshold upwards or downwards depending on how quickly the low carbon transition was proceeding. 

We would urge against a threshold which at any time became so low that a pure market-cap weighted index fund without significant exclusions were to meet the definition of transitioning as this would dramatically extend the range of funds claiming transitioning status on the basis of quite subjective and hard-to-verify claims over stewardship. Funds meeting “transitioning” status need to be at least part-way further down the road to decarbonisation than listed markets as a whole. 

As in our response to Q6, funds which do not meet the new threshold for sustainable economic activities should be required to strip labels, rather than to make use of any concept of “grandfathering” – once sustainable, forever sustainable. 
Q9: What are your views on potential criteria for ‘Responsible’ investment products?
As set out above, we are unconvinced that a responsible category adds any value. It will be extremely difficult to set the criteria for any such category to create a meaningful distinction for consumers choosing between products invested in the same asset class which are termed “responsible” and “not meeting UK sustainability criteria”. 
Rather the likelihood is that funds will cluster in “responsible” or in “not promoted as sustainable” categories, based on the costs of compliance with reporting and verification. If the burdens of reporting are low, funds will congregate in the former. If they are high, they will gather in the latter. It will not be an informative distinction for savers. 
The sorts of features described as responsible in paragraphs 3.38 – ESG integration or stewardship at entity level and so forth – are really bread-and-butter matters for fund managers which do not on their own terms merit a specific fund label.  
We therefore encourage the FCA to consider reducing the label range to 4 by abolishing the responsible category.
Q10: Do you agree that there are types of products for which sustainability factors, objectives and characteristics may not be relevant or considered? If not, why not? How would you describe or label such products?
Yes we believe there are such products. For example, we believe market cap weighted index tracker funds should sit in this category. Furthermore, whilst consideration of ESG risks is becoming mainstream, the mere fact of taking account of a group of financially material risks relating to the environmental, social or governance factors does not and should not in any proposed fund labelling regime allow the fund to be considered automatically as “sustainable”. This is just sensible risk management which should be practiced by all investors. 
We would suggest that products are simply labelled as “not promoted as meeting UK sustainability criteria” or similar terminology.
It is preferable to use this formulation as there may be other aspects of the product which the producers want to refer to – factually and accurately – which are in themselves sustainable, whilst not meeting the FCA’s sustainability criteria. Such actions, which could be useful for certain consumers or institutional investors, could risk falling foul of promotional rules. 
It therefore appears better to make the description entirely factual – in effect, that a set of conditions prescribed by regulators is not met by the product. 
However one unintended consequence which regulators and industry should remain alive to is the possibility that savers choose products with the wrong risk/return objectives by prioritising sustainability labelling over all criteria in their fund selection. Sometimes this might drive savers to excess risk, as it will potentially be harder for sovereign bonds to demonstrate taxonomy alignment. But there would also be opposite effects, such as patchier data for emerging markets meaning that EM equity and debt funds are less likely to demonstrate taxonomy alignment than developed market counterparts. We should seek to mitigate this risk by maintaining a focus in regulations and product communications on using labelling to make selections between products with a similar risk/return profile, and not where the products have quite different objectives. 
Q11: How do you consider products tracking Climate Transition and Paris-aligned benchmarks should be classified?
We would take the general view that products tracking such benchmarks should get no “shortcuts” to a particular sustainability label. Following such a benchmark gives no guarantees that the products meet particular minimum thresholds on sustainability, that they are carrying out stewardship or ESG integration of any of the other activities. 
Whilst some firms might argue that this adds burdens by requiring them to seek additional certification or carry out additional reporting for funds which are already tracking a benchmark, the assessments are fundamentally different – both benchmarks only assess climate impact, not sustainability as a whole. And if hybrid approaches were pioneered – such as allowing such products to bypass certain other requirements as long as the taxonomy threshold were met – it would create incoherent outcomes by giving funds a “way in” to the SDR with the benchmark easement, only to be thrown out again on the basis that the benchmark doesn’t – and needn’t – have that proportion of sustainable activities.  
This in turn would in turn be likely to create pressure to move around thresholds for “transitioning” and “aligned” labels to better align with benchmarks created for a completely different purpose. We would therefore encourage the FCA to treat climate benchmarks as entirely separate and distinct from sustainability labels. 
Q12: What do you consider the role of derivatives, shortselling and securities lending to be in sustainable investing? Please explain your views.
We would agree that shorting is an alternative way by which an investor making asset allocation decisions might claim to be managing sustainability risks in their own portfolio. 
However, we would not favour treating the shorting of an unsustainable stock as equivalent to going long in a sustainable one. An investor should not be able to meet the sustainable-aligned classification on the basis that a percentage of its holdings were short positions in unsustainable firms. In any case, the UK Government’s green taxonomy is not as yet creating a taxonomy of polluting companies by which any such threshold could be judged. 
