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Executive summary 
European financial markets provide the credit and financing required for businesses and the public 

sector in the EU/EEA and beyond. Financial markets are fundamental to a successful transition to 

sustainable market activity. Addressing the contribution of EU financial markets to unsustainable 

business practices is vital to realizing the EU’s commitments on sustainability, as expressed for 

instance in the European Green Deal from December 2019. 

The EU has committed to implementing the United Nations Sustainable Development Goals (SDGs), 

including for example the decarbonising of its economy completely by 2050. The SDGs are not based 

on research-based planetary boundaries framework but a political compromise between the UN 

member states. Albeit the SDGs are political instruments and as such controversial and albeit climate 

change is only one, though important part of planetary boundaries and sustainability, even such a 

limited an objective requires rapid and meaningful policy interventions, including the introduction of 

heightened monitoring and regulation of financial markets and their contribution to environmental 

degradation – and channelling investments into sustainability.  

Yet, patterns of investment in unsustainable projects – routinely funded by large EU banks without 

remorse – have not been addressed sufficiently by EU financial regulators, in spite of the introduction 

of the EU Sustainable Finance Initiative (SFI). The SFI (based on the March 2018 Commission 

Sustainable Finance Action Plan) lacks of systematic integration of sustainability factors in the actions 

proposed, limiting focus on selected environmental issues and especially climate, and relies too much 

on the existing incentive structures for private actors in financial markets. Such reliance is unlikely to 

deliver sufficient sustainable investments. The EU has made considerable progress regarding its 

adoption in principle of SFI to prevent ‘greenwashing’ of financial products, so that in future their 

merits can be reliably ascertained. However, there is a danger the SFI will not achieve its goals, due 

to limitations in the proposals under the Initiative. Further, the development of consultative 

processes and an expert group speaks of a genuine commitment to deliver, which may be realized in 

the present EU Parliament and Commission. However, the legitimacy and effectiveness of this EU 

action needs to be assured. 

In this Report the SMART Project presents its analysis and reform proposals on regulation governing 

the funding of investments both in the EU and between the EU and third countries. The regulation 

discussed in this Report concentrates firstly on the banking system, including central banks and 

private banks but also private and public institutional investors, as much of the short-term and 

narrow pressure for maximization of returns to investors comes from the investment supply chains 

of financial markets and institutional investors. Further, the SMART Project proposes revision of the 

European Central Bank (ECB) mandate and operations, guidelines for bank risk assessment, and 

regulation of banks.  

Secondly, the SMART Project proposes broadening and strengthening the SFI with proposals of 

amendments in the regulation of taxonomy and disclosure of economic activities and financial 

instruments market actors must take into consideration in their investment decisions as well as 

benchmarks provided by index and benchmarks providers.  

In the final part of the Report the increased focus on foreign investments outside the EU is discussed. 
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1 Introduction 

1.1. Purpose of the SMART Finance Report 
Based on the research conducted during 2016-20 in the SMART Project,1 presented inter alia in the 

comprehensive analysis of obstacles to sustaible global businesses2, and introductory proposals,3 The 

SMART Project is providing three detailed Reports for proposals, one for Business, one for Finance 

and one for Products. The purpose of this SMART Finance Report is to analyse the possibilities for 

sustainable EU regulation in the field of finance. 

In the SMART Project we see the recognition of planetary boundaries framework as crucial to an 

evidence-based understanding of sustainability (see Section 1.1 of the Business Report). Planetary 

boundaries, as a term used for the limits of our planet, is the result of the work of an international 

multidisciplinary group of environmental scientists, who, in 2009, pooled their knowledge of 

different Earth system processes to inform the world about the space for sustainable action within 

planetary boundaries.4 Their work reflects the growing scientific understanding that life and its 

physical environment co-evolve. This pioneering effort brought together evidence of rising and 

interconnected global risks in several different contexts where environmental processes are being 

changed by human activities. The planetary boundaries framework flags a set of sustainability-critical 

issues. It presents policy makers with a dashboard of issues which arise from the collective impacts of 

humanity, impacts that are changing profoundly the fundamental dynamics of the Earth system upon 

which humans rely for our lives and livelihoods.5  

Through the planetary boundaries work it is estimated that humanity has already transgressed or is 

at risk of transgressing at least four of the currently identified nine planetary boundaries, including 

climate change, biosphere integrity (biodiversity), biogeochemical flows, and landsystem integrity.6 

                                                           
1 See https://www.smart.uio.no.  
2 SMART Deliverable D2.4, Obstacles to Sustainable Global Business: Towards EU Policy Coherence for 
Sustainable Development, 31 August 2018, 
https://www.smart.uio.no/publications/reports/smartcomprehensive-analysis-31august2018-final.pdf.  
3 SMART Deliverable 2.7, Supporting the Transition to Sustainability: SMART Reform Proposals, 1 November 
2019, https://www.smart.uio.no/publications/reports/smart-d2.7-supporting-the-transition-to-sustainability-
2019.pdf.  
4 J. Rockström, W. Steffen, K. Noone, Å. Persson, F. S. I. Chapin, E. Lambin, T. Lenton, M. Scheffer, C. Folke, H. J. 
Schellnhuber, B. Nykvist, C. de Wit, T. Hughes, S. van der Leeuw, H. Rodhe, S. Sörlin, P. Snyder, R. Costanza, U. 
Svedin, M. Falkenmark, L. Karlberg, R. Corell, V. Fabry, J. Hansen, B. Walker, D. Liverman, K. Richardson, P. 
Crutzen, and J. Foley, ‘Planetary Boundaries: Exploring the Safe Operating Space for Humanity’ (2009) 14 
Ecology and Society; W. Steffen, K. Richardson, J. Rockström, S. E. Cornell, I. Fetzer, E. M. Bennett, R. Biggs, S. R. 
Carpenter, W. de Vries, C. A. de Wit, C. Folke, D. Gerten, J. Heinke, G. M. Mace, L. M. Persson, V. Ramanathan, 
B. Reyers, and S. Sörlin, ‘Planetary boundaries: Guiding human development on a changing planet’ (2015) 347 
Science 1259855. 
5 S. Cornell, ‘Planetary Boundaries and Business: putting the operating into the Safe Operating Space for 
Humanity’ (draft paper on file with current authors). 
6 The other five being global freshwater use, ocean acidification, atmospheric aerosol loading, stratospheric 
ozone depletion, and cycling of the impact of novel entities; Steffen, Richardson, Rockström, Cornell, Fetzer, 
Bennett, Biggs, Carpenter, Vries, Wit, Folke, Gerten, Heinke, Mace, Persson, Ramanathan, Reyers, and Sörlin, 
‘Planetary boundaries’. As more expert communities worldwide engage with putting the concept into practice, 
discussions continue (and become scientifically better evidenced) about the best control variables and the best 
placing of a truly precautionary boundary, as we see in this report, which indicates that the freshwater 
boundary is also transgressed, B. Campbell, D. Beare, E. Bennett, J. Hall-Spencer, J. Ingram, F. Jaramillo, R. Ortiz, 
N. Ramankutty, J. Sayer, and D. Shindell, ‘Agriculture production as a major driver of the Earth system 
exceeding planetary boundaries’ (2017) 22 Ecology and Society. 

https://www.smart.uio.no/
https://www.smart.uio.no/publications/reports/smartcomprehensive-analysis-31august2018-final.pdf
https://www.smart.uio.no/publications/reports/smart-d2.7-supporting-the-transition-to-sustainability-2019.pdf
https://www.smart.uio.no/publications/reports/smart-d2.7-supporting-the-transition-to-sustainability-2019.pdf
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At least two of these planetary boundaries, climate change and biodiversity, are what may be 

denoted as core boundaries, where transgression of each of them may in itself be sufficient to bring 

the Earth system out of the relatively stable state of the past few millennia, which the planetary 

boundaries scientists refer to as a ‘safe operating space for humanity’.7 

Further, in the SMART Project, we fully incorporate social issues in the concept of sustainability 

which we employ as our framework.8 Such a broader perspective is crucial in our focus on the global 

value chains connecting EU business and finance with other parts of the world, including low-income 

countries falling within the EU’s definition of ‘developing’ or ‘least-developed’ countries.9 We employ 

the broadly recognised definition of sustainability as securing the social foundation for humanity now 

and in the future within planetary boundaries – encapsulated in the goal of a safe and just space for 

humanity.10 For us, this encompasses a recognition that those most vulnerable, including workers 

across value chains in slavery-like conditions,11 and traditional and indigenous communities whose 

land and other resources are exploited, are not always encompassed in sustainability initiatives.12 

European financial markets provide the credit and financing required for businesses and the public 

sector in the EU/EEA and beyond. Financial markets are fundamental to a successful transition to 

sustainable market activity. Addressing the contribution of EU financial markets to unsustainable 

business practices is vital to realizing the EU’s commitments on sustainability, as expressed for 

instance in the European Green Deal from December 201913 and the following Sustainable Europe 

Investment Plan / European Green Deal Investment Plan from January 2020.14 Additionally, the EU 

                                                           
7 Rockström, Steffen, Noone, Persson, Chapin, Lambin, Lenton, Scheffer, Folke, Schellnhuber, Nykvist, de Wit, 
Hughes, van der Leeuw, Rodhe, Sörlin, Snyder, Costanza, Svedin, Falkenmark, Karlberg, Corell, Fabry, Hansen, 
Walker, Liverman, Richardson, Crutzen, and Foley, ‘Planetary Boundaries’. 
8 B. Sjåfjell, ‘How Company Law has Failed Human Rights – and What to do About it’ (2020) Business and 
Human Rights Journal; B. Sjåfjell, T. Häyhä, and S. Cornell, A Research-Based Approach to the UN Sustainable 
Development Goals. A Prerequisite to Sustainable Business and Finance (2020). 
9 See https://ec.europa.eu/europeaid/sectors/economic-growth/trade/global-value-chains_en (under 
Overview) 
10 This is elaborated on in the SMART Report D2.4, ‘Obstacles to Sustainable Global Business. Towards EU Policy 
Coherence for Sustainable Development’, University of Oslo Faculty of Law Research Paper No. 2019-02, 
available at SSRN: https://ssrn.com/abstract=3354401 or http://dx.doi.org/10.2139/ssrn.3354401. See M. 
Leach, K. Raworth, and J. Rockström, ‘Between social and planetary boundaries: Navigating pathways in the 
safe and just space for humanity’ World Social Science Report 2013, (OECD Publishing, 2013), pp. 84–90. See 
also ‘Living well, within the limits of our planet’, General Union Environment Action Programme to 2020 (7th 
EAP), Luxembourg: Publication Office of the European Union, 2014, DOI: 10.2779/68165; for more information, 
see https://ec.europa.eu/environment/action-programme/. . 
11 ‘New ITUC report exposes hidden workforce of 116 million in global supply chains of fifty companies’. 18 
January 2016, https://www.ituc-csi.org/new-ituc-report-exposes-hidden. 
12 T. Novitz, ‘Supply chains and temporary migrant labour: The relevance of trade and sustainability 
frameworks’ in D. Ashiagbor (ed.), Re-imagining Labour Law for Development : Informal Work in the Global 
North and South, (2019), pp. 191–211; G. Christensen, ‘What Does It Mean to be Sustainable? Regulating the 
Relationship between Corporations and Indigenous Peoples’ Cambridge Handbook of Corporate Law, 
Corporate Governance and Sustainability, (Cambridge: Cambridge University Press, 2019); C.-Y. Yu, ‘An 
Application of Sustainable Development in Indigenous People’s Revival: The History of an Indigenous Tribe’s 
Struggle in Taiwan’ (2018) 10 Sustainability 3259. 
13 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: The 
European Green Deal, 11.12.2019, COM(2019) 640 final. 
14 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 

https://ssrn.com/abstract=3354401
https://dx.doi.org/10.2139/ssrn.3354401
https://ec.europa.eu/environment/action-programme/
https://www.ituc-csi.org/new-ituc-report-exposes-hidden
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has committed to implementing the United Nations Sustainable Development Goals (SDGs), including 

for example the decarbonising of its economy completely by 2050. However, such an objective 

requires rapid and meaningful policy interventions, including the introduction of heightened 

monitoring and regulation of financial markets and their contribution to environmental degradation 

– and channelling investments into sustainability.  

In this Report we analyse and provide reform proposals for the European Central Bank (ECB) system 

and its mandate, use of collaterals in central bank operations, central bank macroprudential policies, 

regulation of bank capital maintance and transparency, regulation of financial instruments, steps 

forward in the EU Sustainable Finance Initiative (SFI) launched by the Action Plan Financing 

Sustainable Growth,15 including taxonomy, disclosure and benchmark projects. Finally we discuss and 

make proposals on foreign investments. 

1.2. The structure of the report 
Section 1 of this report describes the key elements of the EU sustainability policies and the most 

recent development in them, an overview of the European investor regulation and the EU 

Sustainable Finance Initiative and the need to reform it. In the following sections specific aspects of 

the Initiative are discussed. 

Section 2 presents the role of the European Central Bank in the path of sustainability.  

Section 3 outlines a reform proposal for the European Central Bank macrorudential policies to guide 

credit to sustainable sectors. 

Section 4 concentrates on bank regulation and how to use capital requirements and securitisation as 

tools for sustainable lending. Requirements for reforms in bank disclosures are also discussed. 

Section 5 concentrates on the European Green Deal Investment Plan as implementation of the 

European Green Deal. 

Section 6 deals the European Taxonomy. 

Section 7 deals disclosure. 

Section 8 deals with benchmarks. 

Section 9 discusses securities markets regulation. 

Section 10 discusses of foreign investments 

Section 11 concludes with some reflections on the way forward. 

To highlight them, the concrete 

 

 

                                                           
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 final, 
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication
%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf.  
15 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Central Bank, the European Economic and Social Committee and the 
Committee of the Regions: Action Plan: Financing Sustainable Growth (8.3.2018, COM/2018/097 final), p. 10.; 

SMART Project proposals have been set in info boxes with bold. 

https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
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The proposals are also numbered for clarity. 

1.3. The EU’s commitment to sustainability 
We welcome the very significant progress made at EU level in relation to finance and financial 

markets as proposed by and implementation through the European Commission Communications on 

Action Plan: Financing Sustainable Growth from March 2018, the European Green Deal from 

December 2019, the Sustainable Europe Investment Plan and the European Green Deal Investment 

Plan from January 2020.16 However, we believe that further reforms are necessary if long-term 

sustainability is to be achieved. In particular, new and wider understandings of financial risk, as 

explained in Section 2 of the SMART Business Report and also below in Section 3.3 of this Report,   

should inform all policy actions in this area. The distinction between financial considerations, which 

financial institutions and investors must consider, and ‘non-financial’ considerations, which should be 

dealt with by specific laws and regulations, governed by market forces or left where they fall, is no 

longer tenable. 

The proposals offered here include proposals which would involve new regulations or legislation to 

be effective, in addition to proposals which can be effected via the re-interpretation or extension of 

existing legal and technical provisions. Some of these proposals especially concerning the role of the 

European Central Bank and its macroprudential policies depart from conventional macroeconomical 

thinking concerning accepted principles of political economy, and institutional province. However, 

the EU must consider fundamental and far-reaching reforms if it is to contribute to solving the 

planetary catastrophe and its social consequences which has already begun. 

1.4. The Precautionary principle 
The precautionary principle imposes a burden of proof on those who create potential risks, and it 

requires regulation of activities even if it cannot be shown that those activities are likely to produce 

significant harms. In the legal sphere, it is employed most appropriately as a way to tackle uncertain 

risks.17 Importantly, in the case of risks of ruin, where there is no diversifying strategy, the principle 

becomes stronger in form. Such an approach is already adopted in a number of areas of European 

jurisprudence and provides well-established principles in the creation and interpretation of European 

legislation, particularly in the environmental and international law fields. It is also recommended for 

use to guide regulatory policies on climate change.18  

                                                           
16 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Central Bank, the European Economic and Social Committee and the 
Committee of the Regions: Action Plan: Financing Sustainable Growth (8.3.2018, COM/2018/097 final), p. 10.; 
European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: The 
European Green Deal, 11.12.2019, COM(2019) 640 final; European Commission, Communication from the 
Commission to the European Parliament, the European Council, the Council, the European Economic and Social 
Committee and the Committee of the Regions: Sustainable Europe Investment Plan, European Green Deal 
Investment Plan, 14.1.2020, COM(2020) 21 final, 
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication
%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf.  
17 M. Faure and E. Vos (eds), Jurisdische Afbakening van het Voorzorgsbeginsel: Mogelijkheden en Grenzen (The 
Hague: Dutch Health Council, 2003) Gezondheidsraad Publicatie Nr A03/03. 
18 C.R. Sunstein, ‘Beyond the Precautionary Principle’ (2003) 151 University of Pennsylvania Law Review 1003. 
Taleb has argued that: ‘Skepticism about climate models should lead to more precautionary policies in the 

https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
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As we have stated in the SMART Guidelines: Making Policy Coherence for Development Fit for 

Purpose (Section 3.3) the conceptual framework of the planetary boundaries itself proposes a 

strongly precautionary approach, by ‘setting the discrete boundary value at the lower and more 

conservative bound of the uncertainty range’.19 Moreover, as more expert communities worldwide 

engage with putting the concept into practice, discussions continue and become scientifically better 

evidenced about the best control variables and the best placing of a different precautionary 

boundaries, 20 freshwater is an example.21 Furthermore, this precautionary approach is in line with 

the EU´s own precautionary principle.22 The precautionary principle is one of the cornerstones of EU 

environmental law, yet the EU’s approach to the principle is reticent. The adoption of precautionary 

measures is usually linked to the existence of a high risk of potential harm, such as hazardous 

substances.23  

Finally, given that EU Member States are parties to major international agreements, this provides 

propitious grounds for implementing a precautionary approach.24 The precautionary principle 

constitutes one of the major principles of environmental law not only in the EU as well as for 

example in the Nordics and the US.25 The principle furthermore constitutes one of the major 

principles in post-modern environmental law, notably in international environmental law,26 including 

examples such as the Vienna Convention and the Montreal Protocol.27 

Although agreement on precautionary definition is not universal, the central claim of the principle is 

that the absence of definitive evidence of harm should not be used as the basis for a decision not to 

take action. In doing so, it also aims to avoid the potential costs of inaction, which may outweigh the 

short-term costs of adopting a precautionary approach. For example, the most widely referenced 

articulation of the precautionary principle, Principle 15 of the 1992 Rio Declaration, states that ‘in 

order to protect the environment, the precautionary approach shall be widely applied by States 

according to their capabilities. Where there are threats of serious or irreversible damage, lack of full 

scientific certainty shall not be used as a reason for postponing cost-effective measures to prevent 

                                                           
presence of ruin’. See N.N. Taleb, Silent Risk, Technical Incerto: Lectures Notes on Probability, Vol 1 (Descartes 
Publishing, 2015), p 23. 
19 Rockström et al.  
20 B. Sjåfjell, J. Mähönen, A.  Johnston, and J. Cullen, ‘Obstacles to Sustainable Global Business. Towards EU 
Policy Coherence for Sustainable Development’ University of Oslo Faculty of Law Research Paper No. 2019-02; 
Nordic & European Company Law Working Paper No. 19-10. Available at 
SSRN: https://ssrn.com/abstract=3354401 or http://dx.doi.org/10.2139/ssrn.3354401 
21 Campbell, B. M., et al. (2017), ‘Agriculture production as a major driver of the Earth system exceeding 
planetary boundaries’(2017) 22(4):8 Ecology and Society https://doi.org/10.5751/ES-09595-220408 
22 Communication from the Commission on the precautionary principle /COM/2000/0001 final, https://eur-
lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:52000DC0001&from=EN Accessed 12 February 2020 
23 E. Maitre-Ekern Towards a Circular Economy for Products: An analysis of EU’s policy and regulatory 
framework in an ecological perspective (PhD dissertation). University of Oslo, Oslo. For an overview of the 
application of the precautionary principle in EU law, see K. Garnett and D. Parsons, ‘Multi-Case Review of the 
Application of the Precautionary Principle in European Union Law and Case Law’ (2017) 37 Risk Analysis 3, 502–
516. 
24 N. de Sadeleer, Implementing the Precautionary Principle: Approaches from the Nordic Countries, EU and USA 
(London: Earthscan, 2007). 
25 Ibid. 
26 N. de Sadeleer, Environmental principles: from political slogans to legal rules (Oxford: Oxford University 
Press, 2002). 
27 J. E. Hickey Jr. and V. R. Walker, ‘Refining the precautionary principle in international environmental 
law’ (1994) Virginia Environmental Law Journal 14, 423. 

https://ssrn.com/abstract=3354401
https://dx.doi.org/10.2139/ssrn.3354401
https://doi.org/10.5751/ES-09595-220408
https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:52000DC0001&from=EN
https://eur-lex.europa.eu/legal-content/EN/TXT/HTML/?uri=CELEX:52000DC0001&from=EN
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environmental degradation’.28 Similar terms are used in the 1992 Framework Convention on Climate 

Change.29 

The EU has adopted a precautionary approach in circumstances it considers appropriate. Indeed, the 

Commission went as far as formally endorsing its use in legal analysis already in 2000.30 Beyond using 

the precautionary principle in its approach to climate change, the EU has applied it to health 

protection,31 biodiversity management,32 chemical management,33 and emerging technologies.34 This 

approach finds support in the EU’s policy towards the environment. Article 191(2) TFEU states:35 

Union policy on the environment shall aim at a high level of protection taking into account the 
diversity of situations in the various regions of the Union. It shall be based on the 
precautionary principle and on the principles that preventive action should be taken, that 
environmental damage should as a priority be rectified at source and that the polluter should 
pay. 

 

Albeit the precautionary principle is also one of the cornerstones of EU environmental law, the EU’s 

approach to the principle has been cautious. The adoption of precautionary measures is usually 

linked to the existence of a high risk of potential harm, such as hazardous substances.36 

In common with virtually all official articulations of the principle, the EU affirms the view that 

prevention of a potential harm is preferable to ex post correction of its effects. The precautionary 

principle is also most appropriately invoked in relation to circumstances in which large or irreversible 

side effects are possible.37 In the case of climate change, the Intergovernmental Panel on Climate 

Change (IPCC) has argued that some impacts from climate change will ‘continue for centuries’ even if 

all emissions from fossil-fuel burning were to stop, and that continued emission of green house gases 

                                                           
28 UN Rio Declaration on Environment and Development, Vol I,  A/CONF.151/26. 
29 Framework Convention on Climate Change (May 9, 1992), 31 ILM (1992), pmbl 9. 
30 European Commission, Communication from the Commission on the Precautionary Principle, COM (2000) 1 
final (2.2.2000). 
31 For example, the Water Framework Directive (notably where the identification of priority hazardous 
substances is concerned) decisions regarding phthalates take the principle into account. 
32 See Regulation (EU) No 528/2012 of the European Parliament and of the Council of 22 May 2012 concerning 
the making available on the market and use of biocidal products: [2012] OJ L167/1. 
33 See Regulation (EC) No 1907/2006 of the European Parliament and of the Council of 18 December 2006 
concerning the Registration, Evaluation, Authorisation and Restriction of Chemicals (‘REACH’), establishing a 
European Chemicals Agency, amending Directive 1999/45/EC and repealing Council Regulation (EEC) No 793/93 
and Commission Regulation (EC) No 1488/94 as well as Council Directive 76/769/EEC and Commission Directives 
91/155/EEC, 93/67/EEC, 93/105/EC and 2000/21/EC: [2006] OJ L396/1. 
34 See Directive 2009/41/EC of the European Parliament and of the Council of 6 May 2009 on the contained use 
of genetically modified micro-organisms: [2009] OJ L125/75. 
35 Consolidated version of the TFEU Part Three: Union Policies and Internal Actions – Title XX: Environment – 
Article 191 (ex Article 174 TEC): [2016] OJ C202 1-388. 
36 For an overview of the application of the precautionary principle in EU law, see K. Garnett and D. Parsons, 
‘Multi-Case Review of the Application of the Precautionary Principle in European Union Law and Case Law’ 
(2017) 37 Risk Analysis 3, 502–516. 
37 N.A. Ashford, ‘The Legacy of the Precautionary Principle in US Law: The Rise of Cost-Benefit Analysis and Risk 
Assessment as Undermining Factors in Health, Safety and Environmental Protection’ in N De Sadeleer (ed) 
Implementing the Precautionary Principle: Approaches from the Nordic Countries, the EU and the United States 
(Routledge, 2007). 
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(GHGs) at current levels would likely lead to ‘severe, permanent, and irreversible damage’.38 There 

are also extremely significant losses associated with other environmentally and socially unsustainable 

activities. On this basis, overreacting to small probabilities is not irrational when the potential effects 

are large.  

In deciding whether to apply the principle, the Commission states the relevant authority should: start 

with a scientific evaluation, as complete as possible, and where possible, identifying at each stage the 

degree of scientific uncertainty; perform an evaluation of various risk-management options, to 

include the option of taking no precautionary action; and ensure process transparency and involve as 

early as possible all interested parties. Where regulatory intervention is deemed necessary, the 

Commission states that any measures should be: 

(1) proportionate to the chosen level of protection; 

(2) non-discriminatory and consistent (meaning that comparable situations should not be 

treated differently); 

(3) based on cost-benefit analysis, including the costs or benefits of lack of action; and 

(4) subject to review in light of new scientific information. 

Ciost-benefit analysis (CBA) is a significant component of the Commission impact assessments (see 

Section 3.3 of SMART Guidelines: Making Policy Coherence for Development Fit for Purpose). 

However, traditional CBAs builds on value-monotheism and a strict reductionist approach. 

Substantial critique of CBA has been brought forward for years,39 and in recent years for instance 

related to the EUs Marine Strategy Framework Directive.40 We take in our Policy Coherence for 

Development Guidelines a broader view on measuring costs and benefits, which gives a basis for 

concluding that the current reductionist approach of impact assessments for assessing policy 

coherence for development, based on CBA is not sufficient. Furthermore, data on social aspects tend 

to be hard, if not impossible to quantify, which makes a CBA ill-suited to assess social considerations. 

Lack of relevant social and environmental data is one obvious reason for imbalance in CBAs. Where 

key aspects of sustainable development might be threatened, while data being able to verify this are 

uncertain or unavailable, the precautionary principle should be applied. 

However, as we have stated in the Products Report (Section 3.2.1), if precaution is deemed to 

encompass prevention, the opposite is not true. Whereas the prevention principle is meant to 

respond to the risk of environmental harm, precaution goes further to regulate the situations where 

the risk of harm (or its cause) is uncertain at the moment of adoption of such regulations.41 Hence, 

precaution involves an anticipation of the risk that is not required from a preventive approach. In 

fact, the need for a certain degree of certainty signifies that preventive measures often intervene in 

response to environmental harm that has already materialized. Precaution shall aim to avoid as much 

as possible the occurrence of the harm. In addition, a strong precautionary approach takes the stand 

                                                           
38 IPCC, Climate Change 2014: Synthesis Report. Contribution of Working Groups I, II and III to the Fifth Assessment 
Report of the Intergovernmental Panel on Climate Change (IPCC, 2014), p 8. 
39 H. T. Odum, Environment, power and society, (New York: Wiley-Interscience, 1971); H. Daly and J. B. Jr. Cobb, 
For the Common Good (Boston: Beacon Press, 1994). 
40 P. Breen, L. A. Robinson, S. I. Rogers et al., ‘An environmental assessment of risk in achieving good 
environmental status to support regional prioritization of management in Europe’ Marine Policy (2012) 36: 
1033–1043; A. McQuatters-Gollop, ‘Challenges for implementing the Marine Strategy Framework Directive in a 
climate of macroecological change’ (2012) Philosophical Transactions of the Royal Society A: Mathematical, 
Physical and Engineering Sciences, 370 (1980): 5636-5655. 
41 de Sadeleer, Environmental principles, pp. 91–92. 
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that ‘uncertainty justifies shifting the burden and standard of proof’. The ‘threats of harm’ should as 

far as possible be eliminated.42 Moreover, the burden of proof should fall on the proponent of a 

potentially harmful activity.43 

As argued further in the Products Report (Section 3.2.2) a strong definition of and approach to the 

precautionary principle prompts the adoption of more proactive and forceful measures that are 

necessary to respond to the  existential threat to humanity and the Earth system of exceeding 

planetary boundaries. There remains a high degree of uncertainty about the environment impact of 

existing and new activities, and about the ability of technology to resolve the challenges. Hence, 

pursuing precaution is meant to avoid risk before considering how to manage it. In other words, it 

aims to ask ‘how little harm is possible’ rather than ‘how much harm is allowable’.44 This should form 

the basis for all regulation in the EU, also in finance. 

1.5. Forward-looking approach to sustainability risks 
The main challenge of sustainable finance is to find tools how to manage risks that are not 

manageable. The financial risks of stepping the planetary boundaries as climate change have 

received a lot of attention but managing them is a more complex issue (of financial risks of 

unsustainability Section 2 of the Business Report). The challenge of sustainability risks is their 

forward-looking nature; they are not linear as they cannot be inferred straightforwardly from 

historical data but complex.45 The standard approach to financial risk analysis, consisting of 

identifying the most likely scenario, computing expected values, and forecasting financial risk based 

on backward looking metrics and historical values of market prices, is not an adequate approach.46 

Aligning finance to sustainability requires methodologies to measure forward-looking climate risks 

and opportunities in financial contracts and in investors’ portfolios. To achieve this, supporting 

regulation must also be forward-looking. The forward-looking, science-based approach requires 

instead of forecasting backcasting methodologies in which the future desired conditions are 

envisioned and steps are defined to attain those conditions, rather than take steps that are merely a 

continuum of present methods extrapolated into the future, by moving step-wise back in time from a 

future scenario to the present in order to identify the decisions and actions that must be taken at 

critical points if the scenario is to be achieved.47  

The difference between linear, backward-looking risk management and backcasting forward-looking 

risk management can be compared with the distinction between weak or strong sustainability.48 

                                                           
42 Wingspread Statement on the precautionary principle, see Ashford et al. (1998), see eg 
http://www.gdrc.org/u-gov/precaution-3.html.  
43 The Wingspread Statement specifies that it is for “the proponent of an activity, rather than the public, [to] 
bear the burden of proof.” Ashford et al. (1998).  
44 N. Kuraj, ʻREACHing an Environmental Regulation for Nanotechnology: An analysis of REACH as an instrument 
for preventing and reducing the environmental impacts of nanomaterialsʼ, PhD Thesis, University of Oslo 
(2017), 295. 
45 F. Ackerman, Worst-Case Economics: Extreme Events in Climate and Finance (Anthem Press, 2017).  
46 S. Battiston, ‘The importance of being forward-looking: managing financial stability in the face of climate risk’ 
(2019) 23 Financial Stability Review 39-48. 
47 Apollonia Miola (ed), Backcasting approach to sustainable mobility (JRC Scientific and Technical Reports 
(European Commission, 2008), 
https://publications.jrc.ec.europa.eu/repository/bitstream/JRC45824/backcasting%20final%20report.pdf.  
48 see e.g. E. Neumayer, Weak versus strong sustainability: exploring the limits of two opposing paradigms 
(Cheltenham: Edward Elgar Publishing, 2003); N. Roome, ‘Looking back, thinking forward: Distinguishing 

http://www.gdrc.org/u-gov/precaution-3.html
https://publications.jrc.ec.europa.eu/repository/bitstream/JRC45824/backcasting%20final%20report.pdf
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Weak sustainability approaches integrate sustainability concerns into the linear structures and 

systems of business.49 This understanding of sustainability builds on a business-as-usual action 

agenda with a strong belief in technological solutions50 and exercises operations focused on trade-

offs, reporting and transparency,51 an agenda which informs most traditional policy approaches.52 

Strong sustainability approaches, on the contrary, integrate the company with its structures and 

systems as an actor in social-ecological systems. This means that patterns of production and 

consumption should be limited to levels that are within the capacity of the planet.53 Therefore, it 

could be argued that in order to achieve strong sustainability, we need to ‘bolster legal boundaries to 

stay within planetary boundaries.’54 Moving from a situation of today’s weak sustainability, towards a 

strong sustainable future, suggests policy options to promote coherence that are not necessarily 

rooted in established instruments, which have contributed to transgressing planetary boundaries and 

undermining the social foundation for humanity.55 This is the entry point that should be the framing 

of methodological guidelines for sustainability also in finance, as we suggest it be in policy coherence 

for development (see Section 3.3 of SMART Guidelines: Making Policy Coherence for Development 

Fit for Purpose). 

