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Transition to hard law: ESG integration
and the EU framework on sustainable
finance
In this article, Oliver Heiland considers the evolving legal framework for sustainable
finance from soft law to mandatory legal obligations and how the EU’s first legally
binding framework for sustainable finance and ESG integration aims to transform its
financial system.

WHAT IS SUSTAINABLE FINANCE?

n

When, in 1987, the UN World
Commission on Environment and
Development defined the concept of
sustainable development in the Brundlandtreport Our Common Future, it created the
nucleus for a global movement centred
around one fundamental question: how can
economic activity be aligned with the needs
and requirements of present and future
generations?
Today, there is almost universal consensus
that sustainable growth and climate change
rank amongst the greatest challenges of the 21st
century. Global frameworks such as the Paris
Agreement on Climate Change (2015) and the
UN 2030 Agenda for Sustainable Development
together with its Sustainable Development
Goals (2015) serve as crystallizing points
for a wide range of stakeholders to consider
what policy, legal and regulatory measures
will be necessary and appropriate to meet the
challenges ahead. Acknowledging the risks
of climate change for financial markets and
financial stability, financial market actors form
part of the response in the transition towards
a greener global economy and sustainable
finance. In absence of a legally defined term,
sustainable finance is broadly understood as
a process taking into account non-financial
factors such as environmental, social and

governance (ESG) considerations for economic
activities, business processes and when making
investment decisions.

FRAMING SUSTAINABLE FINANCE
WITH SOFT LAW
Reflecting the broad implications of
sustainable finance and the corresponding
difficulty in reaching legally binding
agreements, a growing body of principlesbased frameworks, best practices, industry
codes and other legally non-binding
instruments on sustainable finance and ESG
integration has emerged. Co-created by
a multitude of international organisations,
international financial institutions,
non-governmental organisations or industry
bodies, the regulation of sustainable finance
and ESG issues has therefore, with notable
exceptions (eg France pioneered legally
binding carbon disclosure requirements for
listed companies with its Art 173 Energy
Transition Law), been predominantly the
domain of soft law instruments.
The United Nations system has been
instrumental in creating awareness for
sustainability-linked financial risks amongst asset
managers, investment companies, insurance
companies, banks, asset owners and other
financial investors. Building on established
private sector dialogue (UN Global Compact),
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the UN Environmental Programme Financial
Institutions (UNEP FI) in co-operation
with industry stakeholders has been driving
the development of sectoral principles-based
sustainable finance frameworks. These exist for
the investment industry (UN Principles of
Responsible Investment (UNPRI) (2006),
the insurance sector (UN Principles for
Sustainable Insurance (2012)) and the banking
sector (UN Principles for Sustainable Banking
(2019)). These soft law instruments have
in common that they operate with a view to
integrate ESG issues into decision-making
processes and risk management while creating
accountability by target setting and periodic
reporting against the respective framework.
As industry-led initiatives, voluntary
frameworks such as the UNPRI are
ultimately based on the principle of selfcommitment. For the investment industry,
over 3,000 investment institutions
representing approx. US$90trn assets under
management have signed up to UNPRI,
and the principles form part of almost any
investment due diligence (see eg ILPA,
Standardised Due Diligence Questionnaire,
2018). Due to their wide acceptance, these
standards create quasi-binding commitments
despite being legally non-binding.
Conduct-based frameworks, most notably
the UN Guiding Principles on Business
and Human Rights (2011) (UNGP) and
the OECD Guidelines for Multinational
Enterprises (2011) (OECD GME), set
legally non-binding standards for responsible
business conduct for enterprises. The
UNGP address the risk of adverse impacts
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KEY POINTS
When the UN-report “Our Common Future” in 1987 introduced the concept of

sustainability to the international multilateral system, a developmental process began to
integrate sustainability and ESG considerations in financial decision-making.
In the absence of global financial market legislation, a growing body of soft law has formed

promoting sectoral or thematic approaches to sustainable finance based on voluntary
commitments.
Following the EU’s climate pledge under the Paris Climate Agreement and its preparation