More importantly, it is unlikely that shorting can deliver any real-world impact. For every one who shorts the stock there’s someone going long from whom the stock has been borrowed. The risk, and the opportunity for return, has simply been transferred from one holder to another. [This is a quite different point from that made elsewhere, including in Q7 above and Q13 below – there is a marginal but difficult to calculate change in the cost of capital to the investee firm from a buying or selling decision. There is no change at all in relation to shorting].
In addition, the scope to undertake stewardship is significantly less when stocks are not held. 
In conclusion, whilst limited shorting should not on its own prevent a product from being labelled as sustainable, any minimum thresholds of taxonomy-aligned activities should be met in relation to the whole portfolio. So the greater the share of the fund’s asset value which was accounted for by short positions, the harder it might be for the fund to meet a threshold of taxonomy-aligned activities in relation to its long positions. In addition, a fund which has adopted very significant short positions (say, more than 20% of the gross assets) will have compromised both its real-world impact and its ability to carry out stewardship with the fund assets to the extent that it should not be able to carry a sustainability or impact label. 
Similarly, we do not believe the use of derivatives and stock-lending should automatically preclude products being labelled as sustainable, or entities meeting underlying criteria for their products to be labelled in this way. Both of these activities have a place to help investors more effectively invest and manage money for clients. 
With derivatives, “look through” should be permitted to identify the proportion of sustainable activities in the underlying assets, where these are identifiable. In the case of derivatives which do not correspond to underlying assets, such as interest rate swaps, it would be reasonable to disregard these for the purposes of calculating overall taxonomy alignment. 
We suggest that stock-lending should be treated in a similar way to shorting. Any stocks in relation to which voting rights are not retained should not qualify as a sustainable activity, for the purposes of determining whether the taxonomy-aligned activities are met. And where at any one time, a significant proportion of the stock are lent – say, more than 20% - the product will have compromised its ability to have a real world impact to the point that it should not be able to carry a sustainability or impact label. 
More broadly, rather than very detailed or prescriptive rules, what is needed longer term is work by the FCA, as part of its growing and welcome sustainability focus, is to make these activities more transparent and sustainable. There is still a lack of liquid ESG derivatives, as well as persistent poor transparency in stock lending, and the lack of advancement puts these activities at odds with good sustainability performance. Given that derivatives and stock lending are integral parts of market practice for the foreseeable future, this lack of focus needs to change. We would be happy to discuss our thoughts on this further with the FCA.
Q13: What are your views on streamlining disclosure requirements under TCFD and SDR, and are there any jurisdictional or other limitations we should consider?
We strongly favour the integration of SDR with existing and upcoming disclosures on TCFD. Broadening TCFD entity-level and product-level disclosures to encompass climate impacts, and wider sustainability impacts, risks and opportunities is the least burdensome and the most useful – for both consumers and institutional investors – to produce reporting, as many climate impacts overlap considerably with climate risks and opportunities, whilst many sustainability considerations interact closely with climate considerations. 
Under this proposal, public TCFD product reports and on demand TCFD product reports (as required by PS21/24) would still be produced, they would just be wrapped or folded into a wider set of product disclosures encompassing other aspects of sustainability. 
We would also note that in paragraph 4.3, there is a reference “cover[ing] the impact firms and investment products are having on the environment and society.” It is important here to distinguish between the impact of investee firms and the investor. E.g. whilst buying equity on secondary market would mean that a share of the impact had by the investee company would become attributable to the investor, the impact of the investor itself would be a reduction in the cost of capital which would be  difficult to calculate. 
We would suggest that the focus of SDR and product labelling in relation to the sustainability of funds – whether transitioning or aligned –– should rely on the sustainability impact of the investee companies, and the sustainability of fund and firm objectives, rather than the complex calculation of the product’s impact on the environment and society. Such in-depth crunching of marginal movements in costs of capital, which would likely put sustainability labelling out of reach of all but the most well-resourced fund managers and render FCA supervision almost impossible.
Q14: What are your views on consumer-facing disclosures, including the content and any considerations on location, format (eg an ‘ESG factsheet’) and scope?
We support consumer-facing disclosures, and broadly agree with the items listed in the bullets under paragraph 4.6 - investment product label, product objectives, including specific sustainability objectives, the investment strategy pursued to meet the objectives, including sustainability objectives, the proportion of assets allocated to sustainable investments, approach to investor stewardship and wider sustainability performance metrics. 
We fully accept that objectives and strategies will necessarily be narrative, but general fund objectives and strategies are often prone to being generic “boilerplate” text which delivers little additional information on what the managers are seeking to achieve. 
