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We think the standards would set a high bar for sustainability
disclosure and drive development of other frameworks globally
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Long-awaited standards: A year after the European Commission’s adoption of the
Corporate Sustainability Reporting Directive (CSRD), the European Financial
Reporting Advisory Group (EFRAG) has launched a consultation on mandatory
reporting standards. All large and listed companies are expected to report their
audited sustainability information in accordance with the proposed standards. We
think the potential standards represent one of the most comprehensive disclosure
requirements around the world, underpinning the EU’s sustainability goals. In our
view, they are likely to influence sustainability disclosure across different jurisdictions.
Delivering EU sustainability goals: With the interconnection between other EU
sustainability initiatives like the EU Taxonomy and Emissions Trading System (ETS),
we think the draft standards would support and complement the EU’s sustainable
development plans, particularly its climate and biodiversity strategies, as companies
would be required to disclose their transition plans towards a biodiversity-positive and
climate-neutral economy, along with a set of concrete metrics and targets.
Enhancing clarity: Under the principle of double materiality, companies would be
required to produce forward-looking reports, highlighting the sustainability impacts
of their operations and the financial impacts of sustainability issues. We believe
these impacts are interrelated and the enhanced disclosures could facilitate the
process of integrating ESG factors into investment decisions making and analysis.
Issues to watch: Climate-related disclosures are a focus of the draft standards. In
addition to the recommendations of the Taskforce of Climate-related Financial
Disclosure (TCFD), EFRAG proposes more rigorous and more finance-related
requirements such as locked-in emissions, value chain (scope 3) emissions and
potential liability derived from the EU ETS. The draft standards also embrace
biodiversity disclosure by proposing measurable targets and metrics which would
improve the tracking and monitoring of issues related to nature-based solutions. The
potential disclosures also touch upon broader issues such as gig workers, value
chain management and corporate governance. Besides the challenge for
companies accurately reporting on such broad topics, we think it is a big step towards
providing better sustainability disclosure for investors and other stakeholders.
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Corporate Sustainability Reporting Directive
Last year, the European Commission(EC) adopted a proposal for a Corporate Sustainability
Reporting Directive (CSRD), amending the requirements of the Non-Financial Reporting Directive
(NFRD) which stipulates the disclosure rules on environmental and social matters. The CSRD aims
to improve sustainability reporting and ensure adequate public access to information related to
financial risks and the environmental/social impacts arising from sustainability issues. Regarding the
sustainability reporting requirements, the proposal primarily suggests i.) scope extension,
ii.) assurance of sustainability information, and iii.) alignment to the EU Sustainability
Reporting Standards (ESRS).
All large companies and
listed companies in the EU
would be required to report
sustainability information

Wider scope: The CSRD proposes to extend the reporting requirements to all large
companies with an average number of employees of more than 500 and listed companies
in EU regulated markets with an exception for micro-enterprises1. The impact assessment
of the proposal estimates approximately 49,000 companies would be required to report
sustainability information under the new Directive, while the existing NFRD only covers
around 11,600 companies currently.
Assurance: The proposal also requires the statutory auditor to at least perform a ‘limited
assurance engagement’ on a company’s sustainability reporting, i.e. to express an opinion
of the compliance with the ESRS, the report preparing process, the sustainability
information and indicators reported pursuant to Taxonomy Regulation.
Alignment: In order to ensure the comparability and adequacy of the sustainability
information, the Directive requires companies to report against the ESRS which provides
reporting requirements and standardised indicators. The Standards are expected to be
adopted by the Commission this year.

EU Sustainability Reporting Standards
The consultation: On 29 April 2022, the European Financial Reporting Advisory Group (EFRAG)
launched a public consultation on the draft ESRS with a deadline of 8 August 2022. The consultation
is organised in three sections: i) the overall architecture of the proposed ESRS, ii) the ESRS
implementation prioritisation or phasing-in, iii) the adequacy of disclosure requirements, in order to
ensure the balance between full alignment to CSRD and stakeholders’ expectations.
The standards: The draft standards comprise 2 cross-cutting standards and 11 topical standards
across environment, social and governance topics (Figure 1). The cross-cutting standards are
applicable to all sectors and companies, and should follow the reporting principles and general
reporting requirements stated in the cross-cutting standards. The topical standards set disclosure
requirements such as polices, targets, action plans, and performance management on a variety of
sustainability topics from a sector agnostic perspective. Companies should report against all topics
that are deemed to be material to them and explain any exclusions.