1.6. Sustainable Finance Initiative 

1.6.1 What is Sustainable Finance Initiative? 
The Action Plan Financing Sustainable Growth56 adopted by the European Commission in March 2018 

had three main objectives: 

 reorient capital flows towards sustainable investment, in order to achieve sustainable and 

inclusive growth 

 manage financial risks stemming from climate change, environmental degradation and social 

issues 

 foster transparency and long-termism in financial and economic activity 

                                                           
between weak and strong sustainability’ in P. Bansal and A. J, Hoffman (eds) The Oxford handbook of business 
and the natural environment. Oxford: Oxford University Press, 2012), pp. 620-629. 
49 N. Roome, ‘Looking back, thinking forward: Distinguishing between weak and strong sustainability. 
50 P. Ekins, S. Simon, L. Deutsch,C.  Folke, & R. De Groot, (2003) ‘A framework for the practical application of the 
concepts of critical natural capital and strong sustainability’ (2003) 44(2-3) Ecological economics 165. 
51 J. Cullen, & J. Mähönen, (2019) ‘Taming unsustainable finance: the perils of modern risk management’. In B. 
Sjåfjell, & C. M. Bruner (Eds.) Cambridge Handbook of Corporate Law, Corporate Governance and Sustainability 
(pp. 100-113). Cambridge: Cambridge University Press. 
52 B Sjåfjell, & M. B. Taylor, ‘Planetary Boundaries and Company Law: Towards a Regulatory Ecology of 
Corporate Sustainability’ (2015) University of Oslo Faculty of Law Research Paper No, 2015-11. Available at 
SSRN: https://ssrn.com/abstract=2610583 
53 N. Roome, (2012) Looking back, thinking forward: Distinguishing between weak and strong sustainability. In 
P. Bansal, & A. J, Hoffman (Eds.) The Oxford handbook of business and the natural environment (pp. 620-629). 
Oxford: Oxford University Press. 
54 G. Chapron, Y. Epstein,  A. Trouwborst, & J. V. López-Bao, ‘Bolster legal boundaries to stay within planetary 
boundaries’ (2017) Nature ecology & evolution, 1(3), 1-5. 
55 H. Daly and J. B. Jr. Cobb, For the Common Good (Boston: Beacon Press, 1994).; H. R. Nilsen, ‘Carbon capture 
and storage in the light of circulation economics’ (2008) International Journal of Social Economics, Vol 35, No. 
1-2, p. 111-124. 
56 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Central Bank, the European Economic and Social Committee and the 
Committee of the Regions: Action Plan: Financing Sustainable Growth (8.3.2018, COM/2018/097 final), p. 10. 

https://ssrn.com/abstract=2610583
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The Action Plan set out a comprehensive strategy to further connect finance with sustainability. Its 

key actions included: 

 establishing a clear and detailed EU classification system – or ’taxonomy’ – for sustainable 

activities. This will create a common language for all actors in the financial system; 

 establishing EU labels for green financial products. This will help investors to easily identify 

products that comply with green or low-carbon criteria; 

 introducing measures to clarify asset managers' and institutional investors' duties regarding 

sustainability; 

 strengthening the transparency of companies on their environmental, social and governance 

(ESG) policies. The Commission will evaluate the current reporting requirements for issuers to 

make sure they provide the right information to investors: 

 introducing a 'green supporting factor' in the EU prudential rules for banks and insurance 

companies. This means incorporating climate risks into banks' risk management policies and 

supporting financial institutions that contribute to fund sustainable projects. 

In May 2018, the Commission adopted a package of measures implementing several key actions 

announced in Action Plan. The package includes: 

 A proposal for a regulation on the establishment of a framework to facilitate sustainable 

investment (the Taxonomy Regulation). This regulation establishes the conditions and the 

framework to gradually create a unified classification system (’taxonomy’) on what can be 

considered an environmentally sustainable economic activity. This is a first and essential step in 

the efforts to channel investments into sustainable activities.57 

 A proposal for a regulation on disclosures relating to sustainable investments and sustainability 

risks and amending Directive (EU)2016/2341 (the Disclosure Regulation). This regulation will 

introduce disclosure obligations on how institutional investors and asset managers integrate 

environmental, social and governance (ESG) factors into their risk management processes. 

Delegated acts will further specify requirements on integrating ESG factors into investment 

decisions, which is part of institutional investors' and asset managers' duties towards investors 

and beneficiaries.58 

 A proposal for a regulation amending the benchmark regulation (amended Benchmark 

Regulation). The proposed amendment will create a new category of benchmarks comprising 

low-carbon and positive carbon impact benchmarks, which will provide investors with better 

information on the carbon footprint of their investments.59 

                                                           
57 Proposal for a Regulation of the European Parliament and of the Council on the establishment of a 
framework to facilitate sustainable investment, COM/2018/353 final. 
58 Proposal for a Regulation of the European Parliament and of the Council on disclosures relating to 
sustainable investments and sustainability risks and amending Directive (EU) 2016/2341 
COM/2018/354 final. 
59 Proposal for a Regulation of the European Parliament and of the Council on amending Regulation (EU) 
2016/1011 on low carbon benchmarks and positive carbon impact benchmarks, COM/2018/355 final. 
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The Taxonomy Regulation was accepted in January 2020.60 

The Disclosure Regulation61 and the amended Benchmark Regulation62 was accepted in the 

Parliament and in the Council in October 2019 and published in December 2019. 

In addition, from 24 May to 21 June 2018, the Commission has been seeking feedback on 

amendments to delegated acts under the amended Markets in Financial Instruments Directive (MiFID 

II)63 and the Insurance Distribution Directive64 to include ESG considerations into the advice that 

investment firms and insurance distributors offer to individual clients. We discuss MiFiD II in Section 

6.3.5 of the Business Report. 

The Commission intends to clarify how asset managers, insurance companies, and investment or 

insurance advisors should integrate sustainability risks and, where relevant, other sustainability 

factors in the areas of organisational requirements, operating conditions, risk management and 

target market assessment. It will do it either by amending existing delegated acts under the UCITS 

Directive 2009/65/EC, the AIFM Directive 2011/61/EU, the MiFID II Directive 2014/65/EU, the 

Solvency II Directive 2009/138/EC and the IDD Directive 2016/97, or by adopting new delegated acts 

under the same Directives. Directorate-General for Financial Stability, Financial Services and Capital 

Markets Union sent a formal request to EIOPA and ESMA for technical advices in this respect.65 

On 28 September 2018, the Commission requested EIOPA for an opinion on sustainability within 

Solvency II, in particular relating to those aspects that concern climate change mitigation.66 

On 1 February 2019 the Commission requested advice from ESMA, EBA and EIOPA on undue short-

term pressure from the financial sector on corporations.67 This Call for advice is a part of action 10 

from the action plan on financing sustainable growth that aims at fostering sustainable corporate 

governance and attenuating short-termism in capital markets. The EBA, EIOPA and ESMA advices 

were published on 18 December 2019.68 

                                                           
60 The Taxonomy Regulation has not been published yet in the Official Journal. 
61 Regulation (EU) 2019/2088 of the European Parliament and of the Council of 27 November 2019 on 
sustainability‐related disclosures in the financial services sector (Text with EEA relevance), PE/87/2019/REV/1, 
OJ L 317, 9.12.2019, p. 1–16. 
62 Regulation (EU) 2019/2089 of the European Parliament and of the Council of 27 November 2019 amending 
Regulation (EU) 2016/1011 as regards EU Climate Transition Benchmarks, EU Paris-aligned Benchmarks and 
sustainability-related disclosures for benchmarks (Text with EEA relevance), PE/90/2019/REV/1, OJ L 317, 
9.12.2019, p. 17–27.  
63 https://ec.europa.eu/info/law/better-regulation/initiatives/ares-2017-5524115#isc-2018-03038. 
64 https://ec.europa.eu/info/law/better-regulation/initiatives/ares-2017-5524115#isc-2018-03036.  
65 https://ec.europa.eu/info/files/letter-dg-fisma-sustainability-risks-and-factors_en.  
66 https://ec.europa.eu/info/files/180828-letter-eiopa-solvency-2_en.  
67 https://ec.europa.eu/info/publications/190201-call-for-advice-to-esas-short-term-pressure_en  
68 The European Securities and Markets Authority (ESMA), Report: Undue short-term pressure on corporations, 
ESMA30-22-762, 18 December 2019, https://www.esma.europa.eu/press-news/esma-news/esma-proposes-
strengthened-rules-address-undue-short-termism-in-securities;  European Banking Authority (EBA), EBA report 
on undue short-term pressure from the financial sector on corporations, 18 December 2019, 
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=2ahUKEwj62ID21JbnAhUywqYK
HVsJBmsQFjAAegQIBBAB&url=https%3A%2F%2Feba.europa.eu%2Ffile%2F461440%2Fdownload%3Ftoken%3D
gM-ur7b2&usg=AOvVaw1MqS4rIvW5Hvg203yCSKR6; European Insurance and Occupational Pensions Authority 
(EIOPA), Advice: Potential undue short-term pressure from financial markets on corporates: Investigation on 
European insurance and occupational pension sectors:  Search for evidence, Year-end 2018, EIOPA-BOS-19-537, 
18 December 2019, 

https://ec.europa.eu/info/law/better-regulation/initiatives/ares-2017-5524115#isc-2018-03038
https://ec.europa.eu/info/law/better-regulation/initiatives/ares-2017-5524115#isc-2018-03036
https://ec.europa.eu/info/files/letter-dg-fisma-sustainability-risks-and-factors_en
https://ec.europa.eu/info/files/180828-letter-eiopa-solvency-2_en
https://ec.europa.eu/info/publications/190201-call-for-advice-to-esas-short-term-pressure_en
https://www.esma.europa.eu/press-news/esma-news/esma-proposes-strengthened-rules-address-undue-short-termism-in-securities
https://www.esma.europa.eu/press-news/esma-news/esma-proposes-strengthened-rules-address-undue-short-termism-in-securities
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=2ahUKEwj62ID21JbnAhUywqYKHVsJBmsQFjAAegQIBBAB&url=https%3A%2F%2Feba.europa.eu%2Ffile%2F461440%2Fdownload%3Ftoken%3DgM-ur7b2&usg=AOvVaw1MqS4rIvW5Hvg203yCSKR6
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=2ahUKEwj62ID21JbnAhUywqYKHVsJBmsQFjAAegQIBBAB&url=https%3A%2F%2Feba.europa.eu%2Ffile%2F461440%2Fdownload%3Ftoken%3DgM-ur7b2&usg=AOvVaw1MqS4rIvW5Hvg203yCSKR6
https://www.google.com/url?sa=t&rct=j&q=&esrc=s&source=web&cd=1&ved=2ahUKEwj62ID21JbnAhUywqYKHVsJBmsQFjAAegQIBBAB&url=https%3A%2F%2Feba.europa.eu%2Ffile%2F461440%2Fdownload%3Ftoken%3DgM-ur7b2&usg=AOvVaw1MqS4rIvW5Hvg203yCSKR6


17 

Draft SMART report shared to receive comments. This version is not final and not proofread. 
Please do not cite without contacting the authors. 

 

 

On 18 April 2019, the European Parliament endorsed the legislation setting the building blocks of a 

capital markets union, including the regulation on disclosures relating to sustainable investments and 

sustainability risks.69 

1.6.2 Problems of Sustainable Finance Initiative 
The main weaknesses of the SFI (as based on the Action Plan of March 2018) are (i) a reliance on the 

existing incentive structures for private actors in financial markets and (ii) a concentration only on 

climate change. Such a reliance and concentration is unlikely to deliver sufficient sustainable 

investments.  

To solve these problems, the Initiative should be expanded to include sustainability as a 

comprehensive, research-based concept – encompassing the social issues of safe and just space for 

humanity in full as well as the goal of staying within all the planetary boundaries. This policy change 

should be taken now after the Commission presented its renewed sustainable finance strategy 

according to the European Green Deal.70  

As sketched in European Green Deal, the renewed sustainable finance strategy should be an integral 

part of the Commission’s strategy to implement the United Nation’s 2030 Agenda and the 

Sustainable Development Goals (SDGs) both in the EU/EEA and globally (on European Green Deal, 

see section 9.2). 

At present, the cross-checking and reference points for the SFI do not altogether tally with the SDGs 

on the world stage.  

For instance, the reference made to the International Labour Organisation (ILO) are limited 
to ‘the eight fundamental conventions identified in the International Labour Organization’s 
declaration on Fundamental Rights and Principles at Work (see Article 13 of the Taxonomy 
Regulation), as they should encompass the broader decent work objectives, acknowledged 
for instance in SDG 8, as well as ILO Just Transitions Guidelines.  
 
Moreover, in accordance with the emphasis placed on broad participation in decision-making 
in SDG 16.7 (Responsive, inclusive, participatory  and representative decision-making) the EU 
and its Member States need to consult with other non EU/EEA States to ensure that it does 
not displace investment to the most vulnerable States, especially in the Global South (in 
contravention of SDG 10 and SDG 17).  
 
There needs to be access to justice for the States affected as well as EU financial institutions 
affected. This means speedy recourse to improved verification with recourse to public 
authorities rather than private actors, which would also ensure greater accountability. 
 

1.6.3 SMART Proposals for reform of Sustainable Finance Initiative 
In spite of its problems the SFI has however the potential in some dimensions to be transformative. 

There have been three major elements published so far: (i) the Taxonomy (Section 5); (ii) guidelines 

                                                           
https://eiopa.europa.eu/Publications/Reports/EIOPA_Dec2019_Report%20on%20investigation%20on%20undu
e%20short%20term%20pressures.pdf.  
69 https://ec.europa.eu/commission/presscorner/detail/en/IP_19_2130.  
70 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: The 
European Green Deal, 11.12.2019, COM(2019) 640 final, p. 4. 

https://eiopa.europa.eu/Publications/Reports/EIOPA_Dec2019_Report%20on%20investigation%20on%20undue%20short%20term%20pressures.pdf
https://eiopa.europa.eu/Publications/Reports/EIOPA_Dec2019_Report%20on%20investigation%20on%20undue%20short%20term%20pressures.pdf
https://ec.europa.eu/commission/presscorner/detail/en/IP_19_2130
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on reporting climate-related information (Disclosure, Section 6); and (iii) a new Benchmarks 

Regulation (Section 7). 

1.7. The European Green Deal 
According to the European Green Deal from December 201971 delivering reductions in green gas 

emissions only is a challenge requiring massive public investment and increased efforts to direct 

private capital towards climate and environmental action, while avoiding lock-in into unsustainable 

practices. The EU must be at the forefront of coordinating international efforts towards building a 

coherent financial system that supports sustainable solutions. This upfront investment is also an 

opportunity to put Europe firmly on a new path of sustainable and inclusive growth. The European 

Green Deal will accelerate and underpin the transition needed in all sectors.72 The European Green 

Deal is also an integral part of this Commission’s strategy to implement the United Nation’s 2030 

Agenda and the UN Sustainable Development Goals (SDGs), and the other priorities announced in 

President von der Leyen’s political guidelines.73 

To achieve the ambition set by the European Green Deal, there are significant investment needs. The 

Commission has estimated that achieving the current 2030 climate and energy targets will require 

€260 billions of additional annual investment, about 1.5 per cent of 2018 GDP.74 These estimates are 

conservative, as they do not consider, for instance, the investment needs for climate adaptation or 

for other environmental challenges, such as biodiversity. They also exclude the public investment 

needed to address the social costs of the transition and the costs of inaction. This flow of investment 

will need to be sustained over time.  

The magnitude of the investment challenge requires mobilising both the public and private sector. 

The Commission presented in January 2020 a European Green Deal Investment Plan (see in detail 

Section Error! Reference source not found. below ) to help meet the additional funding needs.75 It w

ill combine dedicated financing to support sustainable investments, and proposals for an improved 

enabling framework that is conducive to green investment. At the same time, it will be essential to 

                                                           
71 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: The 
European Green Deal, 11.12.2019, COM(2019) 640 final. 
72 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: The 
European Green Deal, 11.12.2019, COM(2019) 640 final, 2. 
73 The European Green Deal, 3; Political Guidelines of President elect Ursula von der Leyen, 
https://ec.europa.eu/commission/sites/beta-political/files/political-guidelines-next-commission_en.pdf. 
74 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: United 
in delivering the Energy Union and Climate Action - Setting the foundations for a successful clean energy 
transition, COM(2019) 285 final. 
75 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 
final, https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communica
tion%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf; European 
Commission, The European Green Deal Investment Plan and Just Transition Mechanism explained, 
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24  

https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24
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prepare a pipeline of sustainable projects. Technical assistance and advisory services will help project 

promoters to identify and prepare projects and to access sources of finance.76 

The EU budget is not however enough. The European Semester provides a framework for the 

coordination of economic policies across the EU. It allows EU countries to discuss their economic and 

budget plans and monitor progress at specific times throughout the year.77 As part of the European 

Green Deal, the Commission will refocus the European Semester process of macroeconomic 

coordination to integrate the SDGs, to put sustainability and the well-being of citizens at the centre 

of economic policy, and the sustainable development goals at the heart of the EU’s policymaking and 

action.78 According to the European Green Deal Investment Plan, The European Semester provides a 

well-established framework for the coordination of economic and employment policies that will 

facilitate the necessary investment for the green transformation from the EU and its Member States. 

The Semester contributes to the identification of investment priorities and barriers in each Member 

State. The country reports will match the available sources of financing through EU funds with the 

country-specific challenges identified in the reports, among others in view of climate, environmental 

and social policy objectives. A joint effort between the EU and its Member States should ensure that 

the investments are directed to the most sustainable projects.79 Based on this, the Commission is 

including environmental sustainability as an integral part of the country reports under the European 

Semester.80  

According to the European Green Deal the private sector will be key to financing the green transition. 

Long-term signals are needed to direct financial and capital flows to green investment and to avoid 

stranded assets. The Commission will present a renewed sustainable finance strategy in the third 

quarter of 2020 that will focus on three main actions:81 

1. To strengthen the foundations for sustainable investment.  

This will require a broadened taxonomy for classifying environmentally sustainable activities (on 

Taxonomy see in detail Section 5 below and our proposals to broaden taxonomy there). 

Sustainability should be further embedded into the corporate governance framework, as many 

companies still focus too much on short-term financial performance compared to their long-term 

development and sustainability aspects (our proposals in this are represented in our Business 

Report).  

At the same time, companies and financial institutions will need to increase their disclosure on 

‘climate and environmental data’ so that investors are fully informed about the sustainability of their 

investments. To this end, the Commission will review Article 19a of the Accounting Directive82 or the 

                                                           
76 The European Green Deal, 15. 
77 European Commission, The European Semester, https://ec.europa.eu/info/business-economy-
euro/economic-and-fiscal-policy-coordination/eu-economic-governance-monitoring-prevention-
correction/european-semester_en.  
78 The European Green Deal, 3. 
79 The European Green Deal Investment Plan, 11. 
80 The European Green Deal Investment Plan, 12. 
81 The European Green Deal, 16—17.  
82 Directive 2013/34/EU of the European Parliament and of the Council of 26 June 2013 on the annual financial 
statements, consolidated financial statements and related reports of certain types of undertakings, amending 
Directive 2006/43/EC of the European Parliament and of the Council and repealing Council Directives 
78/660/EEC and 83/349/EEC (Text with EEA relevance). 

https://ec.europa.eu/info/business-economy-euro/economic-and-fiscal-policy-coordination/eu-economic-governance-monitoring-prevention-correction/european-semester_en
https://ec.europa.eu/info/business-economy-euro/economic-and-fiscal-policy-coordination/eu-economic-governance-monitoring-prevention-correction/european-semester_en
https://ec.europa.eu/info/business-economy-euro/economic-and-fiscal-policy-coordination/eu-economic-governance-monitoring-prevention-correction/european-semester_en
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so called Non-Financial Reporting Directive of 2014,83 discussed in detail in Section 6.2.2 of the 

SMART Business Report . The review started on 20 February 2020 with a Commission consultation.84 

The consultation will remain open until 28 April 2020. As we propose in our Business Report (Section 

6), disclosures should not be limited to climate and environmental data only but all planetary 

boundaries and the social foundation. 

Additionally, to ensure appropriate management of environmental risks and mitigation 

opportunities, and reduce related transaction costs, the Commission will also support businesses and 

other stakeholders in ‘developing standardised natural capital accounting practices within the EU and 

internationally’. We do not know what this means, and there is no information of the 

implementation of this initiative when we write this Report. 

The Taxonomy, sustainability disclosure and reporting on ‘non-financial’ information are intertwined. 

Disclosure, including the Disclosure Regulation85 discussed in Section 6 and the Taxonomy 

Regulation86 discussed in Section 5 can only fully meet their objectives if more and better non-

financial information is available from investee companies, than secured by the present regulation. 

Especially the Taxonomy Regulation will require companies under the scope of Article 19a of the 

Accounting Directive discussed in Section 6.2.2 of the Business Report to disclose indicators of the 

proportion of their activities that are classified as sustainable according to the taxonomy.87 

2. To provide increased opportunities for investors and companies by making it easier for them to 

identify sustainable investments and ensuring that they are credible.  

According to the Commission his could be done via clear labels for retail investment products and by 

developing an EU green bond standard that facilitates sustainable investment in the most convenient 

way (see in detail in Section 5 below). 

3. To manage and integrate climate and environmental risks into the financial system.  

This means better integrating such risks into the EU prudential framework and assessing the 

suitability of the existing capital requirements for green assets. We will also examine how our 

financial system can help to increase resilience to climate and environmental risks, in particular when 

it comes to the physical risks and damage arising from natural catastrophes. We discuss these issues 

in detail in Sections 2, 3 and 4 below. 

                                                           
83 Directive 2014/95/EU of the European Parliament and of the Council of 22 October 2014 amending Directive 
2013/34/EU as regards disclosure of non-financial and diversity information by certain large undertakings and 
groups, OJ L 330, 15.11.2014, p. 1–9. 
84 See Public consultation on the revision of the non-financial reporting directive, 20 February 2020, 
https://ec.europa.eu/eusurvey/runner/non-financial-reporting-directive-2020?surveylanguage=EN.  
85 Regulation (EU) 2019/2088 of the European Parliament and of the Council of 27 November 2019 on 
sustainability‐related disclosures in the financial services sector (Text with EEA relevance), PE/87/2019/REV/1, 
OJ L 317, 9.12.2019, p. 1–16. 
86 Regulation of the European Parliament and of the Council on the establishment of a framework to facilitate 
sustainable investment, and amending Regulation 2019/2088 on sustainability-related disclosures in the 
financial services sector (not published yet). 
87 European Commission, Consultation document: review of the non-financial reporting directive, p. 3, 
https://ec.europa.eu/info/sites/info/files/business_economy_euro/company_reporting_and_auditing/docume
nts/2020-non-financial-reporting-directive-consultation-document_en.pdf; Directorate-General for Financial 
Stability, Financial Services and Capital Markets Union (DG FISMA), Inception Impact Assessment: Revision of 
the Non-Financial Reporting Directive, Ref. Ares(2020)580716 - 30/01/2020, 
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/12129-Revision-of-Non-Financial-
Reporting-Directive.   

https://ec.europa.eu/eusurvey/runner/non-financial-reporting-directive-2020?surveylanguage=EN
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https://ec.europa.eu/info/sites/info/files/business_economy_euro/company_reporting_and_auditing/documents/2020-non-financial-reporting-directive-consultation-document_en.pdf
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/12129-Revision-of-Non-Financial-Reporting-Directive
https://ec.europa.eu/info/law/better-regulation/have-your-say/initiatives/12129-Revision-of-Non-Financial-Reporting-Directive
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SMART Project welcomes the European Green Deal and endorses many of its goals to promote 

sustainability and SDGs in all European policies. The European Green Deal proposals are discussed in 

detail  in it in its reports of Finance, Business and Products.  

There are however Commission proposals we do not fully agree, and ask the reader to consult 

carefully our detailed proposals in these issues below and in the Business Report, especially in 

Sections 6.2 and 6.3. 

1.7.1 International Platform on Sustainable Finance 
On 18 October 2019, on the margins of the International Monetary Fund (IMF)/World Bank annual 

meetings in Washington DC, the European Union, Argentina, Canada, Chile, China, India, Kenya and 

Morocco launched the International Platform on Sustainable Finance (IPSF). The objective of the 

Platform is to scale up the mobilisation of private capital towards environmentally sustainable 

investments. The Platform is a forum to strengthen international cooperation and, where 

appropriate, coordination on approaches and initiatives for the capital markets (such as taxonomies, 

disclosures, standards and labels), that are fundamental for private investors to identify and seize 

environmentally sustainable investment opportunities globally. The Platform is supported by the 

Coalition of Finance Ministers for Climate Action, the European Bank for Reconstruction and 

Development (EBRD), the European Investment Bank (EIB), the International Organisation of 

Securities Commissions (OICV-IOSCO), the Network for Greening the Financial System (NGFS), the 

Organisation for Economic Co-operation and Development (OECD), and the United Nations 

Environment Programme – Finance Initiative (UNEP FI), in their role of observers.88 

 

 

1.7.2 The Green Deal Investment Plan 
The European Green Deal Investment Plan (EGDIP), also referred to as Sustainable Europe 

Investment Plan (SEIP), is the investment pillar of the European Green Deal (see section 1.7), 

published 14 January 2020.89 The projects financed under the European Green Deal Investment Plan 

will contribute to reaching the goals of the European Green Deal, to the emergence of new, clean 

                                                           
88 Joint Statement on the International Platform on Sustainable Finance (IPSF), 18 October 2019, 
https://ec.europa.eu/info/files/191018-international-platform-sustainable-finance-joint-statement_en; 
International Platform on Sustainable Finance, 
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/191206-
international-platform-sustainable-finance-factsheet_en.pdf; Network for Greening the Financial System, First 
comprehensive report: A call for action Climate change as a source of financial risk, April 2019, 
https://www.dnb.nl/en/binaries/NGFS%20Call%20for%20action%20report_tcm47-383435.pdf.  
89 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 
final, https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communica
tion%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf. 

1. SMART Project encourages the European Commission to be active in the International 

Platform on Sustainable Finance to strengthen cooperation in promoting sustainable 

finance initiatives and regulation. 

https://ec.europa.eu/info/files/191018-international-platform-sustainable-finance-joint-statement_en
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/191206-international-platform-sustainable-finance-factsheet_en.pdf
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/191206-international-platform-sustainable-finance-factsheet_en.pdf
https://www.dnb.nl/en/binaries/NGFS%20Call%20for%20action%20report_tcm47-383435.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
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energy and circular economy industries and they will create high quality jobs for a competitive 

European economy fit for the 21th century. 

To achieve the goals set by the European Green Deal, the EGDIP will mobilise at least €1 trillion in 

sustainable investments over the next decade. Part of the plan, the Just Transition Mechanism, will 

be targeted to a fair and just green transition. It will mobilise at least €100 billion in investments over 

the period 2021-2027 to support workers and citizens of the regions most impacted by the 

transition.90   

The EGDIP has three main objectives: 

 to increase funding for the transition, and mobilise at least €1 trillion to support sustainable 

investments over the next decade through the EU budget and associated instruments, in 

particular InvestEU; 

 to create an enabling framework for private investors and the public sector to facilitate 

sustainable investments; 

 to provide support to public administrations and project promoters in identifying, structuring 

and executing sustainable projects. 

The EGDIP will mobilise 25% of the EU budget for climate financing and invest in environmental 

objectives through several EU programmes. Taken together and extrapolated from 7 to 10 years, as 

well as assuming that the climate target post-2027 will be at least maintained, the EU budget will 

provide €503 billion to the EGDIP. This will trigger additional national co-financing of around €114 

billion over this timeframe on climate and environment projects, from national budgets to EU 

projects, on public and private investments mobilised by InvestEU and the ETS funds (Modernisation 

and Innovation Funds). As part of the European Green Deal Investment Plan, the Commission has 

proposed the establishment of a Just Transition Mechanism including a new Just Transition Fund. The 

Just Transition Fund will be equipped with fresh funds of €7.5 billion from the EU budget which will 

come on top of the Commission 2018 proposal for the long-term budget. 

InvestEU91 will leverage around €279 billion of private and public climate and environment related 

investments over the period 2021-2030. The EU Taxonomy (see Taxonomy) will feed into the 

InvestEU climate tracking methodology that will be used by the InvestEU Implementing Partners. 

92   It will provide an EU budget guarantee to allow the European Investment Bank (EIB) Group and 

                                                           
90 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 
final, https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communica
tion%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf; European 
Commission, The European Green Deal Investment Plan and Just Transition Mechanism explained, 14 January 
2020, 
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24?fbclid=IwAR1qX5OFmQzOi2GcA7IASIE
U1nFZhdVX_K3DDT6ax-YlZjvMEZw6kVa5wt8.  
91 The InvestEU Programme brings together a multitude of EU financial instruments available to support 
investment in the EU. The InvestEU Programme consists of the InvestEU Fund, the InvestEU Advisory Hub and 
the InvestEU Portal. See https://europa.eu/investeu/home_en.  
92 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 
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23 

Draft SMART report shared to receive comments. This version is not final and not proofread. 
Please do not cite without contacting the authors. 

 

 

other implementing partners to invest in more and higher-risk projects, crowding in private investors. 

InvestEU will also play an important role in promoting sustainability practices among public and 

private financiers and project promoters, by setting standards for tracking climate-related 

investments and assessing the environmental and social impact of projects. Finally, the InvestEU 

programme will provide technical assistance and advisory support through the InvestEU Advisory 

Hub. It will help public and private project promoters identify, develop and implement green 

investment projects. At the same time, the InvestEU Portal will continue to offer a free, online, user-

friendly tool, providing EU businesses and project promoters in search of financing with the visibility 

and networking with investors worldwide. 