to transition to a low-carbon economy, the EU has created the first comprehensive legal
framework for sustainable finance, which will initiate transformational changes for
financial market actors.
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of business activity on human rights by
implementing the “protect, respect and
remedy” framework enshrined by existing
international human rights standards such
as the Universal Declaration of Human
Rights (1948). The OECD GME promote a
risk-based due diligence process as an integral
part of business decision-making and risk
management systems. Both frameworks
will serve as normative underpinning for the
minimum safeguards due diligence in the EU
Taxonomy (see Art 18 EU Taxonomy).
Adding to this body of soft law
instruments generated from within the UN
system are key initiatives from within the global
financial system itself. The Financial Stability
Board (FSB) has been highly influential for
prudential and supervisory authorities as well
as financial sector actors by creating a sense
of urgency for climate-related financial risks
and corresponding disclosures and reporting
(see Recommendations of the Task Force on
Climate-related Financial Disclosures, Final
Report 2017). The FSB’s recommendations
are structured around four core areas, notably
governance, strategy, risk management and
metrics and targets, with a view to increasing
the output of climate-related decision-useful
information to key stakeholders of financial
sector organisations.

THE PREVAILING CHALLENGE FOR
THE PORTFOLIO OF SOFT LAW
INSTRUMENTS
The growing portfolio of soft law instruments
on sustainable finance and ESG has shaped
a common, value-based understanding for
financial market actors, gradually changing
the focus on ESG integration from “if” to
“how”. Taken as a whole, these soft law
instruments cover the entire value chain of
financial market participants: from strategic
level, financial-decision making and risk
management processes to disclosure and
reporting requirements as well as productrelated aspects. Driven by increasing ESG
expectations of the investor community, widely
accepted standards may rise to quasi-binding
commitments. But in the absence of power to
legislate global financial markets, each of these
soft law instruments is necessarily limited
in scope by the respective mandate of the
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sponsor group. What the portfolio of soft law
instruments on sustainable finance and ESG
has not achieved so far is the combination
to form one global standard, with common
methodologies and data points. One of the
prevailing challenges therefore remains the
comparability of different standards, yielding
accurate and consistent high-quality data
points at a larger scale for decision-useful
information for investors.

HARDWIRING SUSTAINABLE
FINANCE: THE EU’S NEW LEGAL
FRAMEWORK ON SUSTAINABLE
FINANCE
With the Action plan on Financing Sustainable
Growth (2018) (Action Plan) and the
European Green Deal (2019), the EU has
initiated policy measures aimed at meeting
its climate targets committed under the Paris
Climate Agreement. While the European Green
Deal maps out the EU’s strategy to becoming
the first climate-neutral continent, the Action
Plan details the EU’s comprehensive legislative
efforts to set new standards for sustainable
finance. At the heart of the Action plan stands
the EU’s ambition to create a comprehensive,
legally binding framework for sustainable finance
with two key regulations in the areas of
sustainability classification and sustainable
finance disclosure. The EU legal framework on
sustainable finance (EU Framework) will be
a major work in progress over the next years,
gradually shaped by delegated legislation and
longer-term efforts to also create voluntary
standards for green financial retail products and
new green bond standards.

TAXONOMY AS CENTREPIECE OF
THE FRAMEWORK
The EU Taxonomy Regulation (Regulation
2020/852/EU) (EU Taxonomy) entered
into force on 12 July 2020. The regulation,
in the broadest conceivable manner, aims
to establish a common language for all
actors in the financial system to set out the
degree economic activities can be considered
environmentally sustainable. The regulation
will therefore gradually create a unified EUwide classification system for environmentally
sustainable activities, which will serve to
inform investment decisions and create