______________________________________
1 According to Article 3 of the Accounting Directive (2013/34/EU), micro-undertakings as undertakings which on their
balance sheet dates do not exceed the limits of at least two of the three following criteria: (a) balance sheet total: EUR 350
000; (b) net turnover: EUR 700 000; (c) average number of employees during the financial year: 10.
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Figure 1:Overview of draft ESRS

Source: EFRAG

The ESRS would make the
EU sustainability initiatives
more complete

Progressing towards a more holistic sustainability strategy
The draft ESRS interlinks with other EU sustainability initiatives such as the EU Emissions
Trading System (ETS), the EU Taxonomy and the Sustainable Finance Disclosure Regulation
(SFDR). The system for the EU Green Deal and the European sustainable finance strategy is
advancing towards completion, in our view. The interconnected EU initiatives would
complement each other and boost the overall effectiveness of the EU’s sustainability objectives.
For example, enhanced corporate disclosure would make the preparation of SFDR filings and
investment analysis of financial institutions more efficient and comprehensive.

Figure 2: How the ESRS interacts with other EU sustainability initiatives
EU sustainability initiative
EU ETS


EU Taxonomy

SFDR



Connection
Mandatory disclosure of share of scope 1 GHG emissions under the EU ETS
Preferred disclosure of potential future liability derived from the EU ETS
Mandatory disclosure of information on proportion of the turnover, capital expenditure and operating
expenditure or on green asset ratio associated with the activities under the EU Taxonomy
The ESRS covers all SFDR Principal Adverse Impacts Indicators

Source: EFRAG, HSBC

Financial and sustainability
impacts disclosure could
promote ESG integration

Double materiality enhances ESG integration
Following the underlying principles of the NFRD, the ESRS adopts the principle of double
materiality, a combination of impact materiality and financial materiality. Impact materiality is
connected to actual or potential significant impacts by companies on society or the environment
over any timeframe. Financial materiality is associated with the financial effects of a
sustainability issue or topic. The draft standards of the International Sustainability Standards
Board (ISSB) are more financial materiality-focused. Both types of materiality should be
determined by the severity and likelihood of the potential impacts. We believe sustainability and
financial impacts are intertwined and can mutually affect each other as well as company
valuation (while most ESG scoring/ratings focus only on financial materiality). Double
materiality-based reports could facilitate the ESG integration process.
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Figure 3: Definition of double materiality

Source: HSBC

Forward-looking report
The proposed ESRS emphasise the details of targets and action plans across various ESG
topics and ensure that policies support the achievement of these targets during a reporting year.
For example, ESRS E1 (Climate) requires companies to include the contribution of different
decarbonisation levers over time in their GHG emissions reduction targets. We believe ESG
issues would affect the future course of a company. The draft standards could enhance the
forward-looking analysis of decisions made by investors and other stakeholders.

More rigorous and specific
climate disclosure

Beyond TCFD
In 2019, the Commission published non-binding TCFD-aligned Guidelines on reporting climaterelated information in order to complement the NFRD. In the draft ESRS, the EFRAG not only
include all recommended disclosures of the TCFD but also urge companies to synchronise their
climate ambition with the EU as companies would be required to disclose a transition plan that
is aligned to the climate neutral economy under the climate goal of limiting global warming to
1.5°C. In addition to climate strategy, the standards require more detailed disclosure of climate
action plans and metrics such as locked-in emissions (estimate of future GHG emissions),
scope 3 emissions and the financial implications of climate risks.
In our view, this proposal is the most robust mandatory climate disclosure regime proposed so
far and it has the potential to set a new level for climate disclosure worldwide. It requires
companies to further incorporate climate factors into their business plans. Companies have to
quantify the financial impacts of climate risk by estimating the potential liability of the EU ETS,
the potential value of stranded assets, cash flows derived from the EU Taxonomy and future
financial effects of material climate risks. We think investors would be better positioned to
understand the climate risks and opportunities embedded in their portfolios.
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Figure 4: The ESRS asks for stricter climate disclosure than the TCFD recommendations
Elements of TCFD
recommendation Additional disclosure requirements of the ESRS
Governance