The EIB’s contribution to the European Green Deal Investment Plan is expected to amount to around 

to €250 billion in terms of mobilised investments under EU mandates (i.e. under EU instruments and 

through the EU budget). In addition, the EIB has announced the doubling of its climate target from 

currently 25 to 50% by 2025. Over the next decade, this means a total of €1 trillion in investments, 

which includes the EIB's own financing operations as well as those under EU mandates. 

The Just Transition Mechanism will mobilise at least €100 billion of investments over 2021-2027 with 

financing coming from the EU budget, co-financing from Member States as well as contributions 

from investEU and the EIB. Extrapolated over ten years, the Just Transition Mechanism will mobilise 

around €143 billion. Lastly, the Innovation and Modernisation funds, which are not part of the EU 

budget, but are financed by a part of the revenues from a key policy tool - the auctioning of carbon 

allowances under the EU Emissions Trading System, will provide some €25 billion for the EU 

transition to climate neutrality, with a special focus on lower-income Member States in the case of 

the Modernisation Fund. 

The funds and programmes contributing to the European Green Deal Investment Plan (such as 

InvestEU or the Just Transition Fund) will provide tailored financing to a wide range of projects. Both 

small projects (e.g. individual household energy renovation) and larger ones (e.g. installation of a 

network of electric vehicle charging stations) will be able to benefit through dedicated programmes 

and products. The investment support will be adjusted to the level of risk that specific projects carry.  

As the EU will move towards climate-neutrality, not all Member States or regions start from the same 

point. Some have a longer way to go to reach the climate targets than others. In addition, certain 

regions will be more affected than others by the transition, especially the regions where jobs depend 

on fossil fuels, including coal, lignite, peat and oil shale or carbon-intensive industrial processes 

emitting greenhouse-gases. 

Transforming these regions will be essential to reaching carbon-neutrality. The green transition must 

put people first, and pay attention to the regions, industries and workers who will face the greatest 

challenges. It must work for all, or it will not work at all. 

To ensure that the transition happens in a fair way, taking into account the concerns of the Member 

States, regions, businesses and workers most affected, the Commission proposes to set up a Just 

Transition Mechanism, with the aim to provide targeted support. 

                                                           
final, https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communica
tion%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf; European 
Commission, The European Green Deal Investment Plan and Just Transition Mechanism explained, 14 January 
2020, 
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24?fbclid=IwAR1qX5OFmQzOi2GcA7IASIE
U1nFZhdVX_K3DDT6ax-YlZjvMEZw6kVa5wt8.  
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We see that the EGDIP takes strong steps to the right direction. 

 

 

2 The Role of the European Central Bank in sustainable investments 
Central banks are public institutions with responsibilities to support wider policy objectives. In 

general, they are charged with maintaining price stability (ie. inflation targeting). This is the case in 

the EU, with the primary objective of the ESCB enshrined in Article 127(1) of the Treaty on 

Functioning of the European Union (TFEU): 

The primary objective of the European System of Central Banks shall be to maintain price 
stability. Without prejudice to the objective of price stability, the ESCB shall support the 
general economic policies laid down in Article 3 of the Treaty on European Union. 

 

The reference to general economic policies implies that the ESCB’s actions cannot be measured in 

terms of specific policies, but rather by its support for underlying trends in economic policy. 

Article 3(3) of the Treaty on the European Union (TEU) states that the EU internal market should: 

work for the sustainable development of Europe based on balanced economic growth and 
price stability, a highly competitive social market economy, aiming at full employment and 
social progress, and a high level of protection and improvement of the quality of the 
environment. 

 

Further, Article 11 TFEU requires that: 

Environmental protection requirements must be integrated into the definition and 
implementation of the Union’s policies and activities, in particular with a view to promoting 
sustainable development.93 

 

As noted by Schoenmaker, this leaves room for ‘the greening of monetary policy.’94 This was tacitly 

conceded by Benoit Coeure, former ECB executive board member, in 2018.95 Monetary policy 

describes the process by which the monetary authority of a country – normally the central bank – 

attempts to control the supply and price of money within an economy. To do this, it targets an 

inflation or interest rate, both to ensure price stability and promote faith in the value of the relevant 

                                                           
93 J. Solana, The Power of the Eurosystem to promote environmental protection, (2019) 30 European Business 
Law Review 547. 
94 D. Schoenmaker, Greening EU Monetary Policy, Bruegel Working Paper 2, 19 February 2019 
95  ‘I would argue that the ECB, acting within its mandate, can – and should – actively support the transition to a 
low carbon economy, in two main ways: first, by helping to define the rules of the game and, second, by acting 
accordingly, without prejudice to price stability.’ See B. Couere, Monetary policy and climate change, Speech by 
Benoît Cœuré, Member of the Executive Board of the ECB, at a conference on “Scaling up Green Finance: The 
Role of Central Banks”, organised by the Network for Greening the Financial System, the Deutsche Bundesbank 
and the Council on Economic Policies, Berlin, 8 November 2018. 

2. SMART Project endorses the implementation of the European green Deal Investment Plan. 
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currency. For many years, price stability – normally expressed through retail price inflation – has 

been targeted by central banks, with the aim of keeping price inflation in a long-run corridor of 

around 2 percent per year.96 Such application of monetary policy has long been supported by the so-

called ‘Tinbergen Rule’, which at core states that for each and every policy target there must be at 

least one policy tool. This also implies that tasking an institution with more than one tool will be 

counterproductive: hence, once price stability has been identified as the policy goal of the central 

bank, they should not pursue other goals.97 

Sustainability considerations are material factors in determining both economic growth and 

improving the social market economy and the quality of the environment. As Schoenmaker further 

notes, members of the ECB board have tacitly acknowledged that the legal mandate afforded to the 

Eurosystem under TFEU.98 In other words, the ECB may use its mandate to support the financing of 

sustainable investments, where this does not conflict with its primary objective of maintaining price 

stability. 

Supporting the financing of sustainable investments could be operationalised in two conceptually 

distinct ways. The first would be to conclude that the existing ECB mandate permits directly the 

consideration of sustainability risks, because such risks constitute threats to financial stability. There 

is a good deal of research which supports this view.99 Such risks therefore have implications for 

financial stability within existing prudential frameworks, and this view is discussed below in more 

detail.  

This route does, however, raise far-reaching questions concerning central bank independence. In 

particular, there have been stringent criticisms from many quarters – including policymakers, 

regulators and legislators – about the perceived ‘mission-creep’ that such a deployment of central 

bank tools would constitute. 100 There are also some (misplaced) concerns about central bank 

                                                           
96 For example, the ECB’s Governing Council adopted a quantitative definition of price stability in 1998: "Price 
stability is defined as a year-on-year increase in the Harmonised Index of Consumer Prices (HICP) for the euro 
area of below 2%." The ECB clarified in 2003 that in the pursuit of price stability it aims to maintain inflation rates 
below, but close to, 2% over the medium term. 
97 This kind of simplistic rules are extremely harmful for the notion of successful sustainability action that needs 
to include complexity, see B. Sjåfjell and H. Ahlström, ‘Complexifying Finance for Sustainability. A Sustainability-
Science & Feminist Approach’ (January 31, 2020). University of Oslo Faculty of Law Research Paper No. 2020-
03. Available at SSRN: https://ssrn.com/abstract=3529259 (draft paper on file with current authors). 
98 Dirk Schoenmaker, Greening EU Monetary Policy. 
99 Coeuré 2018, NGFS 2018, see also Rudebusch 2019, Scott et al. 2017, Dietz et al. 2016, U. Volz, On the role of 
central banks in enhancing green finance. UNEP Inquiry Working Paper 17/01. For example, Dietz and Stern 
estimate that under such a 4° C warming scenario, annual GDP will be 50 percent lower compared to a scenario 
where no warming occurs. See S Dietz and N Stern, ‘Endogenous Growth, Convexity of Damage and Climate 
Risk: How Nordhaus' Framework Supports Deep Cuts in Carbon Emissions’ (2015) 125 The Economic Journal 
574. 
100 Paul Tucker argues that the nature of the role of a central bank is as a ‘co-manager’ of the government’s 
consolidated balance sheet, as the profits and losses which arise from CB operations largely fall to the 
government. On this view, decisions on capital allocation by the CB have a bearing on the riskiness of the 
government’s consolidated balance sheet and on the government’s exposure to profits/losses. See P. Tucker, 
Unelected Power: The Quest for Legitimacy in Central Banking and the Regulatory State (Princeton University 
Press 2018) 

https://ssrn.com/abstract=3529259
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solvency to be threatened if the central bank uses its tools to promote the purchase of particular 

asset forms.101  

Against this, there have also been high-level calls for greater intervention by central banks in 

addressing environmental issues. For some, the post financial crisis environment has challenged the 

model of central bankers as passive agents concerned only with price and financial stability. 102 If 

central banks are to assist in tackling the issue of sustainability, arguably there must be a more 

nuanced treatment of their role(s) and independence. Fulfilling the function to preserve financial 

stability, for example, often requires choices of a political nature to be made.103 Most notably, both 

the Bank of England,104 De Nederlandsche Bank,105 and the ECB106 have argued recently that the role 

of central banks must be interpreted more broadly; specifically, to include climate and environmental 

risks into their respective financial system monitoring tools. Central banks have already started to 

explore how their actions (or inactions) might interact with climate-change and its role in financial 

stability. Arguably, this reflects the recognition that central banks are the only institutions with the 

financial capacity to effect and support meaningful change in this arena.107 As observed by the New 

Economics Foundation in the context of central banking, “[t]he rapid transition to a low-carbon 

economy is one such objective, as mandated by the Paris Agreement.”108 In fact, the constitutional 

objectives of many global central banks provide clear powers and/or mandates to consider.  

On this basis, the alternative way that the ECB may incorporate risks to sustainability into its strategy 

and operations is via the use of monetary policy, which is one of the central bank’s most potent 

tools. Contemplation by central banks of the use of monetary policy to address environmental risks is 

                                                           
101 Some maintain that central banks, by virtue of the fact that they are underwritten by their national treasuries, 
can never become insolvent, and that this argument is therefore more about central bank credibility, than 
solvency. The ECB, for example, Buiter argues, cannot go bust: “The ECB can never be insolvent. The consolidated 
eurosystem, which legally doesn’t exist, could only go broke if either it had large numbers of foreign currency 
denominated or index linked liabilities which they don’t, or if they decide for some reason, should they make 
enormous losses, that they’re not going to issue enough base money to pay their bills because this would 
threaten inflation. So, only if they choose price stability over existence.” See Isabella Kaminska, Buiter on why 
the ECB as a whole can’t go bust, FT Alphaville, 1 April 2015, 
https://ftalphaville.ft.com/2015/04/01/2125419/buiter-on-why-the-ecb-as-a-whole-cant-go-bust/  
102 Ed Balls, James Howat and Anna Stansbury ‘Central Bank Independence Revisited: After the financial crisis, 
what should a model central bank look like?’ Harvard-Kennedy School M-RCBG Associate Working Paper Series 
No. 67 November 2016. 
103 Indeed, on this basis, Buiter argues that central banks “should not be materially involved in regulation and 
supervision of the financial sector.” See W.H. Buiter, ‘Central banks: Powerful, political and unaccountable?’ 
(2014) Journal of the British Academy 2, 269–303. 
104 S. Breeden, Avoiding the storm: Climate change and the financial system, Speech at the Official Monetary & 
Financial Institutions Forum, London, 15 April 2019 
105 F. Elderson, Climate crisis requires urgent action by financial sector and financial supervisors, Opening 
statement Frank Elderson at the Banco de España Climate Change Conference Madrid, 11 December 2019, De 
Nederlandsche Bank, https://www.dnb.nl/binaries/Cc_tcm46-386494.pdf. 
106 European Parliament, New ECB boss quizzed for the first time by Economic Affairs Committee, available at: 
https://www.europarl.europa.eu/news/en/press-room/20191202IPR67811/new-ecb-boss-quizzed-for-the-
first-time-by-economic-affairs-committee. 
107 The total infrastructure investment required for a successful low-carbon transition in line with the Paris Accord 
commitments is estimated to be around $6.9 trillion per year (or almost $70 trillion between now and 2030). See 
OECD/The World Bank/UN Environment, Financing Climate Futures, Rethinking Infrastructure, Policy Highlights, 
2018. 
108 Volz, On the role of central banks. 

https://ftalphaville.ft.com/2015/04/01/2125419/buiter-on-why-the-ecb-as-a-whole-cant-go-bust/
https://www.europarl.europa.eu/news/en/press-room/20191202IPR67811/new-ecb-boss-quizzed-for-the-first-time-by-economic-affairs-committee
https://www.europarl.europa.eu/news/en/press-room/20191202IPR67811/new-ecb-boss-quizzed-for-the-first-time-by-economic-affairs-committee
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increasing. In the context of central bank sustainability options, Amel-Zadeh and Serafeim distinguish 

eight methods for considering ESG issues in investment decision-making109: 

1. Negative screening is the exclusion of certain sectors, companies, or practices from a fund or 

portfolio on the basis of specific ESG criteria; 

2. Relative/best-in-class screening is the investment in sectors, companies, or projects selected 

for ESG performance relative to industry peers;  

3. Overlay/portfolio tilt is the use of certain investment strategies or products to change 

specific aggregate ESG characteristics of a fund or investment portfolio to a desired level 

(e.g., tilting an investment portfolio toward a desired carbon footprint); 

4. Engagement/active ownership is the use of shareholder power to influence corporate 

behaviour through direct corporate engagement (i.e., communicating with senior 

management and/or boards of companies), filing or co-filing shareholder proposals, and 

proxy voting that is directed by ESG guidelines; 

5. Full integration into individual stock valuation is the explicit inclusion of ESG factors into 

traditional financial analysis of individual stocks (e.g., as inputs into cash flow forecasts 

and/or cost-of- capital estimates); 

6. Positive screening is the inclusion of certain sectors, companies, or practices in a fund or 

portfolio on the basis of specific minimum ESG criteria; 

7. Thematic investment is investment in themes or assets specifically related to ESG factors, 

such as clean energy, green technology, or sustainable agriculture; and 

8. Risk factor/risk premium investing is the inclusion of ESG information in the analysis of 

systematic risks as, for example, in smart beta and factor investment strategies (similar to 

size, value, momentum, and growth strategies).  

The first three methods are generally applicable to central bank operations.110 The others would 

require high levels of intervention, to the point that specific choices, valuations and investigations 

would be required of central bank officials. This form of discrimination would certainly compromise 

the ECB’s operational independence and would be unacceptable to most EU central bankers. 

Accordingly, we make the following reform proposals: 

2.1. SMART Proposal: Introduce Sustainability Criteria for Collateral 
The ECB is empowered under the ECB Statute111 to provide funding for commercial banks where 

required. In doing so, it requires the borrowing bank to post collateral – marketable securities – in 

exchange for central bank reserves. Banks need reserves to clear payments between one another. 

This has two consequences in the context of the EU: first, the payments system across the Eurozone 

relies upon a concentrated network of financial institutions to function, and second, the ECB cannot 

refuse a request by a solvent bank with eligible collateral for reserves (or the retail and commercial 

payments systems would break down). The collateral framework determines the eligibility of 

financial assets for these facilities, making them extremely potent tools in determining liquidity and 

                                                           
109 A. Amel-Zadeh and G. Serafeim, ‘Why and How Investors Use ESG Information: Evidence from a Global 
Survey' (2018) 74(3) Financial Analysts Journal. 
110 Schoenmaker, Greening EU Monetary Policy. 
111 See Article 18 of Protocol (No 4) on the Statute of the European System of Central Banks and of the ECB, OJ 
C 326, 26.10.2012, p.230.  
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portfolio selection at commercial banks. Assets which are eligible for central bank refinancing 

operations become more attractive for the commercial banking system to hold, which increases 

demand for them. This has two main consequences: first, the assets become more liquid because 

financial institutions and investors are more likely to purchase them; and second, it reduces the cost 

of financing, lowering the yield that originators must offer to fund those assets. In turn, eligible 

assets become attractive to investors as so-called ‘safe-assets’. 

Moreover, the collateral posted in these liquidity operations has a higher market value than the 

reserves it is being used to secure; the difference in value is known as the ‘haircut’.  

The function of this ‘overcollateralization’ is to guard against sudden falls in asset values if the repo 

counterparty has to liquidate its position. These haircuts (or margin) are applied to collateral on a 

differential basis: the riskier the asset pledged as collateral, the larger the haircut demanded. There is 

strong evidence that the parameters applied to assets in collateral frameworks reduce bond yields, 

reduce interest rates on loans underpinning the relevant assets, and increase credit availability in the 

asset class concerned.112 Such haircuts also have a direct impact on the haircuts applied in the 

shadow banking system.  

 

There have been parallel initiatives developed by other central banks, most notably the People’s 

Bank of China (PBoC), which includes green bonds in its collateral frameworks and gives lending 

priority to banks holding green bonds. The PBoC accepts lower-rated ‘green’ bonds for its Medium-

Term Lending Facility, through which banks are able to exchange collateral assets for central bank 

liquidity.113 

The Eurozone collateral framework is governed generally by the ECB Treaty but there are specific 

guidelines in place on the haircuts applied to eligible collateral.114 These guidelines state that there 

are five categories of eligible asset, each with a differential haircut (based upon a ‘credit step’ 

approach) applied in monetary policy operations. The five categories are: 

                                                           
112 C. Cahn, A. Duquerroy and W. Mullins, W.,‘Unconventional monetary policy and bank lending 
relationships’, Banque de France Working Paper 659; Mésonnier, J.S., O’Donnell, C. and Toutain, O. (2017). ‘The 
interest of being eligible’, Banque de France Working Paper 636. 
113 P. Qinqin and K. Baili, Central Bank to Accept Lower-Grade Collateral for Lending Facility, 4 June 2018, 
https://www.caixinglobal.com/2018-06-04/central-bank-to-accept-lower-grade-collateral-for-lending-facility-
101262486.html  
114 GUIDELINE (EU) 2016/65 OF THE EUROPEAN CENTRAL BANK of 18 November 2015 on the valuation haircuts 
applied in the implementation of the Eurosystem monetary policy framework (ECB/2015/35)  

3. SMART Project proposes that the European Central Bank should amend its collateral 

framework to prioritise the acceptance of sustainable bonds, and disincentivise the use of 

‘brown’ assets as collateral.  

https://www.caixinglobal.com/2018-06-04/central-bank-to-accept-lower-grade-collateral-for-lending-facility-101262486.html
https://www.caixinglobal.com/2018-06-04/central-bank-to-accept-lower-grade-collateral-for-lending-facility-101262486.html
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The haircuts applied are then a function of the assets’ features. Currently, the ECB’s framework does 

not discriminate between collateral assets, irrespective of the environmental impact of the activities 

that the relevant assets are financing. This provides no disincentives for lending for unsustainable 

purposes, and the ECB risks capital allocation contributing to activities which damage the 

environment, contribute to climate change and other sustainability related problems as modern 

slavery. Collateral policy, in turn, will influence the asset portfolio choices of private commercial 

banks, and other central bank counterparties. Banks prefer to hold assets which are more favourably 

treated for liquidity and refinancing purposes, which will itself encourage more bank-financed loans 

and green bond issuance by the private sector.115 

  

The design and implementation of this would naturally require detailed analysis of the potential size 

of the market for the purchase of such bonds, as well as an assessment of what constitutes a 

‘sustainable asset’. Transparency concerning the composition of such purchases would be needed, 

but there are strong motivations for expanding the current collateral framework to encompass 

certain ESG-friendly assets, which would allow central banks to revise their purchasing strategy to 

account for sustainability risks and financial stability implications. Such a reform would therefore 

dovetail with the EU’s Taxonomy (see Section 5 below) for sustainable activities, which would 

provide high-level guidance for the inclusion of certain collateral assets in the collateral framework 

on more favourable terms than they currently enjoy. This could be used to unlock further investment 

from institutional investors which have signed up to the United Nations-backed Principles for 

Responsible Investment (PRI).116  

                                                           
115 See B. Kuepper, Tim Steinweg and Gabriel Thoumi, ‘Sustainable Banking Initiatives: Regulators’ Role in 
Halting Deforestation’ Chain Reaction Research, July 2017, 3. 
116 Signatories commit to a range of principles including incorporating ESG principles into investment analysis 
and decision making processes, and providing detailed annual reports on their progress in implementing the 
principles. 

4. SMART Project proposes that the ECB introduce sustainability criteria for the assets that it 

accepts as collateral. 
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In 2016, the total assets of these investors in 2016 were over $60 trillion, a doubling of the assets 

pledged to PRI since 2011.117 The escalating attention to SRI was confirmed by the record number of 

PRI signatories, jumping from about 350 in 2008 to over 900 in 2011, then representing around 20 

per cent of the world’s capital – over US$ 30 trillion of assets.118 

As noted by Barkawi, the current low-interest rate environment provides ‘a remarkable opportunity 

to channel more capital towards a low-carbon economy.’119 Of course, this is not a static process 

either: until monetary tightening occurs (ie. the start of any unwinding of QE begins), central banks 

must constantly refinance their programmes as securities mature, and the proceeds re-invested into 

new securities. This provides further opportunities for an expansion of the classes of security that 

central banks might deem suitable to support these initiatives.  

Under Article 4 of the Guidelines, there are specific carve-outs for particular forms of asset; in 

particular those originated by credit institutions for the sole purpose of pledging as collateral for 

liquidity management purposes, and not intended to be sold in secondary markets.120 There is 

nothing in principle to prevent this category from being expanded further, to include assets deemed 

sustainable under the Taxonomy, such as energy efficiency, or renewable energy. Sustainable 

(‘green’) mortgages could also be included in such a category; mortgage assets are commonly used 

for bank liquidity purposes.  

Such assets121 could have haircuts applied which are punitive or be excluded altogether from the 

ECB’s eligible collateral for monetary policy. At present, the ECB’s collateral framework and haircut 

regime are supportive of brown sectors,122 a practice that needs to discontinue over the upcoming 

years. The ECB’s collateral framework criteria are based on current credit rating agency analytics, but 

there are alternative credit scoring approaches which incorporate risks attached to unsustainable 

assets; for example, the metrics used by Carbon Analytics which incorporate transition risk found 

that eight issuers would fall out of the ECB’s investment grade criteria and hence no longer be 

eligible for its monetary policy programmes, representing almost 5% of the issuers analysed.123 

We make the following proposal: 

 

As we note below (in Section 5.4), our recommendations of the introduction of a ‘brown taxonomy’ 

would assist central banks in this matter, allowing the ECB to either exclude assets from particular 

bank refinancing programmes, or to adjust haircuts on brown assets upwards where appropriate, 

                                                           
117 J. Lord, FTSE Russell launches emerging markets and Latin America sustainability indices, Dec 7th, 2016. 
118 PRI, 5 years of PRI – Annual Report of the PRI Initiative 2011 (2011), https://www.unpri.org/about-the-
pri/annual-report-2011/706.article.  
119 A. Barkawi, Why monetary policy should go green, FT Alphaville, May 18 2017. 
120 See in detail Article 4. 
121 Denoted ‘superbrown’  assets by one thinktank; Report of the independent panel commissioned by Shadow 
Chancellor of the Exchequer John McDonnell MP, Finance and Climate Change – A Progressive Green Finance 
Strategy for the UK, 2019. 
122 Y. Dafermos, D. Gabor, M. Nikolaidi and F. van Lerven, Carbon Bias in the ECB’s Collateral Framework 
(forthcoming 2020). 
123 P. Monnin, Integrating climate risks into credit risk assessment – Current methodologies and the case of 
central banks corporate bond purchases. Council on Economic Policies, Discussion Note 2018/4 (2018b). 

5. The European Central Bank should also apply differentiated haircuts to financial assets 

which fund highly-unsustainable activities. 

https://www.unpri.org/about-the-pri/annual-report-2011/706.article
https://www.unpri.org/about-the-pri/annual-report-2011/706.article
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and depending upon their sustainability characteristics. Any adjustment of the haircuts must be 

dynamic and allow the ECB some time period to identify any potential externalities and minimise 

transition risk. 

Schoenmaker provides an extensive empirical analysis of the potential costs and benefits of 

incorporating particular sustainability criteria into central bank collateral operations. Focusing on the 

carbon composition of particular assets, he constructs a model based on differential haircuts being 

applied in central bank liquidity operations. Importantly, his analysis purports to respect both the 

operational independence of the ECB and its existing legal mandate which requires prioritisation of 

price stability in the bank’s monetary policy decision-making. In particular, he highlights three 

conditions which would have to be applied in any modification of the collateral framework to avoid 

disruption to the monetary policy transmission channel: (i) not to make major adjustments in the 

asset mix (including types of bond, maturity and currency denomination); (ii) to keep the list of 

eligible assets as broad as possible and not to target specific assets forms; and. (iii) to approach any 

amendment to the collateral framework gradually, so that the central bank can assess any possible 

detriment to its monetary policy transmission and macro-wide credit allocation. 

Schoenmaker’s analysis applies the following differential haircuts to a range of financial assets, based 

upon their relative carbon characteristics: 

 

He finds that applying these haircuts could lead to a large increase in the fraction of green investors 

in many sustainable asset classes and therefore speed up the transition toward sustainability in the 

corporate sector and, in the case of green mortgages, the European housing stock. In Schoenmaker’s 

model, investment volumes in non-sustainable covered bond fall by up to 4 percent, and up to 10 

percent in non-sustainable asset-backed securities, with credit spreads increasing for these asset 

classes by 1.75bp and 3.5bp respectively.124 According to research on greening monetary policy, the 

effectiveness of the programme increases relative to the responsiveness of green investment to 

changes in bond yields.125 This suggests that if a central bank credibly commits to supporting green 

lending, the benefits of such programmes are much amplified.126 The effectiveness of the programme 

is higher the higher is the responsiveness of green investment to changes in bond yields. 

                                                           
124 Schoenmaker, Greening EU Monetary Policy, p.17.  
125 Y. Dafermos, M. Nikolaidi and G. Galanis,  Climate change, financial stability and monetary policy Post 
Keynesian Economics Study Group Working Paper 1712 (September 2017) 
http://www.postkeynesian.net/downloads/working-papers/PKWP1712.pdf. 
126 To simulate such a commitment, the authors suppose that in 2020 central banks around the globe announce 
that they will purchase 20% of outstanding green bonds and they commit to keep the same share of the green 
bond market over the next decades. In 2020 this translates into an amount equal to around US$180 billion. 
They also assume that the proportion of conventional corporate bonds held by central banks remains equal to 
its current levels.  

http://www.postkeynesian.net/downloads/working-papers/PKWP1712.pdf
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By amending its collateral framework, the ECB could thereby use its monetary policy to create 

incentives for commercial banks to lend more to sustainable businesses or industries by optimising 

the refinancing options available for those banks that lend sustainably.  

Accepting assets as collateral which are ‘green’ and/or sustainable will be a central part of this 

process. Importantly, the effects of such a reform would be reflexive, in that this will not only make it 

cheaper to finance sustainable projects, but presumably sustainable assets will also grow as a 

proportion of the financial asset universe. These reforms would also be justifiable also on the basis 

that at present, research indicates that the ECB’s collateral portfolio held via monetary policy and 

other programmes, is tilted away from sustainable investment. The ECB’s collateral framework is 

supposed to reflect – to the extent it is possible – the market portfolio, yet conventional asset 

purchase operations have tended to favour high-carbon assets for investment purposes. Indeed, as 

noted by Barkawai, identifying and remedying biases in monetary policy is one of the most concrete 

short-term measures to take mechanism to kickstart investments in green infrastructure.127  

According to a study by the LSE Grantham Centre of the Eurozone, existing ECB bond-buying policies 

exhibit a “high-carbon skew”, which could have a long-term impact on environmental sustainability. 

According to the study, the bulk of these purchase have been made in the two most carbon-intensive 

sectors of the economy: utilities and manufacturing.128 It seems curious that monetary policies, 

which are designed inter alia to keep the banking system lending, might be used to support 

investment in industries which themselves are carbon-intensive, and undermine government targets 

elsewhere. In fact, according to the Grantham study, no assets relating to renewable energy 

companies were purchased in the ECB’s QE programmes, yet oil and gas companies bonds comprised 

8.4 percent.129 The academic literature suggests that the impacts of QE purchases pass through 

imperfectly to other asset classes and the larger economy; there is evidence of a disproportionate 

jump in the price of eligible assets after the introduction of these corporate bond purchase 

programmes. These facts alone seem inconsistent with the overarching aims of European 

policymaking on the environment.  

Such a framework should also be introduced under the QE programme that the ECB has restarted, 

although the scale of the new programme means that the effects of such a reform, for the time being 

at least, would be limited.130 The Eurosystem asset purchase programme (APP) refers to all 

programmes under which private securities and public sector securities are purchased to prevent 

deflation. The APP conducts credit operations with both private and public sectors to maintain 

economic growth and price stability. As noted earlier, the APP already exhibits a high-carbon skew. 

By not amending the approach, the ECB monetary policy framework arguably runs counter to the 

one of the subsidiary economic policies of the EU, namely to promote environmental goals. 

                                                           
127 A. Barkawi, Why monetary policy should go green, FT Alphaville, May 18 2017. 
128 S. Matikainen, E. Campiglio and D. Zenghelis, ‘The climate impact of quantitative easing’, Grantham 
Research Institute on Climate Change and the Environment Policy Paper, May 2017. Their calculations indicate 
that 62.1 per cent of ECB corporate bond purchases take place in the sectors of manufacturing and electricity 
and gas production, which alone are responsible for 58.5 per cent of Eurozone area greenhouse gas emissions, 
but only 18 per cent of gross value added (GVA). For the Bank of England, manufacturing and electricity 
production – responsible for 52 per cent of UK emissions – make up 49.2 per cent of the eligible benchmark, 
but only 11.8 per cent of GVA. 
129 Matikainen, Campiglio and Zenghelis, ‘The climate impact of quantitative easing’.  
130 The numbers in the private bond buying programme – the Corporate Sector Purchase Programme – are 
small (approximately 7% of the bonds purchased under EU QE were corporate bonds, with just 178 billion 
euros out of 2.5 trillion euros). 
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3 Central Bank Macroprudential Policies 
Central banks are afforded extensive supplementary powers to control credit in specific 

circumstances. Tackling credit growth was traditionally achieved through interest rate policy. 

However, ultra-loose monetary policies have blunted the effectiveness of the interest rate tool. 

Moreover, in the case of financial innovations such as securitisation, as it increases the spectrum of 

funding sources, interest rate changes are not as effective on the lending activities of banks which 

securitise significant proportions of their loans. The interest-rate tool may therefore be ineffective on 

constraining lending. Accordingly, many regulatory authorities now rely on various macroprudential 

policies instead. 

3.1. SMART Proposal: The European Central Bank use its macroprudential policy tools 

to guide credit to environmentally sustainable sectors 
Although as noted the ECB interprets its mandate narrowly, it has tools which could be put to use to 

limit the credit available for financing unsustainable activities. As discussed below, much of this can 

be prevented through reforms to bank capital regulation.  