transparency for risks and effects coming
from a changing climate.
The EU Taxonomy has a broad scope of
application and will apply to financial market
participants offering financial products
in the EU. The regulation will effectively
cover a wide range of EU regulated financial
market participants such as investment
firms, asset managers and pension funds
and, to a limited extent, insurance companies
offering insurance-based investment
products and credit institutions providing
portfolio management. It also covers issuers
of financial products or corporate bonds,
which are marketed as environmentally
sustainable. In addition, the EU Taxonomy
has substantial cross-over with other legal
instruments, including the EU Non-Financial
Reporting Directive (Directive 2014/95/EU)
(NFRD). Starting from 1 January 2022, large
companies including banks and insurance
companies will need to qualify, quantify
and state the proportion of turnover, capital
expenditure and potentially operational
expenditure aligned with the EU Taxonomy
in their non-financial statement.
The EU Taxonomy’s focus at this stage is
on environmental objectives and it does not
(yet) directly incorporate social objectives.
Activities qualify as environmentally
sustainable if they satisfy a four-step test.
First, activities must contribute to one out
of six environmental objectives including,
amongst others, climate change mitigation
and adaption or the protection of biodiversity.
Second, compliance with technical
screening criteria will be required, which
will be developed over time by the European
Supervisory Agencies EBA, EIOPA and
ESMA (ESAs) and expected to be available
in a first wave for the climate change and
climate adaption objectives from 1 January
2022. Third, contributing activities must
at the same time not significantly harm
any of the other environmental objectives
(“Do not significantly harm”-principle).
Fourth, the activity must pass a minimum
social safeguards due diligence, creating the
nexus to sustainable soft law, the OECD
GME and UNGP. As stipulated in recital
(35), compliance with international minimum
human rights and labour standards will be a
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condition for economic activities to qualify as
environmentally sustainable.

CORRESPONDING SUSTAINABLE
FINANCE DISCLOSURE
The EU Sustainable Finance Disclosure
Regulation (Regulation 2019/2088/EU)
(SFDR), which will apply from March 2021,
corresponds with the EU Taxonomy, even
though these two pieces of legislation are not
yet fully aligned. The SFDR’s objective is to
provide clarity and consistency on taxonomybased disclosure on how financial market
participants integrate ESG factors in their
wider business processes. Disclosures will
be required at company-level as well as on
product-level. At company-level, financial
market participants will need to prepare
an adverse impact statement, which will
be published on the company website. The
statement must outline the due diligence
processes applied to identify any adverse
impact of investment decisions on the
sustainability factors or, in the transition
period following a “comply-or-explain”
approach, providing reasons why no due
diligence is being conducted.
At product-level, disclosures will be
required along the entire product lifecycle,
from pre-contractual disclosures, product
website disclosures to periodic disclosures
for products. The disclosures follow the
“how” (how has the EU Taxonomy been
used in determining the sustainability of
the underlying investments?), “what” (what
environmental objective does the investments
contribute) and “to what extent”-approach
(what proportion of underlying investments
is taxonomy-aligned). The Regulation will
be subject to further detailed disclosure
requirements to be adopted by delegated
legislation.

NEW RULES FOR LOW CARBON
BENCHMARKS, GREEN BONDS
AND GREEN RETAIL FINANCIAL
PRODUCTS
The Low Carbon Benchmarks Regulation
(EU) 2019/2089) introduces two new
prescribed categories (the EU Climate
Transition Benchmark and EU ParisAligned Benchmark) which aim to reduce