We would therefore encourage the FCA to consider quantitative over narrative-only disclosures in relation to processes and outputs. For example, in relation to stewardship, firms can go significantly further than narrative, including by reporting % of votes cast, % votes against management resolutions, % votes in support of shareholder resolutions at product level, as well as appropriately categorised engagement statistics. Whilst this kind of data is not the whole story, it will give more of the story than if firms are permitted to rely wholly on narrative reporting alone. 
We support making pooled fund product disclosures available publicly by presenting them on or linking them from firm websites. We agree in principle with the use of a sustainable investment factsheet – we recommend this terminology over ESG – so that a product making “green claims” is able to produce a supplementary discrete disclosure, whilst a product which does not make any such claims is able to rely on existing factsheet requirements. 
We also support the public provision of such factsheets for institutional investor-only funds, as well as on-demand provision for segregated mandates, to allow pension scheme trustees and others to: (a) compare such products on a common basis with those that are also made available directly to consumers; and (b) use them in their own reporting and engagement with beneficiaries. As institutional reports will in any case build on consumer-facing disclosures, we do not see making public the “first step in the staircase” as an unwarranted burden. 
It is not in any way contradictory to publish such documents for products which are not made available to consumers. The FCA could simply require that firms produce a single institutional-facing report which includes both “level 2” and “level 3” disclosures.
More broadly, we are strongly supportive of evidence-based approach including user testing. We welcome the FCA committing to this, rather than relying solely on stakeholder engagement and consultation, to ensure any proposed communications are effective. 
Q15: What are your views on product-level disclosures, including structure, content, alignment with SFDR and degree of prescription?
We support integrating product-level sustainability disclosures with TCFD product-level disclosures, rather than separate disclosures. We also support the adoption of a similar structure to product-level disclosures for sustainability impacts to that used for TCFD – namely strategy, including scenario analysis and metrics. 
As with TCFD reporting, we would favour a form of reporting analogous to climate scenario analysis to sustainability. This would encompass the analysis and disclosure of financial risks, and where possible impacts from different scenarios in relation to other sustainability criteria – not just in relation to climate. For example, there will be scenarios where biodiversity loss is addressed by a combination of levers (specifically policy but also business and consumers), analogous to a low-carbon transition scenario, and those where it is not (analogous to no or limited low carbon transition, in which impacts are systemic and ultimately more serious. We accept however that such disclosures are likely to be qualitative in the first instance. 
We agree with the proposed disclosures floated in the bulleted list under paragraph 4.16, including information on data sources, limitations, data quality; further supporting narrative, contextual and historical information; further information about UK Taxonomy alignment; and information about benchmarking and performance. We also support the use of Principal Adverse Indicators under SDR – although depending on the eventual nature of these, it may be that these can also be provided on consumer-facing disclosures. 
There may also be benefit in providing lower-level quantitative metrics which are less usable for retail investors – this could include information such as index construction, the use of tilts and exclusions, as well as – where appropriate – benchmark divergence. 
Finally, FCA may wish to consider allowing space for other metrics specific to the fund objectives – for example, certain SDG indicators in relation to impact funds. 
Q16: What are your views on building on TCFD entity-level disclosures, including any practical challenges you may face in broadening to sustainability-related disclosures?
As with our response to Q15, we favour wrapping entity-level TCFD disclosures into wider sustainability disclosures. 
Nest would likely make more use of product level disclosures in our own decision-making and monitoring than entity-level reporting of governance and risk management. Most mainstream firms will produce a wide variety of products with very different objectives. This means that whilst consideration of governance or risk management processes are in and of themselves useful, the way in which common approaches is factored are applied to divergent strategies offer institutional investors less immediate benefit than details of the strategy, how these respond to different scenarios, the targets and associated metrics themselves. 
So if there is a limited “burdens budget” to share around it would be more helpful to focus on products. 
Q17: How can we best ensure alignment with requirements in the EU and other jurisdictions, as well as with the forthcoming ISSB standard? Please explain any practical or other considerations.

It is difficult to offer views on this question whilst we are awaiting the UK’s final SDR proposals (which will need to be agreed on a cross-government and regulator basis, rather than by the FCA alone) and the building out of the ISSB standard, given that the prototype published during COP26 largely echoes TCFD by focusing on climate risk and opportunities alone, largely echoing the implementation of TCFD.
In general terms Nest supports broad alignment with other international disclosure regimes including the EU’s SFDR and the reporting standards emerging from ISSB. This means minimising divergence in the first place, through the application of a ‘high bar’ to alternative approaches, combined with the provision of authoritative guidance which clearly identifies the nature of the divergence, making it as easy as possible for investors or their service providers to home in on the points of difference and recalibrate their reporting; and by offering a clear rationale for each instance of divergence. It may be possible to do this through the provision of an industry tool using a machine readable format.