 

 

Importantly, Monnet has shown that policies such as credit allocation 

through banking supervision, rediscounting and various types of credit control.policies can 
contribute to state objectives such as industrial policy without damaging growth.131 

 

Many of these tools have been formally developed since the financial crisis, but their historical 

antecedents are well-established. Many of these policies since the financial crisis have been directed 

at limiting the build-up of credit in specific sectors, especially the mortgage market. As noted by 

Volz132 both maximum credit ceilings and minimum credit floors offer direct and straightforward 

mechanisms to funnel investments to particular green projects, whilst simultaneously reducing the 

flow of finance to brown assets. Such polices are able to internalise the consequences of 

sustainability risks, particularly those targeted at controlling credit and sectoral capital buffers 

targeted at sectors which are particularly vulnerable to environmental or other sustainability factors.  

Credit floors require banks to allocate a predefined fraction of their loan portfolio to a particular 

sector. In this case, the ECB could require banks to commit a particular proportion of their loan books 

to sustainable finance, assisted by the Green Taxonomy and other green credit evaluation 

frameworks. Considering the great importance of the banking system to the EU financial system, and 

the green financing gap - estimated by the EU commission to be 180 billion euros per year – the 

                                                           
131 E. Monnet, Controlling Credit: Central Banking and the Planned Economy in Postwar France, 1948–1973 
(Cambridge: Cambridge University Press, 2018). 
132 U. Volz, ‘On the Role of Central Banks in Enhancing Green Finance’ Inquiry Working Paper, United Nations 
Environment Programme (2017). 

6. SMART Project recommends that the European Central Bank also uses other tools to 

intervene to prevent credit build up in unsustainable ways.  
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implementation of such a tool could be game-changing in supporting the transition to a more 

sustainable economy.  

Although criticised in some quarters for their non-market based calibration, maximum credit ceilings 

and other lending restrictions have been put in place across the EU, in particular in terms of higher 

capital requirements for certain categories of mortgage loan.133 It is therefore incumbent to ask why, 

given both the financial stability and social risks inherent in unsustainable activities, the central bank 

should not use its tools to limit credit for particular projects.  

Placing maximum credit ceilings on banks’ capacity to lend for unsustainable activity could be 

implemented by restricting banks’ large exposures, which sets a maximum limit on the amount banks 

could lend to specific companies or for specific project-types. This thereby reduces their capacity to 

finance unsustainable assets. The instrument allows a granular setting of restrictions, which gives 

banks some scope with which to comply with the restriction. On the other hand, a high level of effort 

would be required by the ECB in monitoring developments and assessing the relative sustainability of 

particular projects. The ECB could of course be assisted in this endeavour by the Taxonomy (see 

Section 5).  

Indeed some central banks already tailor financial regulation in this way. The Banco Central do Brasil 

requires commercial banks to incorporate environmental risk factors in their capital requirements 

calculations. This is based upon Basel’s ICAAP directions for use in the Pillar 2 process, under which 

the BCBS required large banks to assess their individual exposures to ESG risks and the potential 

impact on regulatory capital.134 In Peru, banks must undertake comprehensive due diligence on the 

ESG implications of any project finance loan they grant.135 

More notably, China has adopted a proactive enforcement policy toward managing environmental 

systemic risk. The PBoC requires banks to include in their loan documentation covenants to 

borrowers requiring them to comply with environmental standards. It has issued several instalments 

                                                           
133 Capital restrictions in EU jurisdictions include: Belgium – 5 percentage points add-on to the risk weights on 
mortgage loans to Belgian residents; Finland - minimum level of 10% for the average risk weight on housing 
loans; Ireland – new housing loans with LTIs over 3.5 should be less than 20% of aggregate value of new loans 
and LTVs must be lower than 75% for preferential risk weighting; Luxembourg – any part of a mortgage loan 
exceeding 80% of the value of the real estate object must be risk-weighted at 75% and an average minimum 
risk weight of 15% is imposed for retail residential mortgage loans; Malta – the LTV must be lower than 70% for 
exposures secured by mortgages on residential property when applying the 35% risk weight; Norway – tighter 
requirements for residential mortgage lending risk-weighting models;  Romania imposes stress tests accounting 
for foreign currency depreciation and interest rate shocks defined for consumer loans; and Sweden imposes a 
minimum 25% risk-weight for mortgages. See European Systemic Risk Board,. A Review of Macroprudential 
Policy in the EU in 2016 (2017). 
134 Requirements for ICAAP were established by Basel Circular 3547 and require a comprehensive assessment of 
capital adequacy over a one-year horizon. Banks must consider their strategic objectives and the risks to which 
they are exposed. Regulation requires the identification and measurement of existing and prospective risks in 
each of the following categories: (i) credit risk, (ii) market risk, (iii) operational risk, (iv) liquidity risk, (v) interest 
rate risk in the banking book, (vi) counterparty credit risk, and (vii) concentration risk. Other risks, such as liquidity 
risk, strategic risk, reputational risk and risk of environmental externalities affecting institutional activities, must 
also be assessed even if they cannot be effectively measured. 
135 According to the Peruvian banking superintendent:  “Conflict related to social and environmental issues is one 
of the key drivers of systemic risk: socio-environmental conflicts cause externalities, which spread by contagion, 
affect third-parties and escalate to the macro-economic level.” See UNEP Finance Initiative & Cambridge Institute 
for Sustainability, Leadership, Banking & Sustainability – Time for Convergence: A Policy Briefing on the links 
between Financial Stability and Environmental Sustainability, September 2015. 
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of Green Credit Guidelines, under the China Banking Regulatory Commission (CBRC). It has also 

launched a Green Credit Initiative which restricts bank credit to projects that are harmful for the 

environment and allows an increase in credit to projects that benefit the environment. Since 2017, 

the PBoC has ramped up the incorporation of green finance into its macroprudential assessment 

framework, including through positive incentives for commercial banks to increase their stock of 

green credit. In 2018, as noted above the PBoC began including green loans with an AA rating as 

collateral in the medium-term loan facility (MLF). And in 2018, the PBoC announced the ‘Green 

Credit Performance Evaluation Scheme for Deposit-taking Financial Institutions’136, which was 

included as part of the MPA to further incentivise green lending, further refining the evaluation 

criteria for the green credit performance of banking financial institutions. Needless to say, China 

prioritise here only environmental sustainability, not comprehensive planetary boundaries and social 

foundation based sustainability. 

3.2. Stress-Testing & Supervisory Review 
Banks in the Eurozone currently undergo annual stress-testing. This exercise is performed by the 

European Banking Authority, under powers granted to it by the EBA Regulation137, which gives the 

Authority powers to initiate and coordinate the EU-wide stress tests, in cooperation with the 

European Systemic Risk Board (ESRB). They are also monitored closely under the Supervisory Review 

Process (SREP), for the most part by the European Banking Authority (EBA). 

Such tests allow authorities to determine whether banks’ capital and liquidity buffers are strong 

enough to resist seriously adverse conditions and, where necessary, to require institutions to build-

up further strength. The reason for this is quite straightforward: stress-testing – if done properly – 

can prepare the financial system for common shocks that hit individual institutions simultaneously, 

thus reducing the fragility of the financial system. Because financial institutions cannot raise funds in 

circumstances where all are facing losses, stress-testing scenarios can prepare institutions for 

protracted periods of losses or seized-up funding markets. Yet this is not the only function of stress 

tests: they act principally as an ex ante front-stop tool to prevent the build-up of risks within the 

system. Because of this, stress-testing is arguably  

the most powerful prudential tool we have at our disposal for safeguarding the resilience of 
the financial system.138  

 

Under Pillar 2, specific non-financial risks may be accounted for by banks and financial institutions. 

According to McKinsey139, the Institute of International Finance (IIF) for example, has explicitly 

argued that the risk-appetite statement under Pillar 2 ought to include references to banks’ 

willingness to assume non-financial risks, including ‘risks to reputation, environmental sustainability, 

and the loyalty of customers.’140 Moreover, Pillar 2 – in complementing Pillar 1 – imposes 

                                                           
136 British Embassy, Beijing, Financial Services Special Report: China’s Green Finance Market (September 2018) 
137 Regulation (EU) No 1093/2010 of the European Parliament and of the Council of 24 November 2010 
establishing a European Supervisory Authority (European Banking Authority), amending Decision No 
716/2009/EC and repealing Commission Decision 2009/78/EC. 
138 S.G. Cecchetti, ‘On the Separation of Monetary and Prudential Policy: How much of the pre-crisis consensus 
remains?’ CEPR Discussion Paper 10949, November 2015. 
139 Sonja Pfetsch, Thomas Poppensieker, Sebastian Schneider and Diana Serova., Mastering ICAAP: Achieving 
excellence in the new world of scarce capital, McKinsey Working Papers on Risk, Number 27, May 2011. 
140 Institute of International Finance (IIF), Final Report of the IIF Committee on Market Best Practices, July 2008. 
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requirements for institutions to manage risk in their portfolios in order to avoid exposures to certain 

classes of asset or economic sectors. 

Accordingly, under Pillar 2 banks must weigh up all ‘material’ risks in their capital adequacy 

assessments under Pillar 1 and must list all potential risk exposures that they face. This list is 

supposed to be neither exhaustive nor closed. According to Alexander, any exposure to economic 

activity that is ‘environmentally unsustainable’ ought to fall within the scope of Pillar 2.141 As noted, 

these risks must be material. However the BCBS has failed to yet include environmental sustainability 

as a material risk: according to Alexander, ‘most bank supervisors have not utilised Pillar 2’s 

supervisory approaches to incorporate forward-looking models that estimate the potential stability 

impact of supplying credit to environmentally unsustainable or sustainable activities over time into 

their stress tests.’142 (On forward-looking models see above Section 1.5.) 

These moves would not be without support from quantitative evidence on climate change. According 

to the World Bank, the average annual financial cost of anthropogenic environmental damage was in 

the order of $6.6 trillion in 2008. Assuming convergence to a long-run trend, this would result in a 

loss of total global output of $28.6 trillion by 2050.143  

Yet, these estimates do not account for the potential extreme losses that are realisable under fat-

tailed distributions and do not address the supply of financial instruments that fund unsustainable 

activities. If eventuated, such losses have the potential to collapse the entire financial system, as 

spillovers from losses on assets are amplified. Moreover, any failure to correct the flows of finance to 

unsustainable assets may result in irreversible economic damages far beyond the financial sector: as 

noted by the ESRB, uncertainty regarding the timing and speed of required carbon emissions 

reductions to reduce the adverse effects of climate change is high.  

An adverse scenario – one which results in an abrupt implementation of quantity constraints on the 

use of carbon-intensive energy sources – could affect systemic risk via three main channels: (i) the 

macroeconomic effects of sudden changes in energy use; (ii) the revaluation of unsustainable assets; 

and (iii) a rise in the incidence of natural catastrophes.144 All three of these possible channels could 

lead to significant damage to bank balance sheets. In these scenarios, systemic risk could be 

propagated via the financial system because institutions would be adversely affected by any 

exposures to unsustainable assets. The price shocks attendant to these exposures could generate 

contagion in the broader financial system. The situation in relation to energy companies and systemic 

risk is exacerbated by the fact that these forms of company are normally highly-leveraged in 

comparison to other forms of corporation, meaning that much of their balance sheet comprises 

liabilities owed to financial institutions. For example, research by the UK Prudential Regulation 

                                                           
141 K. Alexander, ‘Stability and Sustainability in Banking Reform: Are Environmental Risks Missing in Basel III?’ 
(CISL & UNEP FI, 2014), p.19 
142 Alexander, ‘Stability and Sustainability in Banking Reform, p.19. 
143 United Nations Environment Programme Finance Initiative (UNEP FI), ‘Universal Ownership: Why 
environmental externalities matter to institutional investors’ (2011) 
www.unepfi.org/fileadmin/documents/universal_ownership_full.pdf. In the US context, the average annual 
costs to the US economy – from poorer health outcomes and damage caused by extreme weather events – of 
burning fossil fuels are estimated at $240 billion a year, which accounts for 40% of US annual economic growth. 
These costs are projected to rise to $360 billion a year over the next decade. See Universal Ecological Fund, The 
Economic Case for Climate Action in the United States, September 2017. 
144 European Systemic Risk Board, Too late, too sudden: Transition to a low-carbon economy and systemic risk 
Reports of the Advisory Scientific Committee, No 6 / February 2016, p.2. 

http://www.unepfi.org/fileadmin/documents/universal_ownership_full.pdf
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Authority shows that fossil-fuel and other high-carbon companies comprise one-third of the $2.6 

trillion global leveraged loan market.145 Oil and gas companies have been increasing their leverage 

significantly, despite high-profile divestment campaigns146 which have reduced the market 

capitalisation of these corporations hugely.147 As noted by the ESRB: ‘A large swing in asset prices 

could lead to debt repricing and credit losses, aggravating the impact on financial stability.’148 

Comerford and Spiganti show in a macroeconomic modelling exercise in the context of carbon-based 

industries that if investors are leveraged, a fire-sale of carbon assets may ensue as investors rush to 

sell carbon assets. This financial accelerator effect will generate large and persistent falls in output 

unless arrested by central authorities.149  

Importantly, in the case of stress-testing for losses eventuating from climate and other 

unsustainability risks – as opposed to regulatory shifts relating to carbon and other unsustainable 

assets – no formal scenarios have yet been introduced in the EU.150 Reflecting this view, regulators 

have also failed to yet include climate change as a material risk under the Basel Accord’s second pillar 

of market supervision. According to Alexander,  

most bank supervisors have not utilised Pillar 2’s supervisory approaches to incorporate 
forward-looking models that estimate the potential stability impact of supplying credit to 
environmentally unsustainable or sustainable activities over time into their stress tests.151 

 

However, the recently revised Capital Requirements Regulation (CRR2) under Article 98(8) requires 

the EBA to assess the potential inclusion of ESG risks in the supervisory review and evaluation 

process performed by competent authorities. The revised Article 98(8) states:  

 
98(8). EBA shall assess the potential inclusion in the review and evaluation performed by 
competent authorities of environmental, social and governance risks (ESG risks).  
 

                                                           
145 Prudential Regulation Authority (2015), “The Impact of Climate Change on the UK Insurance Sector”. 
146 According to Arabella Advisors: “On the one-year anniversary of the Paris climate agreement, the value of 
assets represented by institutions and individuals committing to some sort of divestment from fossil fuel 
companies has reached $5 trillion. To date, 688 institutions and 58,399 individuals across 76 countries have 
committed to divest from fossil fuel companies, doubling the value of assets represented in the last 15 months.” 
See The Global Fossil Fuel Divestment  and Clean Energy Investment Movement  December 2016, 
https://www.arabellaadvisors.com/wp-content/uploads/2016/12/Global_Divestment_Report_2016.pdf  
147 Kepler Chevreux estimate the aggregate loss in value of fossil fuel companies from growth in renewable 
energy sources at $28 trillion by 2035. See Kepler Chevreux, Stranded assets, fossilized revenues, 24 April 2014, 
https://www.keplercheuvreux.com/pdf/research/EG_EG_253208.pdf. According to Forbes in 2016: “All told, 69 
oil and gas producers with $34.3 billion in cumulative secured and unsecured debt have gone under. Since share 
prices peaked in 2014, the oil bust has wiped out about $1 trillion in equity, with the Dow Jones U.S. Oil & Gas 
Index off 40%...There’s more to come… According to Deloitte, about a third of global oil and gas companies, or 
about 175 of them, are at risk of insolvency. Bernstein Research estimates that by 2019 we'll see more than $70 
billion in defaults amid more than $400 billion in high-yield energy debt -- that would indicate that we're only 
halfway through the bankruptcies.” See Christopher Helman, The 15 Biggest Oil Bankruptcies (So Far), Forbes, 9 
May 2016, https://www.forbes.com/sites/christopherhelman/2016/05/09/the-15-biggest-oil-bankruptcies-so-
far/#4480a5b37ff9  
148 ESRB p.19 
149 D. Comerford and A. Spiganti, The Carbon Bubble: Climate Policy in a Fire-Sale Model of Deleveraging, 21st 
June 2016 https://strathprints.strath.ac.uk/61199/  
150 See L. Hook, ‘Central bank chiefs sound warning on climate change’, Financial Times, 9 April 2018. 
151 Alexander, ‘Stability and Sustainability in Banking Reform p 19. 

https://www.arabellaadvisors.com/wp-content/uploads/2016/12/Global_Divestment_Report_2016.pdf
https://www.keplercheuvreux.com/pdf/research/EG_EG_253208.pdf
https://www.forbes.com/sites/christopherhelman/2016/05/09/the-15-biggest-oil-bankruptcies-so-far/#4480a5b37ff9
https://www.forbes.com/sites/christopherhelman/2016/05/09/the-15-biggest-oil-bankruptcies-so-far/#4480a5b37ff9
https://strathprints.strath.ac.uk/61199/
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For the purposes of the first subparagraph, EBA's assessment shall comprise at least the 
following:  
 
(a)  the development of a uniform definition of ESG risks, including physical risks and 
transition risks; the latter shall comprise the risks related to the depreciation of assets due to 
regulatory changes;  
 
(b)  the development of appropriate qualitative and quantitative criteria for the assessment of 
the impact of ESG risks on the financial stability of institutions in the short, medium and long 
term; such criteria shall include stress testing processes and scenario analyses to assess the 
impact of ESG risks under scenarios with different severities;  
 
(c)  the arrangements, processes, mechanisms and strategies to be implemented by the 
institutions to identify, assess and manage ESG risks;  
 
(d)  the analysis methods and tools to assess the impact of ESG risks on lending and financial 
intermediation activities of institutions.  
 
EBA shall submit a report on its findings to the Commission, the European Parliament and to 
the Council by 28 June 2021…  

 

3.3. SMART Proposal: Incorporate Sustainability Risks into the Supervisory Review 

and Stress Testing Regimes  
In relation to Stress Testing and Supervisory Review Process, the banking sector acts as a significant 

accelerator of sustainability risks, especially in relation to the climate.152 Even if one assumes that 

such risks can be modelled to some degree of accuracy, the foreseeable systemic risks from stepping 

out of planetary boundaries are significant. Catastrophe risk insurance for example is becoming 

increasingly expensive, with some insurers simply withdrawing from the market. This exposes the 

banking system to higher order losses, because if companies cannot insure themselves against 

catastrophic risk—or are charged high prices for doing so—their ability to withstand losses occurring 

due to climate-related events will be lowered significantly and, if they are counterparties to banks, 

any distress they face may be transmitted to the banking system.153 Ex ante, any resulting reduction 

in collateral values from seriously damaging weather events would lead to reduced lending, imposing 

further feedbacks to the wider economy.154 These dynamics also operate ex post; losses from natural 

disasters increase the probability of bank failure over the medium term following the relevant 

event.155 Exogenous shocks such as natural disasters may also lead financial institutions (especially 

insurance companies) exposed to losses to sell bonds at fire sale discounts, adding to any fall in 

collateral values.156 

                                                           
152 M, Aglietta and É, Espagne, Climate and Finance Systemic Risks, More than an Analogy? The Climate Fragility 
Hypothesis (CEPII, 2016) Working Paper No. 10. 
153 S. Batten, R. Sowerbutts and M. Tanaka, Let’s Talk About the Weather: The Impact of Climate Change on 
Central Banks (Bank of England, May 2016) Staff Working Paper No 603. 
154 M. Garmaise and T.J. Moskowitz, ‘Catastrophic Risk and Credit Markets’ (2009) 64 Journal of Finance 657. 
155 C. Lambert, F. Noth and U. Schuewer, ‘How Do Banks React to Increased Asset Risks? Evidence from Hurricane 
Katrina’ (29th International Conference of the French Finance Association (AFFI), 2012). 
156 L. Zhang and M. Massa, ‘The Spillover Effects of Hurricane Katrina on Corporate Bonds and the Choice Between 
Bank and Bond Financing’ (AFA, 2012) Chicago Meetings Paper. 
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Approaches to stress-testing in the context of carbon exposure emphasise the vulnerability of the 

financial system to so-called ‘stranded assets.’ Put simply, stranded assets are those assets owned or 

held by corporations or other business enterprises, which are currently unused, and are at potential 

risk of never being used, due for example to changes in planetary boundaries conditions or changing 

regulations, especially in relation to climate change. In joint research, the Carbon Tracker Initiative 

and Grantham Research Institute in 2013 showed using the example of stranded assets that at the 

prevailing capital expenditure of fossil fuel site and field development, at least $6.74 trillion would be 

wasted in developing reserves that are likely to become unburnable.157 Another study estimates that 

financial system exposures to carbon-intensive sectors in the EU alone exceed €1 trillion, with 

potential losses of between €350 billion and €400 billion, even under an orderly unwind.158  

However, under any stress testing regime implemented by the EBA, input stressors into such tests 

must progress beyond those posed by so-called ‘transition risks’ that currently dominate debates on 

environment-related stress-testing. The physical risks from climate change are both highly uncertain 

and fat-tailed; complete ruin scenarios are possible and, according to many climate models, non-

negligible. These are precisely the circumstances in which stress tests are most useful. Importantly, 

as noted by Goodhart:  

At present, the relevant authorities can choose any scenario for the stress test that they think 
fit, apply proprietary and undisclosed modelling to assess the outcome, and use the results to 
jack up required capital (and liquidity) to whatever level they prefer…159  

 

Stress-testing the banking system in relation to extreme climate scenarios, and not delimiting such 

tests to the issue of regulatory (political) risk, is therefore plausible. Significantly, regulators in some 

jurisdictions already employ variants of such tests. One such variant is known as ‘reverse stress-

testing’: financial firms are required to assess scenarios and circumstances that would render their 

business models unviable, in the process identifying potential business vulnerabilities.160 Such tests 

are designed partially to force firms to consider tail risks.161 Other variants have been introduced by 

national central banks: when issuing directions for use under risk management processes the 

Brazilian central bank used powers derived from Basel guidance to require large banks to assess their 

individual exposures to ESG risks and the potential impact on equity capital.162  

Using forward-looking stress-test scenarios as planning exercises therefore not only provides the 

institutions and regulators themselves with indications as to the robustness of the financial system, it 

also allows regulators to tailor hypothetical scenarios to match potential large real swings in asset 

                                                           
157 Carbon Tracker Initiative and Grantham Research Institute, Unburnable Carbon 2013: Wasted capital and 
stranded assets, 2013. 
158 F. Weyzig, B. Kuepper, J.W. van Gelder and R. van Tilburg, ‘The Price of Doing Too Little Too Late; the Impact 
of the Carbon Bubble on the European Financial System’ Green New Deal Series No.11, 2014. 
159 C.A.E. Goodhart, ‘In praise of stress tests’, in R.W. Anderson (ed.) Stress Testing and Macroprudential 
Regulation: A Transatlantic Assessment (London: Centre for Economic Policy Research London, 2016), p. 141. 
160 See for example, Bank of England, Stress Testing, bankofengland.co.uk/stress-testing. 
161 S. Batten, R. Sowerbutts, and M. Tanaka, ‘Let’s talk about the weather: The impact of climate change on 
central banks’ Bank of England Working Paper No. 603, May 2016. 
162 Requirements for such evaluations were established by Basel Circular 3547 which requires a comprehensive 
assessment of capital adequacy over a one-year horizon including ‘risk of environmental externalities affecting 
institutional activities…even if they cannot be effectively measured.’ See Alexander, ‘Stability and sustainability 
in banking reform’, p. 18. 



40 

Draft SMART report shared to receive comments. This version is not final and not proofread. 
Please do not cite without contacting the authors. 

 

 

prices, including those that financial risk modelling deem unlikely, yet would be catastrophic if 

realised.  

Imposing high hurdle rates in sustainability risk tests would reduce the profitability of unsustainable 

as carbon-related investments penalised by such exercises. As with reforms to asset risk-weighting, 

discussed below, incorporating such factors into the stress-testing regime would be analogous to a 

tax on the funding of planet-damaging activities, addressing the flow of finance toward such projects 

directly.163  

As a conclusion we propose that the supervisory Review Process and Stress Testing regimes must 

encompass all sustainability risks in full and not to be limited to climate  only. 

 

 

4 Bank regulation 

4.1. Introduction 
Whilst other jurisdictions such as the United States, China, and Japan have developed deep capital 

markets, investment beyond the banking system within the EU—with the exception of France and 

the UK—remains relatively underdeveloped.164 It is particularly appropriate to target regulatory 

reforms at the banking sector in the case of the EU, where banks remain the dominant credit 

providers. In turn, any reforms to EU capital markets and the launch of market-based finance 

initiatives to promote green finance—for example, via the Capital Markets Union—are likely to be 

more limited in impact. Indicatively, domestic bank credit in the euro area in 2012 amounted to 255 

percent of GDP, compared to around 90 percent in the US.165 Because banks are by far the largest 

source of financial capital in the EU, the effects of their lending policies are magnified. Special lessons 

therefore apply to the EU because of its financial structure. 

In this section we discuss and propose need for reforms in a wide array of bank regulation. The 

present regulation is weak and in its best concentrating on climate change only instead of a 

comprehensive sustainability review in bank activities and bank lending. Climate change regulation is 

important as  the EU banking system relies heavily on financing stranded assets as fossil-fuel 

companies, but it is not enough in facing all planetary boundaries challenges in financing. To create 

incentives for reallocation of European bank lending to sustainable targets, a regulatory framework 

of penalising factors in bank capital maintenance regulation should be created, instead of proposals 

of supporting factors for ‘green’ lending. In the same, new tools to disincentivise the securitisation of 

brown assets should be introduced. In bank disclosure of environmental, social and governance risks 

by banks, a comprehensive sustainability criteria should be created instead of standards 

                                                           
163 J. Cullen, ‘After HLEG: EU Banks, Climate Change Abatement and The Precautionary Principle’ (2018) 20 
Cambridge Yearbook of European Legal Studies 61.  
164 M. Ferreira, D. Mendes and J.C. Pereira ‘Non-Bank Financing of European Non-Financial Firms’ (European 
Federation of Financial Analysts Societies, July 2016). 
165 See ECB, Report on Financial Structures (October 2013). 

7. SMART Project recommends the introduction of sustainability risks into the bank stress-

testing and supervisory review regimes. 
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concentrating on climate change only. Finally a mandatory bank sustainability risk assessment regime 

is introduced and proposed. 

4.2. Non-sustainability of the EU banking system 
The EU banking system remains a heavy financier of fossil-fuel companies and other unsustainable 

businesses. Analysis of the international syndicated loan market demonstrates that between 2004 

and 2014, the world’s 25 largest commercial banks channelled at least $1.85 trillion to the top fossil 

fuel industries, compared with just $171 billion to renewable energy.166 A large proportion of climate 

damages will be caused by continued funding of GHG-intensive industries by banks, who as a group 

are expected to invest more than $6 trillion in fossil fuels over the next decade.167 Research shows 

that of the top fifteen funders of ‘extreme’ fossil fuel activities,168 four were headquartered in the 

EU, contributing over $45 billion between them to such activities in the period 2012–2016.169 

Another recent report shows that the fifteen largest European banks, inter alia, still carry significant 

exposures to climate-related liabilities and risk; all (bar one) have no explicit objectives for 

decreasing such exposures; and none could accurately report on the ratio of high-carbon assets 

amongst their risk-weighted assets (‘RWAs’).170 EU regulators already acknowledge the vulnerability 

of banks to asset write-downs due to climate-related events or changes in financial regulation.171 

Other research shows that over fifty percent of bank assets in the Euro area are exposed to climate 

change-related risks.172 Such institutions remain under-prepared for the effects that climate-related 

losses may have on their capital positions.  

4.3. From business as usual to green supporting factor 
In the absence of a shift away from a ‘business-as-usual’ approach, there are policy levers available 

to European regulators which could be used to influence the flow of credit to such ventures. A 

proportionate precautionary principle based (see above Section 1.4) response to such lending, in line 

with the parameters set out by the Commission, would be to reprice the funding of such activities to 

reflect externalities created. In particular these levers coalesce around the capital requirements 

relevant to specific asset classes, which may be used to modulate the costs of credit provision, 

dependent on the requirement applied. The primary purpose of capital regulation is to mitigate 

prudential risks by ensuring there is a large enough capital buffer to absorb losses in the event of an 

impairment of an institution’s assets. Capital requirements are tailored according to the credit risk of 

the financial products in question, whilst the entire capital adequacy ratio is underpinned by a 

system of risk-weighting of assets; the riskier the asset on the bank’s books, the more capital the 

bank needs to fund it with (known as a ‘capital charge’).173 The fundamental function of such 

                                                           
166 Fair Finance Guide, Undermining our Future: A Study of Banks’ Investments in Selected Companies Attributable 
to Fossil Fuels and Renewable Energy (2 November 2015), p iv. 
167 C. Emanuele, ‘Beyond Carbon Pricing: The Role of Banking and Monetary Policy in Financing the Transition to 
a Low-Carbon Economy’ (2015) Ecological Economics 121. 
168 ‘Extreme’ in this context refers to extreme oil (such as tar sands oil or Arctic drilling); coal mining; coal power 
(mainly the funding of power stations); and liquefied natural gas export. Many EU banks have pledged to end 
their funding support for coal mining; however, there are no such pledges in relation to other extreme activities. 
169 BankTrack et al, Banking on Climate Change: Fossil Fuel Finance Report Card (June 2017). 
170 ShareAction, Banking on a Low-Carbon Future (December 2017). 
171 European Systemic Risk Board, Too Late, Too Sudden: Transition to a Low-Carbon Economy and Systemic Risk 
(February 2016) Reports of the Advisory Scientific Committee, No 6, p 2. 
172 S. Battiston, A. Mandel, I. Monasterolo, F. Schutze and G. Visentin, ‘A Climate Stress-Test of the Financial 
System’ (2017) 7 Nature Climate Change 283. 
173 Basel Committee on Banking Supervision, Basel III: A Global Regulatory Framework for More Resilient Banks 
and Banking Systems (December 2010, rev June 2011). 
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requirements is to guard against losses in asset values that might translate into institutional or 

systemic distress. Accordingly, there have been reservations expressed by regulators that they 

should not be used as policy levers: the role of capital is not envisaged to mitigate wider risks, even 

those as grave as from climate change. Rather, only idiosyncratic risks from legal or transaction-level 

factors are deemed relevant. As noted by Alexander in the context of the Basel Capital Accords 

(which form the basis of the CRD):174  

Pillar 1 of Basel does require banks to assess the impact of specific environmental risks on the 
bank’s credit and operational risk exposures, but these are mainly transaction-specific risks 
that affected the borrower’s ability to repay a loan or address the ‘deep pockets’ doctrine of 
lender liability for damages and costs of property clean-up. 

 

Such capital requirements are already set for all EU credit institutions at the European level under 

the Capital Requirements Directives (CRD) and the Capital Requirements Regulations (CRR).175 The EU 

recently signalled that approaches to mitigating climate risk under the CRD may be considered. 