Climate-related incentive schemes (e.g. remuneration policy and internal carbon pricing scheme)
Strategy

Transition plan to a climate neutral economy and with limiting global warming to 1.5°C

Calculation methodology, data and management of locked-in GHG emissions from products and assets

Cross-reference to the financial statement

Plan for future Taxonomy alignment
Risk management 
More detailed and specific requirements for climate risk identification and assessment
Metrics and target 
Energy consumption, mix and intensity per revenue

Share of scope 1 emissions under EU ETS

Scope 3 emissions by category ((i) upstream purchasing, (ii) downstream sold products, (iii) goods
transportation, (iv) travel and (v) financial investments.)

Absolute GHG emissions target

Cash flow (e.g. turnover, CapEx, OpEx) from the EU Taxonomy

Scope of net zero target

Potential financial effects from its material physical and transition risks (e.g. stranded assets and
potential liability relating to EU ETS)

Taxonomy-alignment ratio
Source: EFRAG, HSBC

The standards suggest three
mandatory metrics in
biodiversity disclosure

A first for biodiversity disclosure
The absence of standardised biodiversity-related metrics has been a challenge for companies and
investors as they try to track and monitor the progress of biodiversity- or nature-related investment.
In this regard, the draft ESRS requires companies to disclose measurable targets on avoidance,
reduction and restoration of biodiversity loss and three performance metrics – pressure, impact and
response (Figure 5). Although the biodiversity disclosure standards are still mostly principle-based,
we see a breakthrough in nature disclosure with the provision of a framework for setting
measurable targets and metrics. We believe the Standards could stimulate the development of
other markets’ disclosure and the nature-related disclosure framework by the Taskforce on Naturerelated Financial Disclosures(TNFD) which released a beta framework in March 2022.
Similar to the climate standards, the draft standards require companies to follow the EU’s
biodiversity strategy and the Post-2020 Global Biodiversity Framework draft by mandating them to
disclose their plan to achieve ‘no net loss by 2030’, ‘net gain from 2030’ and ‘full recovery by 2050’,
aligning to the EU’s strategy. We think this would bolster the biodiversity commitment and
awareness of companies, resulting in a gradual change in market sentiment towards biodiversity.

Figure 5: Mandatory disclosure metrics
Metric
Pressure
Impact
Response

Definition
Material impact drivers that unequivocally influence biodiversity,
ecosystem services and underlying ecosystem
Progress of the companies towards no net loss and net gain in
biodiversity
How the companies minimise, rehabilitate or restore material
impacts on biodiversity and ecosystem

Example
Area of forest or grassland converted
due to urbanisation
Number of a bird species of interest
within a specific area
Area of forest protected or restored

Source: EFRAG, HSBC

More regulations in value
chain management are
anticipated

Reiterating value chain
In a 2019 report, we suggested the climate reporting guidelines were the beginning of a shift in
responsibility across the value chain of a company and its products. We think the draft ESRS
further reflects the significance of value chain management as more disclosure requirements on
value chain management ranging from scope 3 emissions (value chain emissions) to workers in
the value chain. In our view, regulators might ask companies to take up more responsibility on
sustainability practices throughout their value chains in the coming years as seen in the
proposal for corporate sustainability due diligence in February 2022 and the enhanced
disclosure rule.
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Companies would be
required to disclose the
number of gig workers

Yaryna Kobel
Corporate Governance Analyst
HSBC Bank plc

EU should do more on
companies’ succession
planning, in our view

Diversity policy requirement
should avoid “diversity
washing”

Disclosure of evaluation
process and action would
benefit corporate governance
practices
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Gig workers matter
Discussions about the employment status, legal protection and welfare of gig workers have
been growing since the rise of the gig economy. In light of the potential dispute between
platform companies, employees and regulators, the EFRAG proposes that companies shall
disclose the number of non-employee workers in their workforce including self-employed
workers and workers engaged in related “employment activities”. Non-employee workers are
also included in several mandatory requirements along with employees, such as labour policies,
training indicators and fair remuneration, indicating the growing awareness and significance of
gig workers or non-employee workers. We think the proposal could enhance the transparency
of non-employee workers working conditions and treatment, identifying the underlying risks
related to labour practices.