All that said, we do support additional product level disclosures grounded in the EU’s SFDR where it provides decision-useful information to allow institutional investors and consumers to select products and monitor their performance. But we would not favour stripping away product or firm level disclosures unless there were extremely strong reasons for doing so. These would leave investors with a “patchwork quilt” of coverage, with more granular data in relation to products marketed in the EU that were entirely absent for alternatives marketed only in the UK. 
Q18: What are your views on the roles of other market participants in communicating sustainability-related information along the investment chain?
We do not have views on IFAs. 
We would note that FCA regulated investors first of all need clear, consistent and comparable disclosures from investee firms in order to produce sustainability-related information of sufficient quality to produce their own sustainability labels and consumer- and institutional-facing disclosures. This includes information on taxonomy alignment of different parts of investee firms’ businesses, but also applies to any other raw data which forms the basis of firm disclosures. This needs to happen ahead of any mooted fund labelling regime. 
We are also interested in understanding the FCA’s emerging thinking in relation to pension schemes. Whilst occupational pension schemes are outside the remit of the FCA, personal pension providers are in scope of the emerging proposals. 
As the vast majority of contributions made to workplace pension saving are directed to default funds which are themselves made up of several funds, there will be obvious challenges in aggregation of funds with different certifications within a target date funds or lifestyling arrangement. 
Would it be appropriate for a personal pension provider (and by extension when DWP regulate, an occupational pension scheme) whose default fund consisted of a sustainable equity fund, a responsible corporate bond fund and an unrated government bond fund to describe their default as sustainable? Or should they create a new overall disclosure for the default? 
This feels problematic – under the FCA’s emerging proposal, the provider would need to be reporting on a range of entity-level matters in relation to matters such as ESG integration and stewardship which they either carry out in a very different way to fund managers or do not carry out at all. There is also a risk that pension schemes will necessarily hold a range of investments – not only government bonds, buy-in contracts and hedging instruments, but also increasingly in future property, infrastructure, and other real assets – which it will not be feasible to label as being taxonomy-aligned, and therefore ineligible for meeting the definition of “sustainable”. This means that as pension schemes increasingly diversify away from company equity and debt, it will be increasingly difficult for the remaining assets in that category to meet the necessary threshold for the whole fund to be labelled “sustainable”. 
It may be preferable to report the % of the fund which met different labelling standards – with only 5 categories at present, not all of which will apply, this is not impossible to communicate. However, pension schemes will need to be careful not to mislead consumers with their own disclosures – for example if an equity fund accounts for 50% of the default and as a whole and it is judged sustainable, this is quite different from reporting that 50% of the assets are taxonomy aligned.
Q19: Do you consider that there is a role for third-party verification of the proposed approach to disclosures, product classification and labelling and organisational arrangements of product providers? Do you consider that the role may be clearer for certain types of products than others?
In relation to some of the characteristics of product classification and labelling, if the FCA’s requirements are clearly articulated, subject to robust criteria and clearly measurable, then third party verification may well be superfluous. In addition, by adding unnecessary cost, it may put smaller firms off seeking verification, whilst also blurring responsibility for misreporting where it comes to light.
However some measures – for example, ESG integration and stewardship – may benefit from, or potentially even require third party verification. Such verification services must however be subject to close FCA oversight and accompanying regulation, to ward against responsibility for poor quality or misleading disclosures being transmitted outside FCA’s regulated perimeter. 
We would also highlight that the FCA have only a limited opportunity to stop the build-up of public scepticism on greenwashing and maintain consumer confidence. Any such verification should be in scope of the early review, and where wrongdoing is identified tough regulatory action, highlighted as a necessity in responses to earlier questions.
Q20: What approaches would you consider to be most effective in measuring the impact of our measures, including both regulatory and market-led approaches, and should disclosures be provided in a machine readable format to better enable data collection and analysis?
We believe measuring impact of the FCA’s proposals is obviously worthwhile, but it will be extremely difficult to demonstrate additionality – investment decisions which wouldn’t have happened without the SDRs, labelling or the underpinning taxonomy.  
Whilst quantitative tracking of increases in allocations to funds meeting different labelling standards will be useful evidence, it will not demonstrate causality. 
We would suggest that the most viable approach overall – although inherently not wholly reliable - will be to rely on the subjective views of users of the SDR. We note that this should not be limited to consumers, firms and firm groups such as the Climate Financial Risk Forum as referred to in the discussion paper. Pension funds and other institutional investors, as well as retail investors, are an integral audience for these disclosures and should also be in scope. 
We are supportive of machine-readable data formats. To ensure any formats are fit-for-purpose, any standards used should be open and developed efficiently through collaboration and ownership by providers and users of the data across the whole length of the investment chain. 
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