Preparatory work in this field is being undertaken into the feasibility of lowering capital requirements 

against certain ‘green assets’,176 which, it is claimed, are excessively high under the current asset risk-

weighting regime.177 According to the Capital Markets Union (CMU), the Commission aim is to: 

explore how banks and insurance companies can contribute to funding projects that will ensure 
the transition to a more sustainable economy, where justified from a prudential point of view … 
identifying a legally-enforceable classification system will need to go hand in hand with a 
thorough capital calibration in order to not undermine the effectiveness of the EU prudential 
rules. On this basis, the Commission will explore the feasibility of recalibrating the capital 
requirements for banks (so called ‘green supporting factor’) when it is justified from a risk 
perspective, while ensuring that financial stability is safeguarded.178 
 

On this basis, the new CRR (CRR2) includes a new mandate which requires the EBA to assess whether 

to introduce a dedicated prudential treatment of exposures in the case of assets or activities 

substantially associated with environmental and/or social objectives. Under Art 501c of CRR2, the 

EBA must, after consulting the ESRB, assess:  

(a) methodologies for the assessment of the effective riskiness of exposures related to assets and 

activities associated substantially with environmental and/or social objectives compared to the 

riskiness of other exposure;  

(b) the development of appropriate criteria for the assessment of physical risks and transition risks, 

including the risks related to the depreciation of assets due to regulatory changes; and 

                                                           
174 Alexander, ‘Stability and Sustainability in Banking Reform’, p 15. 
175 Directive 2013/36/EU of the European Parliament and of the Council of 26 June 2013 on access to the activity 
of credit institutions and the prudential supervision of credit institutions and investment firms, amending 
Directive 2002/87/EC and repealing Directives 2006/48/EC and 2006/49/EC: [2013] OJ L176/338. 
176 J. Brunsden, ‘Brussels Looks at Easing Bank Capital Rules to Spur Green Investment’ (Financial Times, 10 
January 2018). 
177 See, for example, the HLEG comment that: ‘There is … a perception that calibrations on project financing and 
specialised lending are high. Feedback from banks with a long history of project financing suggests that regulatory 
capital requirements far exceed economic capital calculations’. See note 50 above, p 32. 
178 European Commission, Fact Sheet: Frequently Asked Questions: Action Plan on Financing Sustainable Growth, 
Brussels (8 March 2018), p 3. 
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(c) the potential effects of a dedicated prudential treatment of exposures related to assets and 

activities which are associated substantially with environmental and/or social objectives on financial 

stability and bank lending in the Union. 

However, the deadline for this reporting is not until June 2025. To have any effect, the CRR2 

timetable should be shortened considerably, especially considering that there is no guarantee that 

banking supervisors will recommend any changes to the prudential framework.  

There is a precedent for the principle underpinning such reforms to risk-weighted capital 

requirements: lending to EU small and medium sized enterprises (SMEs) is currently accorded 

preferential capital treatment under SME Supporting Factor (SME SF) introduced in 2014 under the 

first Capital Requirements Regulation (CRR1).179 Similar preferential treatment for infrastructure 

projects is found in EU insurance company regulation.180 Indeed, the Commission has explicitly stated 

that capital requirements may be subject to ‘targeted adjustments in order to reflect EU specificities 

and broader policy considerations’.181 The levels of any reductions under such a supporting scheme 

for green assets would be modelled on the discounts for small SME investments under Article 501 of 

CRR1, currently comprising a capital reduction of 23.81 percent for banks’ exposures to small firms 

for investments below €1.5 million. 

Although the Commission and EBA have indicated they are likely to pursue a green supporting factor, 

there are at least three important objections to this approach. The first is that ‘green’ investments, 

whilst perhaps more desirable from a public policy standpoint than so-called non-green investments, 

are no more creditworthy than non-green assets.182 Boot and Scheonmaker argue succinctly that 

reducing capital requirements for green assets is ‘asking banks to turn a blind eye on proper risk 

management, as we don’t know which green technologies will win. It is unacceptable’.183  

The second is that research indicates that incentivising loan origination in this way would produce 

marginal results; banks will simply price loans less aggressively in the event that capital requirements 

are lowered. According to researchers at Cambridge: ‘regulatory capital … requirements as currently 

set forth in Basel III’s Pillar 1 approach play at most a marginal role in influencing a bank’s decision to 

provide specialised lending on project finance for environmentally sustainable economic activities 

such as renewable energy infrastructure projects’, with other factors including political and economic 

riskiness playing much more prominent roles. In line with this, there is little evidence that the SME SF 

                                                           
179 Regulation (EU) No 575/2013 of the European Parliament and of the Council of 26 June 2013 on prudential 
requirements for credit institutions and investment firms and amending Regulation (EU) No 648/2012: [2013] OJ 
L176/1. 
180 Commission Delegated Regulation (EU) 2017/1542 of 8 June 2017 amending Delegated Regulation (EU) 
2015/35 concerning the calculation of regulatory capital requirements for certain categories of assets held by 
insurance and reinsurance undertakings (infrastructure corporates): [2017] OJ L236/14. 
181 Regulation of the European Parliament and of the Council amending Regulation (EU) No 575/2013 as regards 
the leverage ratio, the net stable funding ratio, requirements for own funds and eligible liabilities, counterparty 
credit risk, market risk, exposures to central counterparties, exposures to collective investment undertakings, 
large exposures, reporting and disclosure requirements, and amending Regulation (EU) No 648/2012, COM 
(2016) 850, p 3. 
182 S. Matikainen, Green Doesn’t Mean Risk-Free: Why We Should Be Cautious About a Green Supporting Factor 
in the EU (Grantham Research Institute on Climate Change and the Environment, 18 December 2017) 
http://www.lse.ac.uk/GranthamInstitute/news/eu-green-supporting-factor-bank-risk.  
183 A Boot and D Schoenmaker, ‘Climate Change Adds to Risk for Banks, but EU Lending Proposals Will Do More 
Harm than Good’ (Bruegel, 16 January 2018) http://bruegel.org/2018/01/climate-change-adds-to-risk-for-
banks-but-eu-lending-proposals-will-do-more-harm-than-good.  

http://www.lse.ac.uk/GranthamInstitute/news/eu-green-supporting-factor-bank-risk/
http://bruegel.org/2018/01/climate-change-adds-to-risk-for-banks-but-eu-lending-proposals-will-do-more-harm-than-good/
http://bruegel.org/2018/01/climate-change-adds-to-risk-for-banks-but-eu-lending-proposals-will-do-more-harm-than-good/
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has been effective in either lowering borrowing costs or increasing access to finance for SMEs.184 In 

contrast, what the introduction of the SME SF did lead to was a reduction in aggregate EU bank 

capital of over €12 billion, arguably denting financial stability.185 Equally undesirable consequences in 

relation to a green supporting factor cannot be discounted. 

Finally, the largest banks in the EU use the internal-based approach to risk weight modelling (‘IRBA’), 

which is permitted under the CRR.186 Nothing prevents larger banks from already lowering their 

capital requirements against particular forms of asset—including green assets—provided that 

regulatory approval for their assessments and methodologies have been approved by bank 

supervisors. Because large banks in the EU are those most responsible for continued large-scale 

funding of brown assets, and such banks are already given latitude to reduce their capital 

requirements by regulation, it is unlikely that any green asset sustainable finance will have any 

impact on their lending appetite. 

4.4. SMART Proposal: Introduce a brown penalising factor in capital regulation 
The plans to propose an incentive-generative green supporting factor are however inadequate and 

misleading. They are inefficient and they take into consideration only climate change instead of a 

comprehensive planetary boundaries based sustainability criteria. Instead a comprehensive ‘brown’ 

penalising factor should be introduced. Green supporting factor was mooted already by the HLEG in 

its Interim Report: 

A ‘brown-penalising’ factor, raising capital requirements towards sectors with strong 

sustainability risks, would yield a constellation in which risk and policy considerations go in 

the same direction [as rewarding green projects]. Moreover, it would be more focused and 

easier to rationalise as capturing the risk of sudden value losses due to ‘stranded assets’.187 

It is unclear why the original HLEG initiative was abandoned. As noted, evidence collated by 

researchers at Cambridge suggests that altering capital requirements downward (for example, under 

a green supporting factor) would likely have a negligible effect on banks’ decisions on whether to 

make specific loans. Indeed, research indicates that the estimated effect is a reduction in capital 

requirements associated with a GSF of around €2-8 billion. In absolute terms and even under an 

expanded application, the total ‘capital savings’ related to the introduction of a GSF would likely be 

significantly lower than those identified in response to the SME SF, estimated by the EBA in 2016 at 

about €12 billion. 

In contrast, higher risk-weighted capital requirements are known to disincentivise lending, including 

when targeted at particular asset classes.188 Powers to amend lending in this way are already 

afforded to bank regulators under the CRD and CRR; such an option provides regulators with a 

flexible, targeted tool with which to funnel credit away from particular sectors, and thus decrease 

financial flows to such projects. The chart below summarises research into the potential effects of a 

brown penalizing factor, with estimates as to the impact on lending volumes to such projects ranging 

from a decrease of 1.5% to a decrease of over 8%. 

                                                           
184 European Banking Authority, Report on SMEs and SME Supporting Factor, EBA/Op/2016/04 (23 March 2016). 
185 Ibid. 
186 Articles 144(2), 173(3), and 180(3)(b) of Regulation (EU) No 575/2013. 
187 HLEG, p 31. 
188 H. Fraisse, M. Lé and D. Thesmar, The Real Effects of Bank Capital Requirements (ESRB, June 2017) Working 
Paper Series No 47. 
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Increasing the capital required for such assets would act as an indirect tax on such activities. In 

almost all jurisdictions, debt service costs (interest) are deductible against payable taxes, whereas 

any dividends on capital are not.189 By raising the capital requirements on certain brown assets, 

banks would have to fund such assets with a greater proportion of capital (shareholder funds), 

thereby raising banks’ cost of funding. Such a regulatory change is likely to mean banks will charge 

higher rates for particular asset forms. It also would avoid the potential avenue for banks to use the 

proposed green supporting factor to subsidise funding for brown assets. In the absence of any 

portfolio restrictions operating in tandem with such a green supporting factor, there is substantial 

moral hazard embedded in any preferential prudential treatment for green assets, as such assets 

may be used to cross-subsidise the origination of credit for GHG-intensive purposes and other 

unsustainable activities. Assuming a similar capital adjustment than for the GSF (15-25%), the 

simulated effects are in the ranges of €8-13 billion additional capital requirements for a limited 

application and €14-22 billion for an expanded application. Even stronger adjustments, such as 50% 

could lead to a €27-44 billion penalty. The main reason behind the stronger effect is the larger 

universe of high carbon assets compared to green assets on which such a penalty would be 

applied.190  

In conclusion, a much stronger case can be made for penalising certain brown assets rather than 

introducing a green supporting factor. Not only would this be more stability-inducing than cutting 

capital for green assets, it would discourage banks from funding investments that contribute to 

environmental damage.  

This will produce two socially desirable outcomes: increased (rather than lower) loss absorbing 

capacity at financial institutions; and the internalisation of at least some of the costs of 

                                                           
189 S.M. Chaudhry, A. Mullineux and N. Agarwal, ‘Balancing the Regulation and Taxation of Banking’ (2015) 42 
International Review of Financial Analysis 38. 
190 J. Thoma and A. Hilke, The Green Supporting Factor: Quantifying the Impact on European Banks and Green 
Finance, 2 Degrees Investing Initiative, April 2018. 
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environmental degradation. Additionally, the brown penalising factor should be comprehensive, 

covering not only climate change but all planetary boundaries endangering activities. 

For these reasons we propose that  

 

4.5. SMART Proposal: Disincentivise the securitisation of brown assets 

4.5.1 Capital Regulation and Securitisation 
According to one estimate, the re-booting of EU securitisation markets could generate between 

€100-150bn extra credit for firms and households, representing a 1.6% increase on current levels.191 

Before the financial crisis, EU securitisation supported approximately one fifth of total bank loans 

granted to households and non-financial corporations in the euro area.  

The EU has argued that the process of securitisation may not only allow greater credit origination by 

banks and other financial institutions but also channel non-credit institution finance towards 

companies, particularly through securities comprised of asset-backed commercial paper (ABCP). This 

is to be welcomed; currently, ESG-friendly and low-carbon projects are heavily reliant on funding 

from banks, governments and utilities.192 Bond markets are not always appropriate for capital raising; 

as noted by the CBI: 

a number of low-carbon infrastructure investments – such as rooftop solar photovoltaic (PV), 
small-scale wind, energy efficiency upgrades, electric vehicles and energy storage projects – 
are smaller scale and prevented from accessing the bond markets directly, as such assets 
require aggregation to create the deal size typically sought by bond market investors 
(typically at least €50 million and usually above).193 

 

The capacity to securitise individual loans, pool them and sell securities on to investors would 

circumvent these issues, by ensuring that asset-backed securities issued exceed these thresholds. 

The OECD has argued that asset-backed securities (ABS) have a central role in financing green 

technologies and investments, with the potential to reach €19 billion annually by 2020, and €77 

billion by 2035.194 Institutional investor demand for green ABS is predicted to rise significantly in 

coming decades, for several reasons: (i) returns on low-ESG risk investments and deal structures 

match institutional investors with longer-term investment preferences; (ii) the current short tenor of 

                                                           
191 European Commission, Proposal for a Regulation of The European Parliament and of The Council laying 
down common rules on securitisation and creating a European framework for simple, transparent and 
standardised securitisation, Brussels, 30.9.2015 COM(2015) 472 final 2015/0226 (COD) 
192 McKinsey Global Institute (2016) Bridging global infrastructure gaps. London: McKinsey & Company. 
file:///H:/Bridging-Global-Infrastructure-Gaps-Full-report-June-2016.Pdf  
193 S. Kidney, D. Giuliani and B. Sonerud, Stimulating private market development in green securitisation in 
Europe: the public sector agenda, Climate Bonds Initiative (April 2017) 4. 
194 OECD, Analysing potential bond contributions in a low-carbon transition. Paris: OECD (2016) 
https://www.oecd.org/cgfi/quantitative-framework-bond-contributionsin-a-low-carbon-transition.pdf  

8. European bank capital requirements should be drafted to penalise unsustainable ‘brown’ 

projects.  

file:///H:/Bridging-Global-Infrastructure-Gaps-Full-report-June-2016.Pdf
https://www.oecd.org/cgfi/quantitative-framework-bond-contributionsin-a-low-carbon-transition.pdf
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traditional ABS limits involvement from such investors in securitisation markets195; and (iii) green 

characteristics allow products to be marketed to a wider range of potential investors, allowing for 

diversification and enhanced investor loyalty. As evidence for the popularity of such issuances, over-

subscription to green ABS sales is common, resulting in lower funding costs for concerned projects.196  

Because green securitisations will reduce the capital needed to fund investments, green or 

sustainable ABS may have a central role in developing functioning and deep funding markets for 

long-term sustainable projects. Finding capital to fund these investments is crucial in launching 

investments at large scale, because high costs of capital are one of the major obstacles to the 

economic viability of such projects. According to the Global Commission on the Economy and 

Climate, securitisation of green assets might reduce the costs of capital for renewable energy 

projects by up to 20%.197  

This might be especially important considering the profile of long-term sustainable infrastructure 

assets. For example, as noted by the HLEG: 

Often, such lending does not remain on a bank’s balance sheet, but is securitised or 
refinanced in capital markets directly. Ideally, capital and liquidity regulations would be 
supportive of the part played by banks in originating longer-term finance and encouraging of 
the securitisation of good quality long-term assets.198 

 

As with capital requirements, the rules in relation to securitisation are complex, and a spectrum of 

options is available to increase the importance of sustainability considerations in regulatory 

assessments; for example, amendments to the Securitisation Regulation, such as adjustments to 

capital requirements to be held against bundles of securitised loans to reflect ESG risks. Much of the 

detail in relation to capital regulation is discussed above.  As with loans and bonds, structured 

finance (securitisations) must be rated in two ways: internally, under the Basel III Guidelines for 

securitisations199 and externally, by credit ratings agencies (for regulatory and investor purposes).200 

The assessment of credit quality of a securitisation comprises quantitative elements, particularly in 

relation to ‘expected losses’ (calculated normally through ‘Value at Risk’ (VaR) and/or ‘Probability of 

Default’/‘Loss Given Default’ (PD/LGD) methodologies), and qualitative elements, such as an 

assessment of the regulatory environment. The quantitative category of risks will generally be more 

predictive of the credit rating of a securitisation, but qualitative judgments still play a significant 

role.201  

                                                           
195 Segoviano, M., Jones, B., Lindner, P. and Blankenheimen, J. Securitization: the road ahead. IMF Staff Discussion 
Note, January 2015. Washington DC: IMF. http://www.true-
saleinternational.de/fileadmin/tsi_downloads/TSI_kompakt/sdn1501_IMF_Analyse.pdf    
196 Barclays, The cost of being green. London: Barclays Bank PLC (2015) https://www.environmental-
finance.com/assets/files/US_Credit_Focus_The_Cost_of_Being_Green.pdf   
197 Global Commission on the Economy and Climate, Better Growth, Better Climate: The New Climate Economy 
Report. Washington DC and London: World Resources Institute and Overseas Development Institute (2014). 
http://newclimateeconomy.report/2014/  
198 HLEG p.31 
199 Basel Committee on Banking Supervision, Revisions to the Securitisation Framework 2014. 
200 In similar fashion to capital requirement, the Basel III Guidelines stipulate that securitisations may be rated in 
one of the three following ways: ‘Securitisation Internal Ratings-Based Approach’ (IRBA); ‘Securitisation External 
Ratings-Based Approach’ (ERBA) (if permitted in jurisdiction); or ‘Securitisation Standardised Approach’ (SA). 
201 J.-H. Gaulard and . Theodore, Scope Ratings, Forecasting Bank Financials Methodology, Scope Ratings, March 
2015. 

http://www.true-saleinternational.de/fileadmin/tsi_downloads/TSI_kompakt/sdn1501_IMF_Analyse.pdf
http://www.true-saleinternational.de/fileadmin/tsi_downloads/TSI_kompakt/sdn1501_IMF_Analyse.pdf
https://www.environmental-finance.com/assets/files/US_Credit_Focus_The_Cost_of_Being_Green.pdf
https://www.environmental-finance.com/assets/files/US_Credit_Focus_The_Cost_of_Being_Green.pdf
http://newclimateeconomy.report/2014/
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It is likely that any incorporation of ESG risks in securitisations would have to be made in relation to 

the spectrum of secondary, qualitative elements relating to credit risk, unless the financial 

institutions concerned had sufficient data on historical performance of the loan collateral to inform 

the financial models used.202 As noted above, data are lacking on the creditworthiness of long-term 

projects, which normally results in a higher risk-weighting for capital purposes. Of course, this would 

run counter to the promotion of ESG-friendly investments as desirable banking assets. 

Attempting to introduce explicit requirements into the securitisation ratings processes through EU 

law would be challenging, although there are some specific measures which could be introduced 

besides the preferential regulatory treatment for securitisations comprised of ESG-friendly assets, 

penalizing capital requirements for securitisations of “brown” high-ESG risk assets (ie. a brown 

penalizing factor for securitisations which would be analogous to that applied to individual loans). 

On the basis of previous analysis it is clear that dis-incentivising securitisations of brown assets is, 

paradoxically, likely to be the most effective route to ensuring more sustainable activities are 

financed. As with a GSF for loans, preferential regulatory treatment of securitisations comprised of 

green assets would not necessarily provide sufficient incentives for greater green lending volumes, 

whilst exposing financial institutions to higher solvency risk. In contrast, a prohibition on the 

securitisation of brown assets, or a commensurately higher capital requirement applied to such 

assets under the prudential framework, would reduce the incentives to securitise such loans, thus 

reducing their attractiveness to banks in the first place. Because the primary function of 

securitisations is to diversify funding sources, any disincentive to create ABS from brown loans would 

also increase the propensity of banks to issue green ABS instead, in order to continue to benefit from 

higher portfolio liquidity (and of course, the fees which banks earn from securitising).  

For these reasons we propose:  

 

 

4.5.2 Disclosure of environmental, social and governance risks by banks 
The third pillar (Disclosure and Market Discipline) under the CRD has arguably received most recent 

attention in relation to climate-related systemic risks. Pillar 3 concerns the development of a set of 

disclosure requirements which will allow investors and other market participants to view and assess 

relevant information about bank’s balance sheets and business models, including information on 

investments, capital and forward-looking risks (see above Section 1.5). By mandating certain 

disclosure requirements, Pillar 3 provides capital market investors with information concerning risks 

banks and other financial institutions are exposed to, particularly those of a systemic character.203 

                                                           
202 The EEFIG note that: ‘Aggregation and standardisation are key to allow refinancing and potentially 
securitisation of energy efficiency investments.’ See EEFIG p.71. 
203 It should be noted that the disclosure mechanism as a tool for market discipline is limited, particularly in 
relation to financial markets and institutions. According to Alexander: “Regulators in both Brazil and Peru doubt 
the willingness of the individual investor to question the long-term risk exposure to carbon and other systemic 
environmental risks of a short-term investment, or to differentiate between a stock doing badly due to its 

9. The European capital framework is amended to be applied against all brown financial 

products derived from bank assets, such as securitisations, in order to reduce arbitrage 

opportunities.  
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In this vein, banks and securities firms (as well as insurers) are encouraged to develop and use a 

comprehensive sustainability disclosure framework. The Financial Stability Board’s (FSB) disclosure 

framework, created under the auspices of the FSB Task Force on Climate-related Disclosures 

(TFCD)204 takes steps in the right direction but it is inadequate. TFCD was created ‘to develop 

voluntary, consistent climate-related financial disclosures that would be useful to investors, lenders, 

and insurance underwriters in understanding material risks.’205 The TCFD adopts the same framework 

as many central banks for describing the relevant risks – physical and transition. It also recognises 

that climate impacts will exert stress on both the income streams and balance sheets companies, as 

losses mount and assets are revalued. 

To reduce the fragmentation and increase standardisation of climate-related disclosure, the TFCD has 

introduced a common framework for institutions and organisations to utilise in relation to reporting 

and information disclosure. The TCFD framework addresses two key categories of risk stemming from 

climate change and environmental damage: (i) Transition risk; and (ii) physical impacts of climate 

change. 

The risk analysis in TCFD framework is however inadequate as explained in Section 2 of the SMART 

Business Report and also in Section 3.3 of this Report. Although laudable for contributing to 

awareness-raising of the significance of climate change for business and finance, TCFD has short-

comings when analysed in the SMART Project’s holistic sustainability perspective.  Firstly, the 

financial risks in the form of risk to humans relevant to the business, including that of increased risk 

for spread of diseases and of unmanageable heatwaves, are ignored, mentioning only brieffly the 

negative impacts on ‘workforce’ from acute physical risks.206   Secondly, TCFD stops short of 

explaining the potential severity of the financial risks of climate change, mentioning the danger of 

‘catastrophic environmental and social consequences’ only in its introduction.207 However, TCFD does 

not spell out what climate change, insufficiently mitigated, may entail in the form of global 

catastrophic risks of even existential risk for humanity.208 Thirdly, TCFD is silent about the societal 

risks, including risk of societal breakdown, relevant as financial risks, as we showed above in Section 

3.3 and in Section 2 of the SMART Business Report.  

However, TCFD risk analysis takes important steps forwards, through spelling out transition and 

physical risks of climate change.  

The TCFD recommends that all organisations with public debt or equity implement its 

recommendations, in order that investors, creditors and the public are as informed as possible 

regarding the climate risks involved in each business.209 It suggests that organisations disclose:  

                                                           
exposure to environmentally sustainable or unsustainable activity as compared to other bad business choices.” 
Alexander P.20. For further discussion, see Steven L. Schwarcz, ‘Rethinking the Disclosure Paradigm in a World 
of Complexity’, University of Illinois Law Review, 2004 1-38; Emilios Avgouleas and Jay Cullen, ‘Market Discipline 
and EU Corporate Governance Reform in the Banking Sector: Merits, Fallacies, and Cognitive Boundaries’, Journal 
of Law and Society, 2014, 28-50. 
204 TCFD, Final Report: Recommendations of the Task Force on Climate-related Financial Disclosures 
205 See TCFD, p.iii. 
206 Task Force report, p. 10. 
207 Task Force, page 1 (Background). 
208 See e.g. S. D. Baum and I. C. Handoh, ‘Integrating the planetary boundaries and global catastrophic risk 
paradigms’ (2014) 107 Ecological Economics 13–21. 
209 TCFD p.17 



50 

Draft SMART report shared to receive comments. This version is not final and not proofread. 
Please do not cite without contacting the authors. 

 

 

(i) The organization’s governance around climate-related risks and opportunities;  

(ii) Strategy: the actual and potential impacts of climate-related risks and opportunities on the 

organization’s businesses, strategy, and financial planning;  

(iii) Risk Management: the processes used by the organization to identify, assess, and manage 

climate-related risks; and  

(iv) Metrics and Targets: the metrics and targets used to assess and manage relevant climate-related 

risks and opportunities.  

The TCF recommends that these disclosures are made in the mainstream annual filings of these 

organisations.210 The TCFD also recommended that organisations engage in scenario analysis to 

estimate the robustness of their business models in withstanding transitional and physical risks from 

climate change.211  

Importantly, the TCFD also drew up specific recommendations for disclosure by banks and other 

financial institutions, to supplement the guidance proposed for all sectors. A key motivation for the 

FSB in its establishment of the Task Force was to elicit disclosures that “would enable stakeholders to 

understand better the concentrations of carbon-related assets in the financial sector and the 

financial system’s exposures to climate-related risks.”212 The FSB noted that financial sector 

disclosures would assist investors and regulators in at least two key ways: 

(i) “foster an early assessment of [climate-related] risks” and “facilitate market discipline”; and 

(ii) “provide a source of data that can be analyzed at a systemic level, to facilitate authorities’ 

assessments of the materiality of any risks posed by climate change to the financial sector, 

and the channels through which this is most likely to be transmitted.”213 

These objectives accord very well with Pillar 3 principles referred to above in Section 4.5.2. Because 

banks are exposed to climate-related ESG risk and opportunities via their lending activities and own 

operations, the FSB recognises the importance of these institutions to dampening the financing of 

high-ESG-risk projects. In particular, exposures to large fossil-fuel producers, or carbon-intensive 

manufacturers, might ‘present risks that merit disclosure or discussion in a bank's financial filings.’214  

As well as the general disclosures for all companies discussed above, the FSB recommended that 

banks be required to report on the following criteria: 

1. In relation to Strategy, the FSB recommends that banks ‘should describe significant 

concentrations of credit exposure to carbon-related assets. Additionally, banks should consider 

disclosing their climate-related risks (transition and physical) in their lending and other financial 

intermediary business activities.’ 

2. In relation to Risk Management, the FSB recommends that banks ‘should consider characterizing 

their climate-related risks in the context of traditional banking industry risk categories such as 

                                                           
210 TCFD p.17 
211 TCFD pp.24-30. 
212 FSB, “Proposal for a Disclosure Task Force on Climate-Related Risks,” November 9, 2015. 
213 Id. 
214 FSB, Implementing the Recommendations of the Task Force on Climate-related Financial Disclosures, June 
2017, Annex, p.23. 
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credit risk, market risk, liquidity risk, and operational risk. Banks should also consider describing 

any risk classification frameworks used (e.g., the Enhanced Disclosure Task Force’s framework for 

defining ‘Top and Emerging Risks’215).’ 

3. In relation to Metrics and Targets, the FSB recommends that banks ‘should provide the metrics 

used to assess the impact of (transition and physical) climate-related risks on their lending and 

other financial intermediary business activities in the short, medium, and long term. Metrics 

provided may relate to credit exposure, equity and debt holdings, or trading positions, broken 

down by industry; geography; credit quality (e.g., investment grade or non-investment grade, 

internal rating system); and average tenor. 

Banks should also provide the amount and percentage of carbon-related assets relative to total 

assets as well as the amount of lending and other financing connected with climate-related 

opportunities.’ 

4.5.3 SMART Proposal: Make disclosure binding, based upon full sustainability criteria 
Due to its flaws, TCFD cannot take as basis of compulsory disclosure as such, but it should be 

broadened for a comprehensive sustainability criteria. Based on this, we propose that a bank 

disclosure based upon a comprehensive sustainability criteria should be made mandatory. 

Importantly, the EBA has been mandated by the recent reform to CCR2 to require large financial 

institutions with publicly listed issuances to disclose information on ESG risks, physical risks and 

transition risks as defined in the report referred to in Article 98 of the CRD. In this context, Article 

434a of CRR 2 includes a mandate to the EBA according to which the EBA shall develop a technical 

standard implementing the disclosure requirements included in Part Eight of CRR II, including Article 

449a on ESG risks.  

As noted, to reduce the fragmentation and increase standardisation of climate-related disclosure, the 

TFCD has introduced a common framework for institutions and organisations to utilise in relation to 

reporting and information disclosure. TFCD framework is a good starting point but it is not enough. In 

the first place, the TCFD disclosure requirements are certainly consistent with the disclosure and 

market discipline considerations espoused under Pillar 3. The requirements under the FSB Disclosure 

Framework in Pillar 3 would provide a lever to enhance disclosure in these areas to support 

enhanced information collection and disclosure.216 The risks disclosed by these institutions could 

thereby be evaluated by investors and regulators to determine the banking system’s contribution to 

financing of high-ESG-risk activities. 

The disclosure of sustainability-related information should therefore be mandatory for all financial 

institutions. Such disclosure ought to take two forms: 

                                                           
215 The FSB Enhanced Disclosure Task Force makes recommendations on financial risk disclosures for banks. It 
defined a top risk as “a current, emerged risk which has, across a risk category, business area or geographical 
area, the potential to have a material impact on the financial results, reputation or sustainability or the business 
and which may crystallise within a short, perhaps one year, time horizon.” In contrast, an emerging risk was 
defined as “one which has large uncertain outcomes which may become certain in the longer term 
(perhaps beyond one year) and which could have a material effect on the business strategy if it were to occur.” 
216 In some countries such as France, all potential ESG risk exposures as they relate to financial performance and 
soundness must be publicly disclosed by listed companies and financial institutions. See Conseil d’Etat Decree, 
Regulation, Article 225. 
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(i) The portfolio proportion(s) of green and brown assets held. Such a disclosure could be 

supported by use of the Taxonomy discussed in detail in Section 5 below.  

(ii) Pillar 2 and Pillar 3 disclosures under the CRR and CRD. 

 

Our proposals could be summarised as follow: 

 

 

4.5.4 Compulsory guidelines for bank risk assessment 
In addition to the proposed comprehensive sustainability criteria included to Pillar 2 and Pillar 3, 

there are other guidelines for banks and financial institutions to follow in relation to sustainable 

investment. These guidelines include: 

 the Equator Principles (the IFC's Performance Standards on Environmental and Social 

Sustainability) (EPs), arguably the globally recognized good practice in dealing with 

environmental and social risk management.217 

 Guidelines issued by the United Nations Principles for Responsible Banking.218 This is an initiative 

of the United Nations Environment Program Finance Initiative (UNEP FI) in collaboration with the 

banking sector.  

 OECD Guidelines for Multinational Enterprises, together with compliance guidance aimed 

specifically at financial institutions (see discussion below).219  

The principles espoused by the various groups overlap considerably and place considerable emphasis 

on similar considerations. The OECD Guidelines are designed to work explicilty to promote the 

SDGs.220 

However, all of these initiatives remain voluntary, with a system of self-assessment and reporting 

acting as the principal mechanisms for compliance assessment. Following these principles is however 

voluntary only. By making compliance with sustainability principles mandatory would internalise 

some of the potential damage which arises from transgression of certain planetary boundaries and 

any risk to social stability. 