Progression in corporate governance
Since the consultation on sustainable corporate governance requirements and the adoption of the
corporate sustainability due diligence proposal, sustainability and corporate governance practices
seem to be inseparable. We think the disclosure requirements would fill some gaps in the
sustainable governance proposal.
For nomination and selection of the governance bodies, we think the required disclosure on
the process and criteria such as diversity and independence would be positive to companies’
governance practices. However, these disclosures should be part of broader disclosures on
succession planning which is not mentioned in the draft standards. Succession planning
disclosure enables investors to identify the risk of unexpected leadership exits as poor
succession of the executives could have business interruption and sequential financial impacts
on the company.
Diversity has been a focus in corporate governance as it can reduce the risk of groupthink,
optimise board decision-making and improve company performance. The draft ESRS proposes
companies shall disclose their diversity policy applied in relation to governance bodies regarding
gender, age, minority or vulnerable group, education and professional background and other
aspects where relevant. We suggest the word order should be changed to “relevant aspects which
may include…” to avoid a random collection of “diverse” people in the board or management
bodies. Those positions should not be filled for the sole purpose of fulfilling diversity targets, which
might result in “diversity washing”. We think boards should be thoughtful in adding diversity that
supports company ESG commitments, stakeholder and strategic objectives; thus, we think, they
should disclose information on diversity aspects which are most relevant to them but it should not
be a box checking practice.
The draft standards require companies to disclose the process for evaluating the performance of
the governance bodies and actions taken in response to the evaluation. We believe this would
provide investors with greater visibility as to how and when board reviews are conducted.
Nevertheless, we suggest the requirements should be more specific, ensuring the review adds
values and provides investors with insight into board strengths and weaknesses. The standards
should require the objective and scope of the evaluation to be disclosed as a minimum, including
whether it was a comprehensive review of all aspects of the board's effectiveness or focused on
particular factors; if externally facilitated, an explanation should also be provided where the reviewer
has any other connections with the company; outcomes or progress of the actions taken regarding
the evaluation results.
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Company purpose and
culture are not well
addressed in the draft

In general, we think the proposed standards are positive for corporate governance practices but
still have room for improvement. We notice that company purpose and culture is not well
addressed. The draft requires “a description of the mission, vision and core values of the
undertaking, when defined as such, and of the goals and purposes of the undertaking’s in terms
of product and services…”. We, however, think “purposes” here is referring to business model in
context rather than the reason for the existence of a company beyond profits. We think purpose
and culture can help not only to promote better social and environmental outcomes but also
lead to effective decision-making and better financial performance.

What next
After the public consultation for the proposed EU Sustainability Reporting Standards, the
Commission is expected to adopt the standards by 31 October 2022. SME-proportionate
standards nor sector-specific standards are not included in this draft but are anticipated to be
released next year as the CSRD requires the Commission to adopt a set of standards that
specify “information specific to the sector in which a company operates” and “sustainability
reporting standards for small and medium sized companies” by 31 October 2023.
For the legislative process of the CSRD, the European Council2 and the Legal Affairs
Committee of the European Parliament3 adopted their position on the CSRD in February and
March 2022 respectively. The talks with the EU Member States could start after the Parliament
approve its position on the Directive as a whole.

Proposed deadlines for the CSRD by the European Council
Date
31 October 2022
31 October 2023
1 January 2024
1 January 2025
1 January 2026

Action
Adoption of the general standards
Adoption of sector-specific standards and standards for SMEs
Implementation by companies already subject to the NFRD (reporting in 2025 on 2024 data)
Implementation by large companies not subject to the NFRD currently (reporting in 2026 on 2025 data)
Implementation by listed SMEs (reporting in 2027 on 2026 data)

Source: European Council

______________________________________
2 European Council (2022), Council adopts its position on the corporate sustainability reporting directive (CSRD)
3 European Parliament (2022), Companies to be more accountable for their social and environmental impact
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