the risk of greenwashing and to introduce
tools allowing for a comparative analysis of
low-carbon benchmark methodologies. The
regulation obliges benchmark administrators
to disclose how the key elements of the
benchmark methodology reflect ESG factors
(ESG methodology disclosure), how ESG
factors are reflected in each benchmark in
the benchmark statement (ESG benchmark
statement) and the degree of alignment with
carbon emission reduction targets (Paris
Agreement statement). The Regulation will
take effect in a cascaded manner until
31 December 2022, subject to further detail
by delegated legislation.
As part of the EU Action Plan, the
Commission also envisages two new
voluntary product standards. For green retail
financial products, there is work in progress
to use the existing EU Ecolabel framework
(EU Regulation 66/2010), which is based
on a voluntary award scheme to promote
environmental-friendly products. The award
could, inter alia, be available for PRIIPSregulated retail financial products such as
UCITS and unit-linked life insurances which
can be marketed in the European Union (see
Joint Research Centre, Development of EU
Ecolabel criteria for Retail Financial Products
Technical Report 2.0, January 2020). The
EU Green Bonds (EU-GBP) are currently
under consultation and are expected to
constitute a new bond standard linked to
the EU Taxonomy alongside existing market
standards (eg China’s Green Bond Guidelines
or ICMA’s Green Bond Principles). At this
stage, the EU-GBP do not envisage creating
a direct impact for issuers under the EU
Taxonomy or EU Disclosure Regulation,
unless the issuer independently falls under
the definition of financial market participant.
Four core components require the issuer:
to finance green projects with taxonomy
aligned use-of-proceeds;
to
 produce a specified green bond
framework including a taxonomy-aligned
bond strategy and pipeline of green
projects;
to
 provide decision-useful information
on allocation and impact; and
to
 arrange for an independent
verification by an approved verifier.
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OUTLOOK AND CHALLENGES
The EU’s declared goal to shift more capital
flows towards more sustainable activities
mandates a holistic approach for the new
legal framework, which is reflected by
the chosen system-approach. Creating a
unified classification system is a first step
which serves as a reference point for the
economic activities, business operations
and investments of a wide range of financial
market participants. It constitutes a largescale and transformative undertaking,
which will require significant effort and
time to materialise. On the pathway to full
implementation of the new legal framework,
the EU needs to manage a wider range of
inward and outward facing challenges to
create an effective and globally recognised
standard.

INNER CHALLENGES: REGULATORY
HARMONISATION OF THE EU
FRAMEWORK ON SUSTAINABLE
FINANCE
The ESAs have already identified that
harmonisation efforts will be required to
address shortcomings in the regulatory
interplay between the EU Taxonomy and
the SFDR, eg with regard to a different
understanding of the concept of “do not
significantly harm” or the definition of
“sustainable investments” (see ESAs, Joint
Consultation Paper, ESG Disclosures,
23 April 2020). In addition, given the crossmarket approach of the EU Taxonomy,
regulatory convergence will also be required
with existing EU financial market regulations
(eg AIFMD, MIFID II, UCITS, IORP).
Both will be relevant when building out
the EU framework further with delegated
legislation over the next few years.

TRANSITION TO HARD LAW: ESG INTEGRATION AND THE EU FRAMEWORK ON SUSTAINABLE FINANCE

Feature

OUTER CHALLENGES: REGULATORY
CONVERGENCE AND GLOBAL
STANDARD SETTING
The EU framework on sustainable finance
is part of a global movement towards ESG
integration, disclosure and reporting,
predominantly promoted by soft law
standards. On country-level, China
has already been pursuing a thematic
approach with its green bond guidelines
September 2020
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(2015). In the US with its traditional
market-based approach to ESG disclosure,
the EU framework triggered renewed
calls for regulatory-led initiatives (see
Recommendation of the SEC Investor
Advisory Committee Relating to ESG
Disclosure (21 May 2020)). Given its holistic
cross-market approach, the EU framework
constitutes the first global comprehensive
sustainability framework with a legal
underpinning. The EU framework will also
trigger certain extraterritorial effects for
actors and investments outside the EU
(see Taxonomy: Final report of the Technical
Expert Group on Sustainable Finance
(March 2020), p 49). This will affect,
eg NFRD-reporting companies with
business operations outside the EU or require
non-EU managers marketing alternative
investment funds in the EU to disclose
integration of sustainability risks (Art 6
SFDR). With globally integrated capital
markets, the new EU framework will send
a strong signal to other countries. However,
the international recognition of the new
EU framework on sustainable finance as a
global standard will, amongst others, hinge
on international co-operation and coherence
with existing international standards. As
already outlined, the framework will reflect
existing international soft law standards, such
as the OECD GME and UNGP and will
build on the work of the FSB on climaterelated disclosures. With a view to engage
and co-ordinate on the further development
of taxonomies, the EU in October 2019
launched the multilateral International
Platform on Sustainable Finance. The
platform includes, amongst others, China,
India and Canada and represents 50% of
the world’s greenhouse gas emissions and
population. The further development of the
EU framework based on international
co-operation and in coherence with
international standards will facilitate its
recognition as a global standard, which could
potentially inspire its use as a blueprint for
other countries in their transition to legally
binding ESG requirements.
n
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