                                                           
217 See https://equator-principles.com.  
218 See https://www.unepfi.org/banking/bankingprinciples/.  The Principles aim to ensure the banking industry 
is aligned with the UN Sustainable Development Goals (SDGs) and the Paris Climate Agreement.  
219 See https://www.oecd.org/corporate/mne/. 
220 OECD, Responsible Business Conduct and the Sustainable Development Goals, 
https://mneguidelines.oecd.org/RBC-and-the-sustainable-development-goals.pdf.  

10 A bank disclosure regime based upon a comprehensive sustainability criteria should be 

introduced and made mandatory to all banks. 

 

11. The regime should include a Taxonomy of both green and brown assets. 

 

12. The regime should be included to Pillar 2 and Pillar 3 disclosures under Capital 

Requirements Regulations and Capital Requirements Directives. 

https://equator-principles.com/
https://www.unepfi.org/banking/bankingprinciples/
https://www.oecd.org/corporate/mne/
https://mneguidelines.oecd.org/RBC-and-the-sustainable-development-goals.pdf
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At present, sustainability assessments are often routinely conducted by banks and other financial 

institutions where any potential issues are identified during the due diligence stages of granting loans 

or engaging in project finance. When a financial institution considers a loan or investment, any 

internal due diligence processes are designed to evaluate three components: 

1. The financial risks and opportunities of the investment; 

2. The compliance risk of the investment, i.e. would the financial institution violate any existing laws 

or regulations by making this investment? It is important to realize that this compliance risk 

refers to (the violation of) laws and regulations which are binding for the financial institution 

itself. If the company (in which the financial institution is considering an investment) is violating 

certain laws or regulations is in many cases not considered a compliance risk for the financial 

institution, as long as financial sector laws and regulations do not prohibit investments in such 

companies; and 

3. The reputational risk of the investment, for instance because of the poor social, environmental 

and human rights performance of the company in which an investment is considered…Checking if 

a (potential) investment complies with the financial institution’s own ESG-policies, is therefore an 

important aspect of the due diligence and compliance processes. 221 

The first of these considerations (financial risks) is, from the perspective of the financial institution 

concerned, by far the most significant in its credit decision-making processes. Moreover, even where 

sustainability risk management exists, it does not penetrate core internal processes.222 Such 

guidelines suffer from several major limitations limited their efficiency in risk management, the most 

serious of which are: 

1. These guidelines are not mandatory; and many large financial institutions do not adhere to any 

guidelines in their credit decisions. The main ‘sanction’ for non-use or non-compliance with these 

guidelines is therefore reputational and any enforcement of sustainability norms depends upon 

market pressure. There is therefore usually no recourse in law for aggrieved parties unless local 

legal provisions have been breached specifically by the institution concerned. 

2. The guidelines that are used vary between institution considerably, in both coverage and depth. 

Some institutions use guidelines for specific activities, but not for others, whereas others use 

them for all lending activities over a certain size threshold. Moreover, the guidelines themselves 

are not applied or evaluated consistently, either between institutions or within different divisions 

of the same institution. For example, ESG guidelines do not always apply to all forms of 

investments and financial services provided by institutions, and different arms of the same 

institution apply different guidelines. The patchwork of guidelines this produces reduces 

comparability and standardisation. 

3. The due diligence guidelines on sustainability are often proprietary and not disclosed to external 

parties. Even where outside consultants are used to draft such guidelines, their advice is not 

made public. Territorial inconsistency is also common: for example, in the case of multinational 

                                                           
221 W. Warmerdam and J.W. van Gelder, EU-regulatory reform concerning EU investments in non-EU 
agribusiness, Report produced by Profundo for FERN, Friends of the Earth Europe and Global Witness, 
November 2017. 
222 I.T Anagnostopoulos, A. Skouloudis, N. Khan and K. Evangelinos, Incorporating Sustainability Considerations 
into Lending Decisions and the Management of Bad Loans: Evidence from Greece, Sustainability, Volume 10, 
December 2018. 
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institutions, their internal ESG guidelines are often applicable only to lending contracts within the 

EU, but are not applicable to funding originated for activities outside the EU. 

Research suggests that financial institution behaviour is largely unchanged by compliance with the 

relevant guidelines.223 For example, in the case of the Equator Principles, research suggests that they 

are mainly adopted because of reputational benefits and risk management and that they do not 

create significant changes in project financing institutions.224 As evidence for this, Sustainalytics, a 

ratings service which concentrates on sustainability factors, in 2014 produced a taxonomy of the 

banking sector, mapping compliance by large financial institutions with specific ESG guidelines: 

 

Table 4: Banking sector performance on compliance with environmental, social and governance 

guidelines225 

 

The introduction of a mandatory sustainability due diligence process would allow investors and other 

interested parties to apply specific standards to the lending and credit decisions of financial 

institutions. Such a standard would also provide a benchmark for any litigation relating to the role of 

a financial institution, or group of financial institutions, in financing activities which are damaging 

from ESG perspectives. Such litigation actions are, at present, often based upon voluntary filings 

made by corporations relating to their ESG practices.226  

To summarise, we propose: 

                                                           
223 S. Heim, Why banks need to plug gaps in the Equator Principles to prevent community conflict, 10 
September 2019 at http://www.ethicalcorp.com/why-banks-need-plug-gaps-equator-principles-prevent-
community-conflict . 
224 UNEP Inquiry and CIGI, THE EQUATOR PRINCIPLES: Do They Make Banks More Sustainable? February 2016. 
225 C. Volk, Sustainalytics, ESG Trends in the Banking Sector PRI & SSF Networking Lunch on Sustainable 
Investment, Zurich, 25 November 2014. 
226 D.R. Woodcock, A.S. Kotte and J.D. Guynn, Managing Legal Risks from ESG Disclosures, 12 August 2019, 
https://corpgov.law.harvard.edu/2019/08/12/managing-legal-risks-from-esg-disclosures/  

http://www.ethicalcorp.com/why-banks-need-plug-gaps-equator-principles-prevent-community-conflict
http://www.ethicalcorp.com/why-banks-need-plug-gaps-equator-principles-prevent-community-conflict
https://corpgov.law.harvard.edu/2019/08/12/managing-legal-risks-from-esg-disclosures/
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In particular, we recommend – as an interim step – that 

 

The OECD guidelines at present encourage banks to: 

 Embed Responsible Business Conduct into policies and management systems; 

 Identify actual and potential adverse ‘Responsible Business Conduct’ impacts; 

 Engage in the cessation, prevention, and mitigation of such impacts; 

 Track implementation and results; 

 Communicate how impacts are addressed; and 

 Provide for or cooperate in remediation when appropriate.227 

Financial institutions should not be permitted to follow voluntary, internal sustainability guidelines 

on sustainability. If it could be determined that a financial institution, after having conducted a 

sustainability assessment, funded or continued to fund activities with high-ESG risks, this would 

provide a much greater degree of certainty in legal proceedings concerning the relevant standard for 

compliance and attendant liability. The introduction of a brown taxonomy, discussed previously, 

would be useful in this regard. Financial institutions would be under a positive compliance obligation 

to demonstrate, where required, how they have mitigated or prevented particular ESG and 

sustainability risks from materialising in particular projects.  

Our proposals are in line with the sustainability due diligence proposals set in the Products Report 

(Section 3.4.1). Increasingly, regulations following the EU and OECD standards require a combination 

of social and environmental due diligence. They  are also supported by an appeal to the EU, the 

United States Congress, the OECD and the UN Working Group on Business and Human Rights for 

better regulation of environmental and social due diligence by a group of institutional investors 

representing USD 1.9 trillion in assets under management.228 The Commission study published on 24 

February 2020 shows the need for EU-level legislation on due diligence throughout the supply chain 

on human rights and environmental impacts.229 According to the study only one in three businesses 

                                                           
227 OECD (2019), Due Diligence for Responsible Corporate Lending and Securities Underwriting: Key 
considerations for banks implementing the OECD Guidelines for Multinational Enterprises. 
228 Investor Alliance for Human Rights, Making Finance Work for People and Planet (2019), 
https://investorsforhumanrights.org/sites/default/files/attachments/2019-
04/IAHR_Making%20Finance%20Work%20for%20People%20and%20Planet_FINAL.pdf.  
229 Study on due diligence requirements through the supply chain, https://op.europa.eu/en/publication-detail/-
/publication/8ba0a8fd-4c83-11ea-b8b7-01aa75ed71a1/language-en.  

15. The OECD’s bank-specific guidelines, which outline the recommended steps in the 

sustainability due diligence process, should be made mandatory in the granting of credit for 

any project worth over EUR 10 million.  

13. All bank investments above a certain threshold should be required to undergo a mandatory 

sustainability assessment based upon sustainability guidelines.  

 

14. Banks and other financial institutions are forced to consider sustainability in more depth in 

their investment decision-making processes.  

https://investorsforhumanrights.org/sites/default/files/attachments/2019-04/IAHR_Making%20Finance%20Work%20for%20People%20and%20Planet_FINAL.pdf
https://investorsforhumanrights.org/sites/default/files/attachments/2019-04/IAHR_Making%20Finance%20Work%20for%20People%20and%20Planet_FINAL.pdf
https://op.europa.eu/en/publication-detail/-/publication/8ba0a8fd-4c83-11ea-b8b7-01aa75ed71a1/language-en
https://op.europa.eu/en/publication-detail/-/publication/8ba0a8fd-4c83-11ea-b8b7-01aa75ed71a1/language-en
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in the EU are currently undertaking due diligence on human rights and environmental impacts.  On 

the other hand 70 per cent of  the 334 business survey respondents agreed that EU-level regulation 

on a general due diligence requirement for human rights and environmental impacts could provide 

benefits for business. According to Didier Reynders, Commissioner for Justice, ‘[c]ompanies told us 

they believe that EU rules would here provide legal certainty and a harmonised standard for 

businesses' duty to respect people and the planet. As working towards climate neutrality is among 

the top priorities of this Commission, I will make sure the results of this important study are taken 

into account for future work.’ 230 

 

5 The Taxonomy 
The EU Taxonomy, based on the Taxonomy Regulation,231 is a classification tool to help investors and 

companies identify environmentally friendly economic activities. According to Article 1 of the 

Taxonomy Regulation, the Regulation establishes the criteria for determining whether an economic 

activity is environmentally sustainable for the purposes of establishing the degree of environmental 

sustainability of an investment. 

It is designed to expand the clean economy of and improve the environmental performance of 

current securities and bond issuers. The Commission will prepare the climate taxonomy by the end of 

2020 and will prepare the taxonomy for all other environmental objectives by end 2021. 232 The 

Commission will also explore how the EU taxonomy can be used in the context of the European 

Green Deal (see section 9.2) by the public sector. 233 

The main legislative instrument is the new Taxonomy Regulation, which identifies six environmental 

objectives for the purposes of the Taxonomy (Article 5 of the Taxonomy Regulation) which qualify as 

environmentally sustainable for its purposes:  

 climate change mitigation: the activity contributes to greenhouse gas stabilisation 

consistent with the goals of the Paris Agreement, through certain prescribed means 

including, for example, the generation of renewable energy. The Regulation also 

accommodates activities for which there is no technologically and economically feasible low 

carbon alternative but which nevertheless support the transition to a climate-neutral 

economy in a manner consistent with a pathway to achieving the Paris Agreement goal of 

limiting the global temperature increase to 1.5 degrees Celsius above pre-industrial levels 

(for example, by phasing out greenhouse gas emissions), provided that certain criteria are 

satisfied; 

                                                           
230 European Commission, Daily News 24/02/2020, 
https://ec.europa.eu/commission/presscorner/detail/en/mex_20_323.  
231 REF. 
232 European Commission, The European Green Deal Investment Plan and Just Transition Mechanism explained, 
14 January 2020, 
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24?fbclid=IwAR1qX5OFmQzOi2GcA7IASIE
U1nFZhdVX_K3DDT6ax-YlZjvMEZw6kVa5wt8.  
233 European Commission, The European Green Deal Investment Plan and Just Transition Mechanism explained, 
14 January 2020, 
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24?fbclid=IwAR1qX5OFmQzOi2GcA7IASIE
U1nFZhdVX_K3DDT6ax-YlZjvMEZw6kVa5wt8.  

https://ec.europa.eu/commission/presscorner/detail/en/mex_20_323
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24?fbclid=IwAR1qX5OFmQzOi2GcA7IASIEU1nFZhdVX_K3DDT6ax-YlZjvMEZw6kVa5wt8
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24?fbclid=IwAR1qX5OFmQzOi2GcA7IASIEU1nFZhdVX_K3DDT6ax-YlZjvMEZw6kVa5wt8
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24?fbclid=IwAR1qX5OFmQzOi2GcA7IASIEU1nFZhdVX_K3DDT6ax-YlZjvMEZw6kVa5wt8
https://ec.europa.eu/commission/presscorner/detail/en/qanda_20_24?fbclid=IwAR1qX5OFmQzOi2GcA7IASIEU1nFZhdVX_K3DDT6ax-YlZjvMEZw6kVa5wt8
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 climate change adaptation: the activity includes adaptation solutions that substantially 

reduce the adverse impact (or the risk thereof) of the current and expected future climate on 

either (i) other people, nature or assets or (ii) the economic activity itself, in each case 

without increasing the risk of an adverse impact on other people, nature and assets; 

 sustainable use and protection of water and marine resources: the activity substantially 

contributes to achieving the good status of water bodies or marine resources, or to 

preventing their deterioration when they are already in good status, through certain 

prescribed means, including, for example, through waste water management; 

 transition to a circular economy: the economic activity contributes substantially to waste 

prevention, re-use and recycling, through certain prescribed means, including, for example, 

by improving the recyclability of certain products; 

 pollution prevention and control: the activity contributes substantially to pollution 

prevention and control through certain prescribed means, including, for example, by 

preventing or (where that is not practicable) reducing pollutant emissions into air, water or 

land (other than greenhouse gasses); 

 protection and restoration of biodiversity and ecosystems: the activity contributes 

substantially to protecting, conserving or restoring biodiversity and to achieving the good 

condition of ecosystems, or to protecting ecosystems that are already in good condition, 

through certain prescribed means, including, for example, sustainable land use and 

management. 

Although the text of the draft Regulation was agreed in December 2019, in effect the lead-in time for 

adoption will be substantially longer as the requirements of the Regulation will apply only after the 

adoption of the delegated acts establishing the technical screening criteria for each environmental 

objective. The technical criteria are being developed by the Technical expert Group on Sustainable 

Finance (TEG). The delegated acts will be developed in two phases, with the first set (climate-related 

objectives) being applicable not before 31 December 2021, and the second set of environmental 

objectives being applicable not before 31 December 2022. 

For an action to meet the definition of an ‘environmentally sustainable economic activity’ (Article 2) 

and thus be considered Taxonomy-eligible, it must:  

1. Contribute substantially to one or more of the environmental objectives 

2. Do no significant harm to any other environmental objective (DNSH) 

3. Comply with minimum social safeguards (under the draft regulation, these are defined as ILO 

core labour conventions234).  

4. Comply with the technical screening criteria being developed. 

In their analysis, the TEG focused mainly on bond and equity markets but investments in private 

equity, real estate funds and private-securitised loans could also be subject to the regulation if the 

resulting funds are marketed as green. Under the Regulation, financial market participants, when 

offering financial products as environmentally sustainable investments, or as investments having 

similar characteristics, will be required to disclose (Article 4.2):  

                                                           
234 See https://www.ilo.org/global/standards/lang--en/index.htm  

https://www.ilo.org/global/standards/lang--en/index.htm
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[…] information on how and to what extent the criteria for environmentally sustainable 
economic activities set out in Article 3 are used to determine the environmental sustainability 
of the investment. Where financial market participants consider that an economic activity 
which does not comply with the technical screening criteria set out in accordance with this 
regulation or for which those technical screening criteria have not been established yet, 
should be considered environmentally sustainable, they may inform the Commission.  

 

5.1. Application of the Taxonomy 
The Taxonomy must be applied in the following circumstances: 

1. Member States or the EU when adopting measures or setting requirements on market actors in 

respect to financial products or corporate bonds that are marketed as environmentally sustainable. 

Such actors and products include: 

• Portfolio management  

• Undertaking for collective investment in transferable securities (UCITS) funds  

• Alternative investment funds 

• Insurance-based Investment Products (IBIP)  

• Pension products  

• Pension schemes 

2. Financial market participants offering financial products as environmentally sustainable 

investments or as investments having similar characteristics. Such participants include: 

• An insurance undertaking which makes available an insurance-based investment product 

(IBIP)  

• An alternative investment fund manager (AIFM)  

• An investment firm which provides portfolio management  

• An institution for occupational retirement provision (IORP) or a provider of a pension product  

• A manager of a qualifying venture capital fund 

• A manager of a qualifying social entrepreneurship fund  

• A UCITS management company   

The TEG provides the following table: 
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One can see from the Table above that securitisations, indices, venture capital or private equity 

conducted by banks do not fall under the scope of the Regulation and would not have to report on 

how they relate to the Taxonomy. However, any funds that replicate the indices, aggregate or 

package the green securitisations or private equity investments which are sold as alternative 

investment funds (AIFs), UCITSs, European venture capital funds (EuVECA funds) or EU SEFs would be 

subject to the Regulation. 

The Taxonomy does not require financial market participants to invest in eligible activities; however, 

it does require them to disclose information on how and to what extent the Taxonomy has been 

applied in relation to the environmental sustainability of the products they supply to the market. The 

Taxonomy will also form the basis of a green bond standard, which is being developed at the EU level 

in 2020.235 Under the recommendations from the TEG in regard to the EU Green Bond Standard (EU 

GBS), to qualify 100% of the bond will need to be Taxonomy-aligned. 

                                                           
235 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 final, 
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication
%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf.  
 

https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
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In implementing the Taxonomy, the Commission (advised by the TEG) anticipates that market 

participants will identify taxonomy-eligible activities applicable to a financial product and make an 

assessment as to whether each activity meets the Taxonomy criteria. On this basis, they are expected 

to calculate and disclose the percentage of the investment or portfolio that is environmentally 

sustainable, according to the Taxonomy criteria. This is designed to provide more granular 

information to would-be investors and to limit the potential for “greenwashing” of particular 

investment products.  

Problematically, however, the obligation to disclose whether or not the product is Taxonomy 

compliant lies with the provider of the product, not necessarily the issuer. This is therefore the case 

where a product is issued by one party but sold by another. For example, if we assume that a bank 

securitises a number of mortgages which qualify as ‘green’ under the Taxonomy, and those 

mortgage-backed securities (MBS) are then aggregated by an asset manager and marketed to 

investors as a green alternative investment fund, it is for the asset manager to comply with the 

disclosure obligation under the Regulation.  

The same principle would apply to the sale of any funds which replicate green indices: the seller of 

the financial product would be obliged under the Taxonomy to comply with disclosure obligations. 

There is also therefore no verification obligation on end investors. There are also considerable 

logistical obstacles faced by investors in gathering the requisite level of data on a company’s 

investments in taxonomy-eligible activities. 

5.2. SMART Proposal: Broaden the Taxonomy 
Although the Taxonomy is, in principle, a welcome development tool for encouraging sustainable 

investment, we consider that its scope ought to be extended.  

For now, the Taxonomy consists only of economic activities contributing to one or more 

environmental objectives, starting with climate change mitigation and adaptation. In the proposed 

Regulation, a review clause of Article 17 states however that by 2021, and subsequently every three 

years thereafter, it will be evaluated whether it is appropriate to extend the scope to other 

sustainability objectives, in particular to social objectives. This also explains why the name of the 

proposed Regulation refers to ‘sustainable investments’ rather than to ‘environmentally sustainable 

investments’ as the long-term ambition of the taxonomy is to cover the whole sustainability 

spectrum (including activities contributing to social objectives).236 As the Commission acknowledges, 

while an environmentally sustainable economic activity may in and of itself be ’socially neutral’, 

negative social impacts can materialise depending on how the activity is carried out. That is why the 

Regulation already establishes minimum (social) safeguards, criticized as inadequate in this Report as 

such, which ensure that all economic activities deemed environmentally sustainable have to be 

carried out complying with minimum safeguards, such as fundamental labour rights. As for 

governance issues, these may according to the Commission be better addressed at company level 

than at economic activity level (see also Action 10 of the Action Plan for Sustainable Finance). 

The reform of the Taxonomy Regulation should be accelerated. We propose that 

                                                           
236 European Commission, Frequently asked questions: Commission Technical Expert Group on Sustainable 
Finance, p. 6. 
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/sustaina
ble-finance-teg-frequently-asked-questions_en.pdf.  

https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/sustainable-finance-teg-frequently-asked-questions_en.pdf
https://ec.europa.eu/info/sites/info/files/business_economy_euro/banking_and_finance/documents/sustainable-finance-teg-frequently-asked-questions_en.pdf
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According the Commission Communication on Sustainable Europe Investment Plan and European 

Green Deal Investment Plan, the Sustainable Europe Investment Plan creates ‘an enabling framework 

for private investors and the public sector’. As an important tool in it is the EU taxonomy through the 

Renewed Sustainable Finance Strategy, using the taxonomy as a reference point for all public and 

private investments. 237  

To achieve this goal the Commission shall, firstly, prepare, after the delegated acts on the climate 

change objectives in 2020 and in 2021, new delegated acts on the other environmental objectives of 

the EU taxonomy by the end of 2021. Secondly, the Commission will explore how the taxonomy can 

be used in the context of the European Green Deal by the public sector, beyond InvestEU. While 

initially designed for private investors, the taxonomy – once sufficiently developed – could also be 

used by public sector entities. It is important that there is convergence of standards between the 

private sector and the public banks/entities, for example the European Investment Bank. 238 

 

5.3. SMART Proposal: Include banks in the Taxonomy 
As stated by the Commission in its Communication on Sustainable Europe Investment Plan and 

European Green Deal Investment Plan, the taxonomy should be broadened to public financial 

institutions as InvestEU, European Investment Bank Group, national promotional banks and 

institutions and international financial institutions, as well as private investors and financial 

intermediaries.239 The broadening should not stop to public banks only. As noted previously, the 

                                                           
237 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 final, 
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication
%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf.  
238 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 final, 
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication
%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf.  
239 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 final, 
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication
%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf.  

16. There must be a swift elaboration of the ‘taxonomy’ beyond climate change objectives, 

which are only one aspect of the planetary boundaries that we need to stay within. 

  

17. Its scope must be enlargened covering also the public sector, according to the Commission’s 

plans to implement the European Green Deal. 

 

18. There must be an engagement with a richer understanding of ‘minimal social safeguards’ 

envisaged as an aspect of the screening criteria.   

https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
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private banking sector is by far the largest single source of finance in the EU, and its activities 

therefore have a profound effect on capital investment. Private banks invest in many asset forms, 

and their balance sheets are often not transparent. They also, of course, offer both equities and 

bonds for sale, as well as providing financial products for retail and commercial consumers. One of 

the principal purposes of the Taxonomy is to provide investors with the opportunity to identify the 

activities of companies eligible under the Taxonomy, and then assess whether the activities in 

question meet the relevant criteria for sustainability, taking into account also the minimum social 

safeguards enshrined in the Regulation. Investors are also expected to identify the proportion of 

those activities which are Taxonomy-eligible. 

If investors wish to evaluate the sustainability performance of a particular financial institution, it is 

unclear why this information should not be provided to the market. There are the 2019 Guidelines 

included in supplements to the Non-Financial Reporting Directive240 which provide banks and 

financial institutions guidance on the disclosure of information on targets and data relating to 

sustainability in their portfolios, including: 

(i) volume of financial assets funding sustainable economic activities contributing 

substantially to climate mitigation and/or adaptation (absolute figures and compared 

with total exposures, i.e. green asset ratios); institutions are welcome to describe how 

they plan to implement the EU taxonomy for this type of disclosures, which will provide 

good information on their exposures to corporates;  

(ii) volume of collaterals related to assets or activities in climate change mitigating sectors. 

This information would provide relevant information on, for example the retail 

mortgages portfolios; and  

(iii) total amount of the fixed income portfolios invested in green bonds.  

The European Banking Federation (EBF) and UNEP FI have also launched a joint project to assess the 

application of the EU taxonomy and identify sustainable activities in banks’ lending portfolios.241 

According to the EBF, “[t]he objective of the project is to develop and promote high-level voluntary 

guidelines that will facilitate the identification of sustainable activities in banks’ portfolios based on 

the EU taxonomy, including use cases, disclosure guidance and recommendations.”   

The EBA, EBF and other regulatory and industry parties therefore envisage that any application of the 

Taxonomy in the case of banks will be done on a voluntary basis, trusting market forces and investor 

pressure to determine whether or not banks comply.  

We propose that rather than relying upon such voluntary initiatives – which have a mixed record at 

best of promoting sustainability – banks and other large financial institutions should be included in 

the Taxonomy list of users:  

 

                                                           
240 Communication of the Commission, Guidelines on non-financial reporting: Supplement on reporting climate-
related information, Brussels, 17.6.2019 C(2019) 4490 final. 
241 European Banking Federation, EBF final response to the Call for feedback on TEG report on EU 
Taxonomy, September 2019, at https://www.ebf.eu/wp-content/uploads/2019/09/EBF-response-to-
the-Call-for-feedback-on-TEG-report-on-EU-Taxonomy-.pdf .   

19. All activities of banks must be more explicitly recognised in the Taxonomy.  

https://www.ebf.eu/wp-content/uploads/2019/09/EBF-response-to-the-Call-for-feedback-on-TEG-report-on-EU-Taxonomy-.pdf
https://www.ebf.eu/wp-content/uploads/2019/09/EBF-response-to-the-Call-for-feedback-on-TEG-report-on-EU-Taxonomy-.pdf
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In particular, there should be two dimensions to such an application of the Taxonomy: (i) the relative 

greenness/brownness of bank asset portfolios so that bond and equity investors are provided with 

clear and transparent information concerning the activities which banks finance. Such metrics could 

be based upon the criteria in the Non-Financial Reporting guidelines referred to above; and (ii) more 

granular assessments of bank loans and other financial products themselves, including volumes of 

loans which comprise bank balance sheets. In particular, this data could cover the following 

categories, currently excluded from the Taxonomy: 

Retail lending  

 Mortgages  

 Energy Efficient mortgages  

 Car loans, home equity loans 

 Commercial lending  

 Commercial building loans  

 Bilateral loans with use of proceeds for sustainable activities  

 Syndicated loans or project finance with use of proceeds for sustainable activities  

 Corporate lending to clients with 100% (or other %) business in sustainable activities 

 ESG- linked loans  

 SME lending  

 Business auto loans and financing solutions (that meet the needs of renewal and 

maintenance of car fleets, for example with hybrid and electric vehicles)  

 Energy efficiency credit (credit for companies wishing to invest in projects aimed at 

improving the energy performance of facilities)  

Investment banking  

 Off-balance sheet sustainable bonds' intermediation  

 Off-balance sheet securitisation  

Other lending solutions  

 Long-term infrastructure financing, (export finance)  

 Guarantees  

 Project finance (trade finance, long-term infrastructure, export finance)  
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5.4. SMART Proposal: Introduce a Brown Taxonomy 
As we noted several times, introduction of a penalising ‘brown taxonomy’ would assist not only 

investors but banks and central banks, allowing to either exclude brown assets from their portfolios, 

clients or bank financing programmes. The introduction of such a Taxonomy was suggested during 

earlier phases of the SFI but was abandoned in the face of heavy opposition from financial lobby 

groups. However, we see that reintroduction of brown taxonomy is essential to make both private 

and public market actors more sustainable. 

 

 

In particular, the lobby groups argued that the introduction of a brown taxonomy might: 

(i) Distort financial markets by reducing market liquidity and affect financial stability by 

increasing the likelihood of stranded assets and green bubbles; 

(ii) Be at odds with the technology-neutral approach of the taxonomy. Financial securities 

issuances are often used by companies to fund the transition to more sustainable 

business models (for example, car companies which wish to develop electric vehicles). 

According to lobby groups, such activities should not be excluded or indirectly prohibited 

under a brown taxonomy, because this will hinder rather than assist the transition to 

sustainability; and  

(iii) Not satisfy the proportionality principle under EU law.242  

As elaborated on below, we find these objections baseless. Instead we propose that  

 

As noted by the Network for Greening the Financial System (NGFS): 

A taxonomy of “brown” assets based on clearly defined criteria is important to identify which 
assets will be impacted by the Paris Agreement and the low-carbon and climate-resilient 
transition. It is a preliminary step to better assess the risk profile of “brown” assets and 
ensure that disclosures by financial institutions are consistent and comprehensive.243 

 

Excluding such activities from any Taxonomy will allow companies which undertake them to continue 

to avoid scrutiny of their portfolios and any potential impact on their financial profile. It will also add 

                                                           
242 Proportionality regulates how the European Union exercises its powers. The proportionality principle means 
that, to achieve its aims, the EU will only take the action it needs to and no more. The principle is enshrined in 
the Treaty on European Union under Article 5, which states: ‘the content and form of Union action shall not 
exceed what is necessary to achieve the objectives of the Treaties’. 
243 Network for Greening the Financial System, First comprehensive report: A call for action - Climate change 
as a source of financial risk, April 2019. 

20. Revisit the possibility for the introduction of a ‘brown taxonomy’, to stand alongside the 

taxonomy in development.  

21. Any taxonomy must identify environmentally and socially harmful activities, as well as 

those which are sustainable in character.  
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to the cost base of companies and product providers which engage in sustainable activity; these costs 

will not be borne by companies which engage in the most damaging ventures. A tool of this nature 

would also enable central bankers and financial regulators to better identify the sectors of activity 

most exposed to climate and environmental related financial risks (for example, from regulatory 

changes, litigation, asset stranding, physical climate impacts etc). The development of a taxonomy 

could also be very useful in other areas of financial activity, for example investment services provided 

under MiFID II and the forthcoming Investment Firms Regulation. We discuss MiFiD II in detail in 

Section 6.3.5. of the Business Report. 

Further, as noted by the UK Labour Party-appointed independent panel, the Commission adopts a 

binary position on the Taxonomy: either an activity is Taxonomy-eligible, or it is not. This means that 

‘activities with very different quantitative contributions to the reduction of greenhouse gas emissions 

are considered to be identical in the taxonomy. It would be more productive to identify activities 

with different degrees of greenness and brownness.’244 Mark Carney has commented that ‘a richer 

taxonomy that does not take a binary approach is needed’,245 and has called for a Taxonomy based 

upon different shades of green. 

This of course necessitates the introduction of a brown taxonomy. As with defining a green 

taxonomy, establishing a standard for a brown taxonomy would not be straightforward. However, 

there has been support for the development of such a framework both from the ECB246 and some EU 

countries, including France. Here, the Autorité de contrôle prudentiel et de resolution (ACPR) of the 

Banque de France, which conducted a survey of the largest French banks (accounting for 86% of the 

total bank balance sheets in the country), concluded in 2019 that: ‘Regulators must quickly agree on 

a robust, clear, detailed and consensual taxonomy of ‘green” and “brown” assets.’ In the absence of 

such a framework, ‘the banks had difficulty defining their climate strategy, their reporting and their 

risk analysis….[and there was] no evidence of a systematic and lasting reduction [in exposure to 

sectors that are the biggest emitters of greenhouse gases].’247 

Importantly, a reform of this nature would complement those discussed earlier; namely the 

development of differentiated risk-weighting for bank assets depending upon their ‘brownness’. This 

would also contribute to properly identifying potential risks on insurers’ balance sheets. As argued 

persuasively by the Banque de France:  

[I]f the relative performance of “green” and “non-green” assets, as defined by a commonly 
agreed taxonomy, implied an intrinsic risk difference, the prudential framework could be 
adjusted. Different mechanisms are conceivable. The penalisation of unsustainable investments 
could be an example, with the possibility to opt for a Pillar 1 or Pillar 2 capital requirements. 

 

                                                           
244 McDonnell Report.  
245 Mark Carney, Remarks given during the UN Secretary General’s Climate Action Summit 2019, 23 September 
2019, UN General Assembly, New York. 
246 “The European Commission has made a proposal on defining sustainable assets, which is now being 
discussed. This proposal just classifies “green” assets, though. To get the full picture, we would also need to 
classify “brown” assets.” Speech by Pentti Hakkarainen, Member of the Supervisory Board of the ECB, at the 
Hannes Snellman Financial Law Seminar, Helsinki, 9 September 2019. 
247 ACPR Banque De France French banking groups facing climate change-related risks (2019) 
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6 Disclosure 

6.1. On disclosure 
Orthodox financial market analysis regards the financial system as a composition of institutions and 

markets, whose fundamental function is to transfer funds between agents for investment and 

consumption. Financial capital is provided by investors to intermediaries, and allocated to projects 

based upon expected risk-adjusted future returns. At the heart of the intermediary model lies the 

agency problem arising from the separation of funds from capital providers to capital allocators. 

Capital providers have lower levels of information, infrastructural support and investment expertise 

than allocators. The methods traditionally relied upon to address this asymmetry are to require 

disclosure and heightened transparency in investment chains, and mandating or encouraging the use 

of gatekeepers, giving providers the necessary and assured information on which to base their 

choices of intermediary. Legal norms have evolved to reduce the prospect of allocators engaging in 

conflicts of interest. Soft laws have also developed to provide best-practice recommendations and 

governance principles. Mono-dimensionally, this improves allocative efficiency as intermediaries 

cater to the rational preferences of fund providers, whilst insulating financial institutions from 

accusations that providers’ funds are being misallocated.248 

The EU disclosure regulation is based on these premises. Financial reporting, based on Accounting 

Directive and International Financial Reporting Standards and in addition for listed companies, on 

Transparency Directive, are to increase market efficiency by decreasing information asymmetry (see 

in detail Section 6.2.2 of the SMART Business Report). Besides transparency rules applied to all 

market actors, a specific attention has been given to financial intermediaries. Financial 

intermediaries, such as pension funds are characterised by a compounded agency problem, referring 

in particular to the separation of ultimate beneficiaries of capital pools from decision-making in 

allocation of that capital. The role of law in these instances is to provide rules and governance norms 

to regulate the agency relationships, chiefly to prevent the interests of fund managers from 

conflicting with those of capital providers, but also to ensure that the decisions of those managers 

are sufficiently transparent, the information providers receive is corroborated, and providers are 

given sufficient opportunities to move their investments if they so wish. 

The logical response proffered is to demand ever-higher levels of disclosure and increased 

information flows to investors. In the context of green finance, to be sure, scaling up such markets 

requires a more transparent and information-rich market. Investors, for example, must have 

sufficient information to judge whether or not a particular investment satisfies a specific definition of 

‘greenness’; there are problems with the process of identifying which assets might be justifiably 

categorised as ‘green’ for sale as bonds or other financial instruments.249 Investors need information 

to adequately assess the suitability of particular investments and the lack of uniformity in 

international standard-setting may act as a brake on further development of the market. So 

regulators demand that corporations and financial institutions reduce asymmetries by making 

disclosures about for instance their climate exposures, trusting the market to do the rest. On this 

basis, the Securities and Exchange Commission in the USA has issued guidance as to the application 

                                                           
248 J. Cullen and J. Mähönen, ‘Taming Unsustainable Finance: The Perils of Modern Risk Management’ in Beate 
Sjåfjell and Christopher M. Bruner (eds.), The Cambridge Handbook of Corporate Law, Corporate Governance 
and Sustainability (Cambridge: Cambridge University Press, 2019), pp. 100-113. 
249 T. Ehlers and F. Packer, ‘Green Bonds – certification, shades of green and environmental risks’, Bank for 
International Settlements, 24 August 2016. 
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of existing disclosure requirements in relation to climate change.250 In the UK, many companies are 

required to disclose certain non-financial information, often relating to the impact of corporate 

activities on the environment and the risks environmental change may pose to the relevant 

company.251 This work has been buttressed by the Financial Stability Board Task-Force on Climate-

Related Financial Disclosures (TCFD) discussed above in Section Error! Reference source not f

ound.).252 In the EU, the Non-financial Reporting Directive discussed in detail in Section 6.2.2 of the 

SMART Business Report requires disclosure relating to as a ‘minimum, environmental, social and 

employee matters, respect for human rights, anti-corruption and bribery matters.’253 More 

concretely, the EU’s March 2018 Action Plan on sustainable finance and the first EU Commission 

proposals envisage a unified EU classification system of sustainable economic activities and green 

financial products; improved disclosure requirements on how institutional investors integrate ESG 

factors in their risk processes; and a new category of benchmarks to help investors compare the 

carbon footprint of their investments.254 A cursory review of each reveals the importance placed on 

the disclosure and transparency paradigms. Important part of these initiatives is the Disclosure 

Regulation as we discuss below. 

6.2. Disclosure Regulation 
Under Action 9 of the Action Plan the Commission emphasised that in terms of disclosure by the 

financial sector, there is merit in enhancing transparency of asset managers and institutional 

investors, including the way in which they consider sustainability risks and their exposures to climate-

related risks.255 The Commission proposal for this Disclosure Regulation was given in May 2018,256 

                                                           
250 Securities and Exchange Commission, Commission Guidance Regarding Disclosure Related to Climate 
Change, 75 Fed. Reg 6290 (8th February 2010). See D.Brakman Reiser, ‘Progress is possible: sustainability in US 
corporate law and governance’, Ch. 10 in this volume.  
251 See Large and Medium-sized Companies and Groups (Accounts and Reports) Regulations 2008, Schedule 7, 
Part 7 as amended by The Companies Act 2006 (Strategic Report and Directors’ Report) Regulations 2013, SI 
2013 No 1970. See A. Johnston, ‘Market-led sustainability through information disclosure: the UK approach’, 
Ch. 15 in this volume.  
252 Financial Stability Board, Recommendations of the Task Force on Climate-related Financial Disclosures, Final 
Report, June 2017. 
253 EU Directive 2014/95/EU regarding disclosure of nonfinancial and diversity information by certain large 
companies and groups. See I. Chiu, ‘Disclosure regulation and sustainability: legislation and governance 
implications’, Ch. 37 in this volume. 
254 European Commission, Communication From The Commission To The European Parliament, The European 
Council, The Council, The European Central Bank, The European Economic and Social Committee and The 
Committee of The Regions, Action Plan: Financing Sustainable Growth, Brussels, 8.3.2018 COM(2018) 97 final; 
European Commission, Proposal for a Regulation of the European Parliament and of the Council on the 
establishment of a framework to facilitate sustainable investment, Brussels 24.5.2018 COM(2018) 353 final; 
European Commission, Proposal for a Regulation of the European Parliament and of the Council on disclosures 
relating to sustainable investments and sustainability risks and amending Directive (EU) 2016/2341, Brussels 
24.5.2018 COM(2018) 354 final, European Commission, Proposal for a Regulation of the European Parliament 
and of the Council amending Regulation (EU) 2016/1011 on low carbon benchmarks and positive carbon impact 
benchmarks, Brussels 24.5.2018 COM(2018) 354 final. 
255 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Central Bank, the European Economic and Social Committee and the 
Committee of the Regions: Action Plan: Financing Sustainable Growth (8.3.2018, COM/2018/097 final), p. 10. 
256 European Commission, Proposal for a Regulation of the European Parliament and of the Council on 
disclosures relating to sustainable investments and sustainability risks and amending Directive (EU) 2016/2341, 
24.5.2018, COM(2018) 354 final. 
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and accepted in the Parliament in April 2019.257 A common text was agreed in October 2019.258 The 

Regulation was published in December 2019.259  

The Regulation (Article 2) applies to ‘financial market participants’, which includes insurance 

undertakings authorised in accordance with Article 18 of the Solvency II Directive260 which make 

available an insurance-based investment product (IBIP), investment firms investment firm as defined 

in Article 4(1)(1) of the MiFiD II Directive261 which provides portfolio management, institutions for 

occupational retirement provision, manufacturers of a pension product, alternative investment fund 

managers (AIFMs), pan-European Personal Pension Product providers, managers of a qualifying 

venture capital fund registered in accordance with Article 14 of the Regulation on European venture 

capital funds (EuVECA Regulation),262 managers of qualifying social entrepreneurship funds registered 

in accordance with Article 15 of the Regulation on European social entrepreneurship funds (EuSEF 

Regulation),263 management companies of undertakings for collective investment in transferable 

securities (UCITs), and credit institutions which provides portfolio management, and ‘financial 

advisers’ defined as insurance intermediaries which provide insurance advice with regard to IBIPs, 

insurance undertakings which provides insurance advice with regard to IBIPs, credit institutions 

which provides investment advice, investment firms which provides investment advice, AIFMs which 

provides investment advice in accordance with Article 6(4)(b)(i) of the AIFM Directive,264 and UCITS 

management companies which provides investment advice in accordance with Article 6(3)(b)(i) of 

the MiFiD II Directive.  

According to the Regulation financial market participants and financial advisors must disclose on 

their websites information on their policies on the integration of sustainability risks in their 

investment decision-making process, where they consider principal adverse impacts of investment 

decisions on sustainability factors, or if they have more than 500 employees, a statement on due 

diligence policies with respect to these principal adverse impacts, where they do not consider 

adverse impacts of investment decisions on sustainability factors, clear reasons for not doing so and, 

where relevant, information as to whether and when they intend to consider such adverse impacts, 

                                                           
257 European Parliament legislative resolution of 18 April 2019 on the proposal for a regulation of the European 
Parliament and of the Council on disclosures relating to sustainable investments and sustainability risks and 
amending Directive (EU) 2016/2341 (COM(2018)0354 – C8-0208/2018 – 2018/0179(COD)). Available online: 
http://www.europarl.europa.eu/doceo/document/TA-8-2019-0435_EN.html (accessed on 1 November 2019). 
258 Regulation of the European Parliament and of the Council on sustainability-related disclosures in the 
financial services sector (Text with EEA relevance), PE-CONS 87/19,  
https://data.consilium.europa.eu/doc/document/PE-87-2019-INIT/en/pdf. 
259 Regulation (EU) 2019/2088 of the European Parliament and of the Council of 27 November 2019 on 
sustainability‐related disclosures in the financial services sector (Text with EEA relevance), PE/87/2019/REV/1, 
OJ L 317, 9.12.2019, p. 1–16. 
260 Directive 2009/138/EC of the European Parliament and of the Council of 25 November 2009 on the taking-
up and pursuit of the business of Insurance and Reinsurance (Solvency II), OJ L 335, 17.12.2009, p. 1–155. 
261 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial 
instruments and amending Directive 2002/92/EC and Directive 2011/61/EU, OJ L 173, 12.6.2014, p. 349–496. 
262 Regulation (EU) No 345/2013 of the European Parliament and of the Council of 17 April 2013 on European 
venture capital funds, OJ L 115, 25.4.2013, p. 1–17. 
263 Regulation (EU) No 346/2013 of the European Parliament and of the Council of 17 April 2013 on European 
social entrepreneurship funds, OJ L 115, 25.4.2013, p. 18–38. 
264 Directive 2011/61/EU of the European Parliament and of the Council of 8 June 2011 on Alternative 
Investment Fund Managers and amending Directives 2003/41/EC and 2009/65/EC and Regulations (EC) No 
1060/2009 and (EU) No 1095/2010, OJ L 174, 1.7.2011, p. 1–73. 

http://www.europarl.europa.eu/doceo/document/TA-8-2019-0435_EN.html
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and information on how their remuneration policies are consistent with the integration of 

sustainability risks.265  

Financial market participants and financial advisors must also disclose, as part of their pre-

contractual disclosure obligations the manner in which sustainability risks are integrated into their 

investment decisions, the result of the assessment of the likely impacts of sustainability risks on the 

returns of their funds or portfolios, where sustainability risks are deemed not relevant, a clear and 

concise explanation of why they are not relevant, where they consider principal adverse impacts of 

investment decisions on sustainability factors, or if they have more than 500 employees, by 3 years 

after entry into force of the Disclosure Regulation, for each fund or portfolio that they offer, a clear 

and reasoned explanation of whether and how that fund or portfolio considers principal adverse 

impacts on sustainability factors and a statement that information on principal adverse impacts on 

sustainability factors is available in periodic reports, and where they do not consider adverse impacts 

of investment decisions on sustainability factors, a statement that the asset manager does not 

consider the adverse impacts of investment decisions on sustainability factors, and a reasoned 

explanation for not doing so.266 

 

                                                           
265 Sustainability risk is defined as an environmental, social or governance event or condition that, if it occurs, 
could cause an actual or a potential material negative impact on the value of the investment arising from an 
adverse sustainability impact. Sustainability factors include environmental, social and employee matters, 
respect for human rights, anti-corruption and bribery matters. Sustainable investments are defined as any of 
the following or a combination of investments in an economic activity that contribute to an environmental 
objective and investments in an economic activity that contribute to a social objective, provided that the 
investments do not significantly harm any of those objectives and the investee companies follow good 
governance practices. 
266 Pre-contractual disclosures must include information on how the environmental and/or social 
characteristics are met (this assumes that the relevant companies in which the investments are made follow 
good governance practices), if an index has been designated as a reference benchmark: information on 
whether and how this index is consistent with environmental and/or social characteristics and information on 
how the designated index is aligned with the sustainable investments objective (including an explanation as to 
why and how that designated index differs from a broad market index), if no index has been designated as a 
reference benchmark, an explanation as to how the sustainable investments objective is attained, where the 
fund or portfolio has as its objective the reduction in carbon emissions, information on the low carbon emission 
exposure objective, an indication of where the methodology used for the calculation of the indices and 
benchmarks referred to above are to be found. 
 
Website disclosures must include a description of the environmental or social characteristics, or the sustainable 
investment objective, information on the methodologies used to assess, measure and monitor the 
environmental or social characteristics or the impact of the sustainable investments selected for the relevant 
fund or portfolio, the information to be disclosed in the pre-contractual and periodic disclosures as set out 
immediately above and below. 
 
Periodic report disclosures must include in relation to funds or portfolios that promote environmental and/or 
social characteristics, a description of the extent to which environmental and/or social characteristics are 
attained, and in relation to funds or portfolios that have as their objective sustainable investments, a 
description of the overall sustainability-related impact of the fund or portfolio or, where an index has been 
designated as a reference benchmark, a comparison between the overall impact of the fund or portfolio with 
the designated index and a broad market index through sustainability indicators. 
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6.3. SMART Proposal: broaden the scope of the Disclosure Regulation 
The Disclosure Regulation takes steps to the right direction. However, the scope of the regulation is 

limited to financial market participants and financial advisors. Therefore we propose: 

 

 

In present form the Regulation applies only to a list of financial market participants and ‘financial 

advisors’. It applies to banks only when they provide investment advice. Most importantly, it does 

not apply public market participants as sovereign development banks, sovereign holding companies 

and sovereign wealth funds and direct state shareholdings. It should also cover all financial 

intermediaries besides financial advisors as proxy advisors. 

The Commission suggests in its Communication on Sustainable Europe Investment Plan and 

European Green Deal Investment Plan that disclosure should be based on the renewed Non-financial 

Reporting Directive.267 The consultation for the review started on 20 February 2020. Albeit review 

of the Directive is a necessary (see Business part section 6.2.2) a simultaneous review of 

Disclosure Regulation should not be neglected. 

 

7 Benchmarks 
The Commission has estimated that achieving the current 2030 climate and energy targets will 

require EUR 260 billion of additional annual investment.268 Benchmarks and benchmark indexes are 

of high significance as a guide for the finance sector’s contribution to closing this investment gap to 

reach the targets of the EU. Benchmarks are indices that play a central role in the price formation of 

financial instruments and other relevant assets in the financial system. Benchmarks are useful 

instruments for investors, as they allow to track and measure performance and allocate assets 

accordingly.269  

The role of benchmarks have increased dramatically after the financial crisis, as passive asset 

management has replaced active management. At the same time than oligopoly among asset 

managers have been created (with three leading asset managers BlackRock, State Street and 

Vanguard), an oligopoly of index providers that asset managers follow, is created too (with aslo three 

                                                           
267 European Green Deal, p. 17; European Commission, Communication from the Commission to the European 
Parliament, the European Council, the Council, the European Economic and Social Committee and the 
Committee of the Regions: Sustainable Europe Investment Plan, European Green Deal Investment Plan, 
14.1.2020, COM(2020) 21 final, 
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication
%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf.  
268 Communication from the Commission to the European Parliament, the Council, the European Economic and 
Social Committee and the Committee of the Regions: United in delivering the Energy Union and Climate Action 
- Setting the foundations for a successful clean energy transition, 18.6.2019, COM(2019) 285 final, p. 17. 
269 Communication from the Commission to the European Parliament, the European Council, the Council, the 
European Central Bank, the European Economic and Social Committee and the Committee of the Regions: 
Action Plan: Financing Sustainable Growth, 8.3.2018, COM(2018) 97 final, p. 7. 

22. The scope of the Disclosure Regulation should be enlargened to all market participants, also 

public investors and other intermediaries as proxy advisors. 

https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf
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leading index providers S&P DJI, FTSE Russell and MSCI). It is not an underestimation to say that the 

index providers are the mightiest corporate governance regulatory force in the world.270 

Due to their importance to sustainable investment, benchmarks have been addressed in the 

Commission Action Plan Financing Sustainable Growth, under Action 5. According to the Action Plan, 

traditional benchmarks reflect the status quo and their methodologies, as a result, reflect 

sustainability goals only to a limited degree. As such, they are not appropriate to measure the 

performance of sustainable investments. In response, index providers have been developing ESG 

benchmarks to capture sustainability goals, but the lack of transparency regarding their 

methodologies has affected their reliability. More transparent and sounder sustainable indices' 

methodologies are needed to reduce greenwashing risks.  

To implement Action 5 of the Action Plan, the Commission gave in May 2018 a proposal for a 

regulation amending the Benchmark Regulation with low-carbon and positive carbon impact 

benchmarks.271 The final Regulation, accepted on 23 October 2019 and published in December 

2019,272 is however more ambitious. The final Regulation provides investors with better information 

on the carbon footprint of their investments, as long as they are within the two categories of (i) EU 

Climate Transition Benchmarks or (ii) Paris Agreement aligned Benchmarks. 

Still, there is a problem of utilizing just two categories of benchmarks, and leaving those who fall 

outside these categories, with no ‘carbon label’. This can be exemplified by a tendency of investors 

utilizing a range of ever more advanced criteria for screening companies with a high carbon risk, but 

still find themselves with a portfolio where the total carbon footprint is increasing - due to using 

benchmark indexes that are clearly not aligned with the ambitions of the Paris agreement, but where 

there is no demand on calculating and making the carbon footprint public. One such example is the 

Norwegian Government Pension Fund Global managed by Norges Bank Investment Management 

(NBIM), which has just exceeded 10 trillion Norwegian kroner (1.01 trillion euros), and where the 

carbon footprint increased with 6 percent from 2017 to 2018, totaling around twice the amount of 

Norway’s total emissions in 2017 273.  

7.1. SMART Proposals on amending the Benchmark Regulation 
 

                                                           
270 J. Petry, J. Fichtner and E. Heemskerk, ‘Steering capital: the growing private authority of index providers in 
the age of passive asset management’ (2019) Review of International Political Economy, DOI: 
10.1080/09692290.2019.1699147.  
271 European Commission, Proposal for a Regulation of the European Parliament and of the Council amending 
Regulation (EU) 2016/1011 on low carbon benchmarks and positive carbon impact benchmarks, 24.5.2018, 
COM(2018) 355 final. 
272 Regulation of the European Parliament and of the Council amending Regulation (EU) 2016/1011 as regards 
EU Climate Transition Benchmarks, EU Paris-aligned Benchmarks and sustainability-related disclosures for 
benchmarks (Text with EEA relevance), PE-CONS 90/19, https://data.consilium.europa.eu/doc/document/PE-
90-2019-INIT/en/pdf; Regulation (EU) 2019/2089 of the European Parliament and of the Council of 27 
November 2019 amending Regulation (EU) 2016/1011 as regards EU Climate Transition Benchmarks, EU Paris-
aligned Benchmarks and sustainability-related disclosures for benchmarks (Text with EEA relevance), 
PE/90/2019/REV/1, OJ L 317, 9.12.2019, p. 17–27. 
273 Norges Bank Investment Management (2019), Responsible Investment, Government Pension Fund Global 
2018. 
https://www.nbim.no/contentassets/e1632963319146bbb040024114ca65af/responsible-
investment_2018.pdf 

https://data.consilium.europa.eu/doc/document/PE-90-2019-INIT/en/pdf
https://data.consilium.europa.eu/doc/document/PE-90-2019-INIT/en/pdf
https://www.nbim.no/contentassets/e1632963319146bbb040024114ca65af/responsible-investment_2018.pdf
https://www.nbim.no/contentassets/e1632963319146bbb040024114ca65af/responsible-investment_2018.pdf
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The acknowledged research on the planetary boundaries (see Section 1.1) points to four out of nine 

defined boundaries which are already in a critical state as a premise for the future of humans; 

climate change, biological diversity, the use of phosphorus and nitrogen primarily originating from 

agriculture, and land-system change. The European Green Deal274 already specifies a range of policy 

ambitions which are related to the planetary boundaries – beyond climate change. These are 

described under headlines like resource efficiency, smart mobility, the ‘Farm to Fork’ strategy, a toxic 

free environment, etc. When these ambitions are transformed into policies, the finance sector must 

be tuned in through benchmarks and indexes that contribute to the effectuation of new policy.  

The EU policy targets must be reflected in benchmarks to contribute to mitigate the critical situation 

not only regarding climate change, but also for other stressors as the other transgressed planetary 

boundaries of biological diversity, phosphorus and nitrogen cycles, and land-system integrity.  

The amended Benchmark Regulation does not propose regulations on benchmarks beyond climate 

change, hence it needs to be expanded to cover all aspects of sustainability.275  

Firstly, in the broader benchmarks it is important to consider the other defined and seriously 

threatened planetary boundaries than climate change either directly or indirectly, through for 

instance the UN SDGs. 

Secondly, with regard to the environmental part of the benchmarks, there is a need to include more 

forward-looking criteria (see above Section 1.5 ), based on prevention of ecological degradation 

instead of repairing, also by using a precautionary approach (see Section 1.4).  

Thirdly, pressing social and governance factors must be prioritized, but not creating a hindrance to a 

more forward looking approaches. 

With regard to climate change, the Benchmark Regulation makes it possible to reflect the policy 

ambitions of the EU with regard to the Paris Agreement. The same level of methodological 

transparency must be demanded for a broader set of sustainability benchmarks.  

 

 

 

                                                           
274 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: The 
European Green Deal, 11.12.2019, COM(2019) 640 final, p. 4. 
275 However according to Article 54(5) The Commission should present before 31 December 2022 a report to 
the European Parliament and to the Council on the feasibility of an ‘ESG benchmark’, taking into account the 
evolving nature of sustainability indicators. 

23. The amended Benchmark Regulation should to be expanded to cover all aspects of 

sustainability. 

24. The scope of Article 27(2a) of the amended Benchmark Regulation should be broadened. 
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According to Article 27(2a) of the Benchmark Regulation ‘[f]or those benchmarks that do not pursue 

ESG objectives, it shall be sufficient for administrators to clearly state in the benchmark statement 

that they do not pursue such objectives’. The provision should be amended by targeting all providers 

of indexes, not only limited to those providers who already include sustainability considerations – as 

was also suggested in the Commission proposal276 from 2018.  

 

 

According to Article 54(5) of the amended Regulation the Commission should present before 31 

December 2022 a report to the European Parliament and to the Council on the feasibility of an ‘ESG 

benchmark’, taking into account the evolving nature of sustainability indicators. This is a step in the 

right direction, but the report should be due earlier than the estimated three years as of now. 

 

8 Securities markets regulation 

8.1. Existing regulatory framework 
The EU securities markets regulation cover rules on277 

 investment services 

 short selling 

 securitisation 

 securities prospectus 

 ensuring the integrity of securities markets 

 investor compensation schemes 

 transparency requirements for listed companies 

 SME listing on public markets 

The core of the rules on investment services is the Directive 2014/65/EU on markets in financial 

instruments (MiFID II)278  and Regulation (EU) No 600/2014 on markets in financial (MiFIR)279. MiFID 

and MiFIR are discussed in several sections in this Report and in Section 6.3.5 of the Business Report. 

                                                           
276 European Commission, Proposal for a Regulation of the European Parliament and of the Council amending 
Regulation (EU) 2016/1011 on low carbon benchmarks and positive carbon impact benchmarks, 24.5.2018, 
COM(2018) 355 final, p. 5 (Proportionality). 
277 European Commission, Securities markets, https://ec.europa.eu/info/business-economy-euro/banking-and-
finance/financial-markets/securities-markets_en.  
278 Directive 2014/65/EU of the European Parliament and of the Council of 15 May 2014 on markets in financial 
instruments and amending Directive 2002/92/EC and Directive 2011/61/EU (recast) (Text with EEA relevance). 
279 Regulation (EU) No 600/2014 of the European Parliament and of the Council of 15 May 2014 on markets in 
financial instruments and amending Regulation (EU) No 648/2012 (Text with EEA relevance). 

25. The Commission report based on Article 54(5) of the amended Benchmark Regulation 

should be delivered earlier than the end of year 2022. 

https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-markets/securities-markets_en
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/financial-markets/securities-markets_en


74 

Draft SMART report shared to receive comments. This version is not final and not proofread. 
Please do not cite without contacting the authors. 

 

 

Short selling – the sale of a security the seller does not own at the time of entering into the 

agreement with the intention of buying it back at a later point in time in order to deliver it – is 

regulated mostly by Regulation (EU) No 236/2012 on short selling.280 

Securitisation (see also Section 4.5 above) is regulated mostly by Regulation (EU) 2015/2365 on 

transparency of securities financing transactions and of reuse281 Regulation (EU) 2017/2401 on 

prudential requirements for credit institutions and investment firms.282 Transparency is discussed in 

Section 6.2.2 of the Business Report. 

Securities prospectus is regulated mostly by Directive 2010/73/EU on the prospectus283 and 

Regulation (EU) 2017/1129 on the prospectus284. Prospectuses are discussed in Section 6.3.4 of the 

SMART Business Report. 

Integrity of securities markets is mostly regulated by Market Abuse Regulation (EU) No 596/2014,285 

Market Abuse Directive 2014/57/EU286 and Benchmark Regulation Regulation (EU) 2016/1011.287  

Investor compensation schemes are regulated mostly by Directive 97/9/EC on investor-compensation 

schemes.288 The Directive protects investors by providing compensation if an investment firm fails to 

return the investor's assets. Claims under the directive typically arise if there is fraud or other 

administrative malpractice or when an investment firm is unable to fulfil its obligations as a result of 

operational errors. The directive does not cover investment risk, such as when an investor has 

bought stocks which then fall in value. The Directive requires EU countries to set up one or more 

                                                           
280 Regulation (EU) No 236/2012 of the European Parliament and of the Council of 14 March 2012 on short 
selling and certain aspects of credit default swaps (Text with EEA relevance) 
281 Regulation (EU) 2015/2365 of the European Parliament and of the Council of 25 November 2015 on 
transparency of securities financing transactions and of reuse and amending Regulation (EU) No 648/2012 
(Text with EEA relevance),  OJ L 337, 23.12.2015, p. 1–34. 
282 Regulation (EU) 2017/2401 of the European Parliament and of the Council of 12 December 2017 amending 
Regulation (EU) No 575/2013 on prudential requirements for credit institutions and investment firms, OJ L 347, 
28.12.2017, p. 1–34. 
283 Directive 2010/73/EU of the European Parliament and of the Council of 24 November 2010 amending 
Directives 2003/71/EC on the prospectus to be published when securities are offered to the public or admitted 
to trading and 2004/109/EC on the harmonisation of transparency requirements in relation to information 
about issuers whose securities are admitted to trading on a regulated market (Text with EEA relevance), OJ L 
327, 11.12.2010, p. 1–12. 
284 Regulation (EU) 2017/1129 of the European Parliament and of the Council of 14 June 2017 on the 
prospectus to be published when securities are offered to the public or admitted to trading on a regulated 
market, and repealing Directive 2003/71/EC (Text with EEA relevance), OJ L 168, 30.6.2017, p. 12–82. 
285 Regulation (EU) No 596/2014 of the European Parliament and of the Council of 16 April 2014 on market 
abuse (market abuse regulation) and repealing Directive 2003/6/EC of the European Parliament and of the 
Council and Commission Directives 2003/124/EC, 2003/125/EC and 2004/72/EC (Text with EEA relevance), OJ L 
173, 12.6.2014, p. 1–61. 
286 Directive 2014/57/EU of the European Parliament and of the Council of 16 April 2014 on criminal sanctions 
for market abuse (market abuse directive), OJ L 173, 12.6.2014, p. 179–189. 
287 Regulation (EU) 2016/1011 of the European Parliament and of the Council of 8 June 2016 on indices used as 
benchmarks in financial instruments and financial contracts or to measure the performance of investment 
funds and amending Directives 2008/48/EC and 2014/17/EU and Regulation (EU) No 596/2014 (Text with EEA 
relevance), OJ L 171, 29.6.2016, p. 1–65. 
288 Directive 97/9/EC of the European Parliament and of the Council of 3 March 1997 on investor-compensation 
schemes, OJ L 84, 26.3.1997, p. 22–31. 
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investor compensation schemes, ensuring a minimum level of compensation per investor of €20,000. 

All firms supplying investment services must belong to such a scheme. 

Transparency requirements for listed companies are regulated mostly by Transparency Directive 

2004/109/EC.289 The Transparency Directive is discussed in Section 6.2.2 of the SMART Business 

Report. 

SME listing on public markets are regulated mostly by Market Abuse Regulation and Prospectus 

Regulation that are to be amended290 to support SME listing while safeguarding investor protection 

and market integrity. The initiative is confined to ‘SME growth markets’, a new category of 

multilateral trading facilities created by the MiFID to facilitate access to capital for SMEs. The new 

rules aim to: reduce the administrative burden and the high compliance costs faced by SME growth 

market issuers while ensuring a high level of market integrity and investor protection, foster the 

liquidity of publicly listed SME shares to make these markets more attractive for investors, issuers 

and intermediaries, and facilitate the registration of multilateral trading facilities as SME growth 

markets. In April 2019, the European Parliament endorsed the legislation setting the building blocks 

of a capital markets union, including the SME growth markets proposal.291 

We emphasise, as can be seen from the SMART Business Report, the role of SMEs in global value 

chain. All efforts creating for level playing field to them are welcomed as long as they are not 

excempted from the duties encouraging and obliging them to sustainable value creation. Instead of 

excemptions, we propose rules of scalability as discussed in Section 6.6 of the SMART Business 

Report.  

8.2. Regulation of ESG rating agencies 
As stated by Steven Maijoor, chair of ESMA, ESG ratings are becoming increasingly important but the 

level of public scrutiny and supervision of them is far from optimal. The lack of clarity on the 

methodologies underpinning those scoring mechanisms and their diversity does not contribute to 

enabling investors to effectively compare investments which are marketed as sustainable, thus 

contributing to the risk of greenwashing. According to Majoor, where ESG ratings are used for 

investment purposes, ESG rating agencies should be regulated and supervised appropriately by 

public sector authorities.292 

There is no specific rating agency regulation in the EU besides credit rating agencies.293 As they are 

considered as advice they fall however within the scope of MiFID II, and as far as they provide 

                                                           
289 Directive 2004/109/EC of the European Parliament and of the Council of 15 December 2004 on the 
harmonisation of transparency requirements in relation to information about issuers whose securities are 
admitted to trading on a regulated market and amending Directive 2001/34/EC. 
290 Proposal for a Regulation of the European Parliament and of the Council amending Regulations (EU) No 
596/2014 and (EU) 2017/1129 as regards the promotion of the use of SME growth markets 
(Text with EEA relevance), 24.5.2018, COM(2018) 331 final. 
291 Capital Markets Union: European Parliament backs key measures to boost jobs and growth, 
https://ec.europa.eu/commission/presscorner/detail/en/IP_19_2130.  
292 S. Maijoor, Sustainable financial markets: translating changing risks and investor preferences into regulatory 
action, European Financial Forum 2020, 12 February, Dublin, 
https://www.esma.europa.eu/sites/default/files/library/esma32-67-642_european_financial_forum_2020_-
_12_february_2020_-_speech_steven.pdf.  
293 Regulation (EC) No 1060/2009 of the European Parliament and of the Council of 16 September 2009 on 
credit rating agencies (Text with EEA relevance). 

https://ec.europa.eu/commission/presscorner/detail/en/IP_19_2130
https://www.esma.europa.eu/sites/default/files/library/esma32-67-642_european_financial_forum_2020_-_12_february_2020_-_speech_steven.pdf
https://www.esma.europa.eu/sites/default/files/library/esma32-67-642_european_financial_forum_2020_-_12_february_2020_-_speech_steven.pdf
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benchmarks, they fall under the Benchmark Regulation. A comprehensive regulation of sustainability 

of rating agency activities can so be endorsed. 

 

9 Foreign direct and portfolio investments 

9.1. Foreign investments 
One of the four basic freedoms of international economic relations of the EU, including its internal 

market, is the free flow of capital. Foreign capital is a major catalyst and component of development, 

restructuring, and modernization but it can be also a source for unsustainable activities and 

violations of human rights. Foreign investments can be divided to foreign direct investments (FDIs) 

intended to establish lasting and direct links with the undertakings to which capital is made available 

for furthering future economic activities, and foreign portfolio investments where there is no 

intention of investors to control and manage the enterprise. Such investments are often of a short-

term and speculative nature.294 However, they are not meaningless as for instance the sovereign 

wealth funds’ portfolio investments, as an example the Norwegian Government Pension Fund Global 

show.295 

The Lisbon Treaty included ‘foreign direct investment’ in the ‘common commercial policy’ of the EC 

Treaty, currently named the Treaty on the Functioning of the European Union (TFEU). The most 

directly related provisions of these changes are contained in Articles 206 and 207 TFEU. According to 

the Court of Justice of the European Union (ECJ), the EU’s exclusive competence covers all aspects of 

foreign investments, except for portfolio investments and Investor-State Dispute Settlement (ISDS). 

Portfolio investments, ie acquisitions of company securities with the intention of making a financial 

investment without any intention to influence the management and control of the undertaking, fall 

under the competence of the Member States.296 

The recent free trade agreements (FTAs) negotiated by the EU systematically include provisions on 

trade and sustainable development. Their aim is to maximise the leverage of increased trade and 

investment on issues like decent work, environmental protection, or the fight against climate change 

in order to achieve effective and sustainable policy change. According to the Commission, the 

sustainable development chapters (TSD chapters) of EU FTAs have, in broad terms, worked well, 

based on three pillars: binding commitments by Parties to a range of multilateral environmental 

agreements and conventions of the International Labour Organisation, structures to involve civil 

society organisations in the implementation of those commitments and a dedicated dispute 

settlement mechanism in which independent arbitrators make findings public of fact regarding 

compliance.297  

                                                           
294 The Court of Justice of the European Union has described ‘portfolio investment’ as ‘the acquisition of shares 
on the capital market solely with the intention of making a financial investment without any intention to 
influence the management and control of the undertaking’, see Judgment of 26 September 2008, 
Commission/Netherlands, Joined Cases C-282/4 and C-283/04. 
295 See J. Mähönen and H.R. Nilsen, SMART Deliverable D2.6: The role of the state as investor in promoting 
sustainability: an empirical analysis, 1.3.2016, https://www.smart.uio.no/publications/reports/d2.6-role-of-
state-as-investor.final.pdf; H.R Nilsen, B. Sjåfjell and B.J. Richardson, ‘The Norwegian Government Pension Fund 
Global. Risk Based Versus Ethical Investments’ (2019) 88:1 Vierteljahrshefte zur Wirtschaftsforschung 65. 
296 Opinion 2/15 (EU-Singapore Free Trade Agreement) of 16.5.2017, Opinion pursuant to Article 218(11) TFEU. 
297 Report from the Commission to the European Parliament, the Council, the European Economic and Social 
Committee and the Committee of the Regions on Implementation of Free Trade Agreements 1 January 2016 - 

https://www.smart.uio.no/publications/reports/d2.6-role-of-state-as-investor.final.pdf
https://www.smart.uio.no/publications/reports/d2.6-role-of-state-as-investor.final.pdf
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As a assumption FDIs support economic growth, increased incomes, a greater rate of employment 

and technology transfer.298 However, they can be a driver or obstacle to sustainability and 

sustainable development, depending to what extent the environmental and social aspects of FDIs are 

recognized in the host countries. According to the theory of the ‘pollution haven effect’ FDIs seek 

locations with weak regulations, generating weaker environmental standards in host countries. Close 

to the pollution haven hypothesis is that of the ‘regulatory chill’ meaning that countries prefer not to 

set stricter environmental standards for fear they might lose points in the competition against other 

countries in attracting FDIs. ‘The pollution halo effect’ stands in stark contrast to the pollution haven 

hypothesis, considering that FDIs spread best environmental management practices and 

technologies and contributes to the improvement of the environment, reflected in favourable 

changes of the consumption patterns, transfer of ‘clean’ technologies eg through ‘technology 

leapfrogging’ by transferring technologies to control pollution, and spillovers to domestic firms by 

transferring best practices in environmental management towards affiliates and domestic 

competitors and suppliers. On the other hand, FDIs, through increased economic growth, increase 

consumer welfare but so also consumption, including energy, agrifood and consumer goods as well 

as consumer credit, can bedetrimental for society and environment. 

There is however a lack of focus on international investments in the sustainable finance agenda. 

According to Ahlström and Sjåfjell that is, in part, due to the agenda being developed using a ‘Euro-

centric’ approach, an agenda emerged as an antidote to the problems of financialisation in the 

aftermaths of the financial crisis, which had an impact on the EU legislative processes. When 

developing the agenda, the main focus was on European investors and functioning aspects of 

European financial markets. This can partly explain why international investments such as foreign 

direct investments are not included in the SFI agenda. However, what has also become clear is that 

the agenda does encompass a competitiveness strategy where Europe is competing with China on 

developing green financial instruments, although it is not possible to identify how or to what extent 

development considerations have been part of this decision. This in itself is a clear indication of the 

problem of the silo thinking in the European Commission. Finance and investment are part of closely 

related economic activities across the globe. Yet, capital flows are viewed differently depending on 

what policy is being discussed.299 

Empirical research on the effects of FDIs gives mixed results, due to incoherent environmental 

policies in the host countries and lack of regulation of the investors in home countries. According to 

Li et al, in China for instance the inflow of FDI has improved waste soot and dust pollution levels to a 

certain extent, while it has exacerbated wastewater and sulfur dioxide pollution. According to them 

                                                           
31 December 2016 {SWD(2017) 364 final}, 9.11.2017, COM(2017) 654 final, https://eur-lex.europa.eu/legal-
content/EN/TXT/PDF/?uri=CELEX:52017DC0654&from=en; Report from the Commission to the European 
Parliament, the Council, the European Economic and Social Committee and the Committee of the Regions on 
Implementation of Free Trade Agreements 1 January 2018 - 31 December 2018, {SWD(2019) 370 final}, 
14.10.2019 COM(2019) 455 final; https://ec.europa.eu/transparency/regdoc/rep/1/2019/EN/COM-2019-455-
F1-EN-MAIN-PART-1.PDF.   
298 M. Kardos, ‘The relevance of Foreign Direct Investment for sustainable development. Empirical evidence 
from European Union’ (2014) 15 Procedia Economics and Finance 1349, 1350. 
299 H. Ahlström and B. Sjåfjell, ‘Reversing the Hierarchy of Business, Finance and Circular Economy: Enabling 
Policy Coherence for the Transition to Sustainability’ (February 3, 2020), University of Oslo Faculty of Law 
Research Paper No. 2020-06. Available at SSRN: https://ssrn.com/abstract=3530755, full paper on file with 
current authors.  

https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52017DC0654&from=en
https://eur-lex.europa.eu/legal-content/EN/TXT/PDF/?uri=CELEX:52017DC0654&from=en
https://ec.europa.eu/transparency/regdoc/rep/1/2019/EN/COM-2019-455-F1-EN-MAIN-PART-1.PDF
https://ec.europa.eu/transparency/regdoc/rep/1/2019/EN/COM-2019-455-F1-EN-MAIN-PART-1.PDF
https://ssrn.com/abstract=3530755
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the results support the verification of both the pollution heaven hypothesis and the pollution halo 

hypothesis.  

Investors tend towards innovative models measuring the impact of investments and the financial 

value creation through contributing to achieving the SDGs. Especially in developing countries and 

emerging markets the potential for those impact investments is significant.300 There is a huge funding 

gap of an estimated USD 2.5 trillion annually in the efforts to achieve the SDGs. Despite that FDIs are 

a key driver to sustainability, policies and a holistic framework linking the 2030 Agenda to actionable 

investment opportunities for private investors are missing,301 due the reasons described by Ahlström 

and Sjåfjell. 

The challenge of sustainable FDIs is in developing a list of sustainability characteristics to be 

considered by governments seeking to attract sustainable FDIs and to encourage sustainable 

domestic investment, to be used by international arbitrators considering (as they should) the 

development impact of investments, as well as for identifying the mechanisms – beyond those 

deployed to attract FDIs in general – that encourage the flow of sustainable investment and increase 

its benefits for host countries. 

The challenge for reform is that a national FDI rule making increasingly takes place in the larger 

framework of international investment law and policy. For this reason, it is important to ensure that 

the international investment regime constitutes an enabling framework for encouraging the flow of 

sustainable foreign direct investment, while at the same time allowing governments to pursue their 

legitimate public policy objectives. This requires that the objective of sustainable development is 

made the lodestar of the international law and policy regime and its dispute-settlement 

mechanisms.302 

FDIs are crucial for sustainability and for the success of the SDGs. FDIs is by far the greatest source of 

international capital flows to developing countries and is considered one of the most development-

friendly sources of private investment. FDIs create jobs, boost productive capacity, enable local firms 

to access new international markets and bring with it transfers of technology that can have positive 

long-term effects. They are also sources of unsustainable production and endangerement of social 

foundation. 303 

                                                           
300 OECD, Development Co-operation Report 2016: The Sustainable Development Goals as Business 
Opportunities (OECD Publishing: Paris, 2016). 
301 J. Suehrer, ‘The Future of FDI: Achieving the Sustainable Development Goals 2030 through Impact 
Investment’ (2019) 10:3 Global Policy 413. 
302 K.P. Sauvant, ‘The challenge: How can foreign direct investment fulfil its development potential?’ in OECD, 
Development Co-operation Report 2016: The Sustainable Development Goals as Business Opportunities (OECD 
Publishing: Paris, 2016), 50. 
303 OECD, Development Co-operation Report 2016, The Sustainable Development Goals as Business 
Opportunities, p. 17. The Development Assistance Committee: Enabling Effective Development (OECD 
Publishing: Paris, 2016), https://www.oecd-ilibrary.org/docserver/dcr-2016-
en.pdf?expires=1580898031&id=id&accname=ocid195785&checksum=8C33875D3598AEAD67E505FE26645D5
8. See also OECD, Policy Framework for Investment, 2015 edition (OECD Publishing: Paris, 2015), 
https://www.oecd-ilibrary.org/docserver/9789264208667-
en.pdf?expires=1580899532&id=id&accname=ocid195785&checksum=BE94828AB3C55EE9EBF7C64EDD7761A
1.  

https://www.oecd-ilibrary.org/docserver/dcr-2016-en.pdf?expires=1580898031&id=id&accname=ocid195785&checksum=8C33875D3598AEAD67E505FE26645D58
https://www.oecd-ilibrary.org/docserver/dcr-2016-en.pdf?expires=1580898031&id=id&accname=ocid195785&checksum=8C33875D3598AEAD67E505FE26645D58
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FDIs are a vital complement to national development efforts.304 FDIs’ challenge for developing 

economies is not however, that they should not only be attracting investment, but also channelling it 

towards the implementation of the SDGs and sustainability.305 Sustainable FDIs require an 

investment environment that is based on planetary boundaries and social foundation, including 

environmental standards that minimise the risks of causing adverse environmental impact, and 

enforced labour standards aligned with international principles that stabilise conditions in the 

workforce. Not respecting internationally accepted social and environmental principles and 

standards increases the risk of being excluded from international markets. 

Private investments are not however enough to solve the vast investments needs for sustainability 

transitions. Public funds either directly through public development banks or indirectly using 

sovereign wealth funds add private funding. Problem of foreign direct investments is that their 

regulation is attached to international trade regulation and as such, promotion of international trade. 

There is no international effort to promote foreign direct investments along the lines of the Aid-for-

Trade Initiative and the Trade Facilitation Agreement. 306 

‘Blended finance’ however, public strategical funding providing, for instance, de-risking instruments 

for private investors, can improve the scale of investment in development. Blended finance offers 

potential for public, hybrid and private actors to work together to improve the scale of investment in 

developing regions countries. Its potential lies in its ability to remove bottlenecks that prevent 

private investors from targeting sectors and countries that urgently need additional investment. To 

accelerate social and economic progress towards the SDGs, blended finance needs to be scaled up, 

but in a systematic way. 307  

The EU uses its investment facilities (Africa Investment Facility, Neighbourhood Investment Facility, 

Latin America Investment Facility, Investment Facility for Central Asia, Caribbean Investment Facility, 

Asian Investment Facility, Investment Facility for the Pacific) to increase the amount of funding 

available for a particular investment by attracting extra financing, both public and private. Over the 

last ten years, around EUR 3.4 billion worth of EU grants have funded over 380 blended projects. 

Blending has helped unlock investments in developing countries worth an estimated EUR 57.3 billion. 

                                                           
304 UNGA (2015), “Addis Ababa Action Agenda of the Third International Conference on Financing for 
Development (Addis Ababa Action Agenda)” para 35, A/RES/69/313, resolution adopted by the General 
Assembly on 27 July 2015, United Nations General Assembly, New York, 
www.un.org/en/ga/search/view_doc.asp?symbol=A/RES/69/313.  
305  OECD, Development Co-operation Report 2016, The Sustainable Development Goals as Business 
Oppodssrtunities, p. 18. The Development Assistance Committee: Enabling Effective Development (OECD 
Publishing: Paris, 2016), https://www.oecd-ilibrary.org/docserver/dcr-2016-
en.pdf?expires=1580898031&id=id&accname=ocid195785&checksum=8C33875D3598AEAD67E505FE26645D5
8.  
306  OECD, Development Co-operation Report 2016, The Sustainable Development Goals as Business 
Opportunities, p. 50. The Development Assistance Committee: Enabling Effective Development (OECD 
Publishing: Paris, 2016), https://www.oecd-ilibrary.org/docserver/dcr-2016-
en.pdf?expires=1580898031&id=id&accname=ocid195785&checksum=8C33875D3598AEAD67E505FE26645D5
8.  
307 OECD, Development Co-operation Report 2016, The Sustainable Development Goals as Business 
Opportunities, p. 18. The Development Assistance Committee: Enabling Effective Development (OECD 
Publishing: Paris, 2016), https://www.oecd-ilibrary.org/docserver/dcr-2016-
en.pdf?expires=1580898031&id=id&accname=ocid195785&checksum=8C33875D3598AEAD67E505FE26645D5
8. 
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Although not formally accounted as EU Aid for Trade,308 most blended projects concern sectors 

relevant to the Aid for Trade initiative.309 

In 2017, two major groups of financiers, the OECD Development Assistance Committee (DAC) and 

leading development financing institutions’ (DFIs)310 Working Group on Blended Concessional 

Finance for Private Sector Projects agreed on frameworks setting out broad policy guidance to donor 

states and multilateral DFIs on the mobilization and implementation of blended finance. The results, 

OECD DAC Blended Finance Principles for Unlocking Commercial Finance for the Sustainable 

Development Goals311, 312 and the Blended Concessional Finance Principles for Private Sector 

Projects313 establish basic guidelines for blended finance operations, including decision-making 

policies, operational design and monitoring processes, involved in blended finance projects. The 

OECD DAC Blended Finance Principles also call for public transparency and accountability of blended 

                                                           
308 See European Commission, Communication from the Commission to the European Parliament, the Council, 
the European Economic and Social Committee and the Committee of the Regions: Achieving Prosperity through 
Trade and Investment Updating the 2007 Joint EU Strategy on Aid for Trade Updating the 2007 Joint EU 
Strategy on Aid for Trade, COM(2017) 667 final 
, https://eur-lex.europa.eu/legal-content/en/TXT/?uri=CELEX:52017DC0667.  
309 European Commission, EU Aid for Trade Progress Report 2019: Review of progress on the implementation of 
the updated EU Aid for Trade Strategy of 2017 (European Union 2019), p. 22, 
https://op.europa.eu/en/publication-detail/-/publication/0b52b2e0-e8e3-11e9-9c4e-01aa75ed71a1.  
310 Development finance institutions (DFIs) are specialized development organisations that are usually majority 
controlled by national governments. DFIs invest in private sector projects in low and middle-income countries 
to promote job creation and sustainable economic growth. They apply stringent investment criteria aimed at 
safeguarding financial sustainability, transparency, and environmental and social accountability. 
DFIs can be bilateral, serving to implement their government’s foreign development and cooperation policy, or 
multilateral, acting as private sector arms of International Finance Institutions (IFIs) established by more than 
one country.  DFIs source their capital from national or international development funds or benefit from 
government guarantees which ensures their credit-worthiness. The financial support they bring to relatively 
high-risk projects helps mobilising the involvement of private capital, bringing in such diverse actors as 
commercial banks, investment funds or private businesses and companies. Examples of European bilateral DFIs 
are the Norwegian Norfund, the Finnish Finnfund, Swedish Swedfund, German DEG and Spanish COFIDES. 
European DFIs are represented by EDFI, the Association of European Development Finance Institutions. Several 
multilateral DFIs work at regional level such as the African Development Bank (AFDB), the Asian Development 
Bank (ADB), the European development Bank for reconstruction and Development (EBRD), the European 
investment Bank (EIB) and, at global level, the International Finance Corporation (IFC). See EDFI, What is a DFI, 
https://www.edfi.eu/about-dfis/what-is-a-dfi/.  
311 OECD , OECD DAC Blended Finance Principles for Unlocking Commercial Finance for the Sustainable 
Development Goals, January 2018, http://www.oecd.org/dac/financing-sustainable-
development/development-finance-topics/OECD-Blended-Finance-Principles.pdf.  
312 See OECD, Development Co-operation Directorate, http://www.oecd.org/dac/.  
313 International Finance Corporation, Blended Concessional 
Finance Principles for Private Sector Projects, https://www.ifc.org/wps/wcm/connect/c16cf9df-53a2-47fd-
8b70-0bc26257a004/201712_Blendend-Finance-Principles_v1.pdf?MOD=AJPERES&CVID=m1hGdX6; DFI 
Working Group on Blended Concessional Finance for Private Sector Projects, Summary Report, October 2017, 
https://www.ifc.org/wps/wcm/connect/a8398ed6-55d0-4cc4-95aa-
bcbabe39f79f/DFI+Blended+Concessional+Finance+for+Private+Sector+Operations_Summary+R....pdf?MOD=A
JPERES&CVID=lYCLe0B. .  
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finance operations, including ensuring that information on such operations is ‘made publicly 

available and easily accessible to relevant stakeholders’ (Annex I: 10).314 

9.2. European Green Deal and foreign investments 
The European Green Deal do not deal directly with foreign direct investments. According to the Deal, 

trade policy can however support the EU’s ecological transition. It serves as a platform to engage 

with trading partners on climate and environmental action. Commitments to sustainability have been 

continuously strengthened in EU trade agreements, in particular with regard to enhancing climate 

change action. The Commission has also been stepping up efforts to implement and enforce the 

sustainable development commitments of EU trade agreements, and these efforts will be further 

enhanced with the appointment of a Chief Trade Enforcement Officer. On climate change more 

specifically, the EU’s most recent agreements all include a binding commitment of the Parties to 

ratify and effectively implement the Paris Agreement. The Commission will propose to make the 

respect of the Paris agreement an essential element for all future comprehensive trade agreements. 

The EU’s trade policy facilitates trade and investment in green goods and services and promotes 

climate-friendly public procurement.315 

According to the European Green Deal, the Commission will work with the European Investment 

Bank (EIB) Group, national promotional banks and institutions, as well as with other international 

financial institutions. The EIB set itself the target of doubling its climate target from 25% to 50% by 

2025, thus becoming Europe’s climate bank.316 

As part of the Sustainable Europe Investment Plan, the Commission will propose a Just Transition 

Mechanism, including a Just Transition Fund.317 The Just Transition Mechanism will focus on the 

regions and sectors that are most affected by the transition because they depend on fossil fuels or 

carbon-intensive processes. It will draw on sources of funding from the EU budget as well as the EIB 

group to leverage the necessary private and public resources. Support will be linked to promoting a 

transition towards low-carbon and climate-resilient activities. It will also strive to protect the citizens 

and workers most vulnerable to the transition, providing access to re-skilling programmes, jobs in 

new economic sectors, or energy-efficient housing. The Commission will work with the Member 

States and regions to help them put in place territorial transition plans. The mechanism will come in 

addition to the substantial contribution of the EU’s budget through all programmes directly relevant 

to the transition, as well as other funds such as the European Regional Development Fund and the 

European Social Fund Plus.318 

Concerning blended finance, the Commission states that the EU’s international cooperation and 

partnership policy should continue to help channel both public and private funds to achieve the 

transition. While the EU and its Member States remain the world's leading donors of development 

                                                           
314 C. Tan, ‘Creative cocktails or toxic brews? Blended finance and the regulatory framework for sustainable 
development’ in C. Gammage and T. Novitz, Sustainable Trade, Investment and Finance: Towards Responsible 
and Coherent Regulatory Frameworks (Cheltenham: Edward Elgar, 2019), pp. 315—316. 
315 The European Green Deal, 21. 
316 The European Green Deal, 16. 
317 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 final, 
https://ec.europa.eu/commission/presscorner/api/files/attachment/860462/Commission%20Communication
%20on%20the%20European%20Green%20Deal%20Investment%20Plan_EN.pdf.pdf 
318 The European Green Deal, 16. 
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assistance and provide over 40% of the world's public climate finance, public funds will not suffice, 

and the EU and its Member States should coordinate their support to engage with partners to bridge 

the funding gap by mobilising private finance. The Commission proposal for a Neighbourhood, 

Development and International Cooperation Instrument proposes to allocate a target of 25% of its 

budget to climate-related objectives. The Commission will also support the commitment made by 

national public financial resources to improve the investment climate and achieve contributions from 

the private sector. This work will need to be accompanied by opportunities to de-risk investments in 

sustainable development through tools such as funding guarantees and blended financing.319 

To mobilise international investors, the EU will also remain at the forefront of efforts to set up a 

financial system that supports global sustainable growth. The EU will build on the International 

Platform on Sustainable Finance that was recently established to coordinate efforts on 

environmentally sustainable finance initiatives such as taxonomies, disclosures, standards and labels. 

The Commission will also encourage discussions at other international fora, in particular the G7 and 

G20.320 

The main part of the Sustainable Europe Investment Plan is a blended finance programme. Besides 

mobilising at least EUR 1 trillion of sustainable investments over the next decade through the EU 

budget, the Plan will create through the InvestEU Programme, programme, the successor of the 

European Fund for Strategic Investments and 13 other EU financial instruments, an enabling 

framework for private investors and the public sector to ensure a cost-effective, just, as well as 

socially balanced and fair transition. To provide both public financial institutions and private 

investors tools to properly identify sustainable investments, the EU taxonomy, the energy efficiency 

first principle and ‘sustainability proofing’ requiring assessment of the environmental, climate and 

social impact of projects will be comprehensively implemented among the European Investment 

Bank Group and National Promotional Banks and Institutions and International Financial Institutions 

private investors and financial intermediaries participating in the Programme. The Plan will also 

provide tailored support to public administrations and project promoters in identifying, structuring 

and executing sustainable projects. Support for public authorities to assess the financial needs and 

plan the subsequent investment as well as direct support to public and private project promoters will 

be reinforced. 321 

The The InvestEU Fund, through InvestEU Guarantee from the EU budget to reduce the risk in 

financing and investment operations, the European Investment Bank Group and National 

Promotional Banks and Institutions and International Financial Institutions will leverage around EUR 

279 billion of private and public climate and environmentally-related investments over the period 

2021-2030. 

 

                                                           
319 The European Green Deal, 22. 
320 European Green Deal, 22. 
321 European Commission, Communication from the Commission to the European Parliament, the European 
Council, the Council, the European Economic and Social Committee and the Committee of the Regions: 
Sustainable Europe Investment Plan, European Green Deal Investment Plan, 14.1.2020, COM(2020) 21 final, 2, 
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9.3. SMART Proposals: foreign direct and portfolio investments 

9.3.1 Investment treaties 
FDIs play a fundamental role in achievement of SDGs, as shown by recent empirical research from 

Africa, in particular in North Africa.322 Their impact is high especially in relation to basic 

infrastructure, clean water, sanitation, and renewable energy. However, FDIs have adverse 

environmental consequences, especially regarding climate actions. This shows a stronger regulation 

of FDIs is required. 

 

 

 

The EU international investment treaties should promote sustainability. This should be taken into 

consideration in the interpretation of existing treaties but foremost in negotiating new treaties.323  

9.3.2 Combination of private and public: blended finance 
The spillover and financing stabilising effects of FDIs benefits especially innovative SMEs.324 However, 

most beneficial for SMEs is a stable financing, requiring also public financing participation. 

 

 

Albeit being beneficial the combination of private and public finance being beneficial, it should, at 

the regulatory level, at a minimum, adhere to agreed principles of development finance where they 

exist, such as the OECD DAC Principles on Blended Finance. Measures should be taken to improve on 

the indicators used to track and measure blended finance flows and create greater coherence and 

uniformity in data collection and reporting of such flows. Monitoring and evaluation systems should 

be strengthened considerably, including ensuring that private sector actors in receipt of official 

finance are subjected to the same level of scrutiny and financial and operational disclosures as state 

or public actors. 325 

As suggested by Celine Tan, one way of ensuring that blended finance is better accounted for is to 

ensure that such financing is disbursed primarily through existing international development 

organizations with more robust accountability frameworks, rather than through fragmented 

networks of public private partnerships. It is also crucial to ensure that such frameworks are aligned 

with broader international sustainable development targets, including the SDGs, standards set by 

multilateral environmental agreements and key ‘soft law’ frameworks such as the UN Guiding 

Principles on Business and Human Rights. 326 

                                                           
322 Viktoria Aust, Ana Isabel Morais and Inês Pinto, ‘How does foreign direct investment contribute to 
Sustainable Development Goals? Evidence from African countries’ (2020) 245 Journal of Cleaner Production 
118823. 
323 See F. Ortino, ’ Investment Treaties, Sustainable Development and Reasonableness Review: A Case Against 
Strict Proportionality Balancing’ (2017) 30 Leiden Journal of International Law 71, 91. 
324 Alberto Melane-Lavado, Agustín Álvarez-Herranz and Inés González-González, ‘Foreign direct investment as 
a way to guide the innovative process towards sustainability’ (2018) 172 Journal of Cleaner Production 3578–
3590. 
325 Tan, ‘Creative cocktails or toxic brews?’, p. 330. 
326 Tan, ‘Creative cocktails or toxic brews?’, p. 30. 

26. International investment treaties should promote comprehensively sustainability. 

27. The EU should promote blended finance. 
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10  Concluding reflections 
In this Report the SMART Project has presented its analysis and reform proposals on regulation 

governing the funding of investments both in the EU and between the EU and third countries. We 

have reflected in this report the European central bank regulation, supervision and regulation of 

banks, regulation of financial instruments and are regulation of activities of financial institutions, 

index providers and rating agencies, and foreign cross-border investments. We have emphasised the 

complexity of sustainability, including planetary boundaries framework and social foundation for 

humanity, suggesting precautionary principle based forward-looking reforms to incentisive 

sustainable investing and prevent unsustainable activities. Due to the complexity of the regulatory 

framework we have concentrated on issues we see most important for fast-speed reform of 

European financial market regulatory structure, naming however also other fields that require 

scrutiny. Our proposals in this report are closely linked with our proposals in the Business and 

Products Reports and our Guidelines for Policy Coherence for Development. 

Our proposals give critical support to the Commission’s plans to reform the European Central Bank 

system, the Sustainable Finance Initiative, the European Green Deal and the European Green Deal 

Investment Plan. We support the Commission’s commitment to implementing the United Nations 

Sustainable Development Goals but understanding their political and controversial nature. The 

demand for sustainability, based on research based planetary boundaries framework and social 

foundation for humanity, is however not negotiable. 
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28. The EU Taxonomy should be broadened to apply all public private and hybrid entities and 

activities both in the EU and in foreign finance. 

 

29. A comprehensive system for ‘sustainability proofing’ requiring assessment of the 

environmental, climate and social impact of projects should be created and implemented to 

all financing actors, both public private and hybrid. 


