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EXECUTIVE SUMMARY

Over the past years, financial market participants have seen increased regulatory pressure
on sustainability-related topics. Whether in Europe, North America or Asia, regulators have
started implementing regulations to fulfil three main objectives: (1) improve transparency on
the sustainability characteristics of financial products, (2) promote classification systems for
financial products based on their sustainability characteristics, and (3) require the integration
of clients’ ESG preferences in advisory services. The following analysis considers these three
objectives, how they are being fulfilled in Switzerland and in foreign jurisdictions, and how
regulators can improve the status-quo in Switzerland.

First, regulation can improve transparency on the sustainability characteristics of financial
products. Higher transparency can mitigate greenwashing risk and standardisation of dis-
closed information can enhance comparability across products. In Switzerland, most
sustainability requirements around financial actors and products are not hard state law, but
rather market-based and voluntary guidelines. The Federal Council has recently been more
proactive, enhancing the existing industry self-regulations. It has also mandated the Federal
Department of Finance to propose disclosure requirements for sustainable financial products
and services and is pushing for sectoral agreements for net-zero targets.

Despite Switzerland's regulatory dynamics and tradition, there is still a margin for improving
the Swiss framework on sustainability-related disclosures of financial market participants
in light of regulatory developments in the EU and the US. Recommendations to the Swiss reg-
ulators include: (1) considering the interoperability of disclosure frameworks across
jurisdictions, e.g., through substituted compliance; (2) ensuring that financial market partici-
pants can access data on investee companies for their reporting obligations; and (3) focusing
on transparency for decision-useful information by establishing disclosure requirements
(a) at the product and provider level, (b) with science-based metrics, (c) considering engage-
ment policy, and (d) on the potential of investee companies to improve their sustainability
performance.

Second, regulation can promote classification systems for financial products based on their
sustainability characteristics. Clarity around the product characteristics and objectives help
ensure that end-investors buy products that fit their needs. It also improves the trust in the
market. While foreign regulators such as the EU, the US, the UK and China have started pro-
posing rules for classifying and labelling products, namely funds and bonds, Switzerland plays
a waiting game and adopts a market-based approach.

For funds’ classification, the upcoming proposal from the Federal Department of Finance
(fall 2023) should include a more precise definition of sustainable financial products and
services. Considering international developments, recommendations for this proposal in-
clude: (1) setting a definition with minimum environmental and social standards; and
(2) proposing a classification system for products with an impact and a transition objective,
by adopting an already-existing framework or creating its own based on name rules, i.e. the
use of sustainability terms such as “green” in fund names, or labels.

For green-bond classification, Switzerland should not necessarily develop new Swiss criteria
for eligible green-bond activities, as done in certain foreign jurisdictions. It should rather en-
courage following the market-based approach applied in the issuance of the Swiss Green
Sovereign Bonds and promote green-bond certifications.

Third, regulation can require the integration of sustainability preferences of clients in advi-
sory services. Requiring information on clients’ sustainability preferences helps ensure that
advisers act in the best interest of their clients, by offering products that meet clients’
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sustainability preferences along with their financial ones. In Switzerland, advisers do not have
explicit requirements for inquiring clients’ sustainability preferences. However, industry asso-
ciations, such as the Swiss Bankers Association, have developed self-regulation relating to
ESG integration in the advisory process.

Swiss regulators could better fulfil this objective by (1) introducing common requirements
applicable to all financial advisers for the explicit request and integration of clients’ ESG pref-
erences in the advisory process and (2) providing education to investors on sustainability
investment opportunities.

KEY TAKEAWAYS

Financial markets participants have seen increased regulatory pressure on sustainability-re-
lated topics, in Switzerland and abroad. These regulations aim to fulfil three main objectives:

1 Improve transparency on the sustainability of financial products. Despite the Federal
Council’'s push for enhancing self-regulations, there is still a margin for improving the
Swiss disclosure framework on sustainability-related information - namely on interopera-
bility, data availability and relevance of information disclosed.

2 Promote a classification system for financial products based on their sustainability char-
acteristics. For investment funds, Swiss regulators should publish a more precise
definition of sustainable financial products. For green bonds, Switzerland should encour-
age a market-based approach in the short term, adopting existing criteria for issuances,
and certifications.

3 Integrate clients’ ESG preferences in advisory services. While Swiss advisers do not have
explicit requirements for inquiring clients’ sustainability preferences, industry associa-
tions have developed self-regulation relating to ESG integration in the advisory process.
Swiss regulators could complement this framework with common requirements and in-
vestor education.

E4S SUSTAINABLE FINANCE REGULATION SERIES

This E4S Series on Sustainable Finance Regulation investigates regulatory developments in
Europe and beyond and discusses the implications for Swiss corporate and financial market
actors, regulators, and civil society. Swiss Subsidiary Tradition in Light of Foreign Ap-
proaches sets the stage in assessing regulatory objectives and comparing regulatory
approaches for sustainable finance across jurisdictions. Corporates: Comparative Analysis
for Switzerland compares sustainability-related reporting regulation targeting corporate ac-
tors across jurisdictions and provides recommendations for the Swiss context. In a third white
paper, Financial Market Participants: Comparative Analysis for Switzerland, the series high-
lights the specificities and implications for financial market actors.



T INTRODUCTION

Over the past years, financial market par-
ticipants have seen increased regulatory
pressure on sustainability-related topics
across jurisdictions. In 2018, the European
Union (EU) adopted a holistic approach
through the EU Action Plan on Sustainable
Finance [1]. Under this Action Plan, EU reg-
ulators published the Sustainable Finance
Disclosure Regulation (SFDR) [2] for im-
proving transparency on the sustainability
characteristics of financial products (Sec-
tion 2.1). They have also proposed rules for
naming funds with ESG- and sustainability-
related terms (Section 3.1.2.3), and a
standard for green bond issuance (Section
3.2.3). Finally, EU regulators adapted al-
ready-existing regulations on advisory
services for considering sustainability pref-
erences of clients (Section 4.1). In the
United States (US), the Security and Ex-
change Commission (SEC) is taking the
lead in providing a disclosure framework
on sustainability matters for US market
participants (Section 2.2). The SEC has
also been the initiator of name rules on
sustainability-related terms for funds,
based on their investment approach to-
wards sustainability (Section 3.1.1). Other
major markets for sustainable products
and services are also developing regulatory
frameworks. For instance, the Financial
Conduct Authority (FCA) of the United
Kingdom (UK) has recently published a pro-
posal of labels for sustainable financial
products and related disclosure obliga-
tions (Section 3.1.3). China has rather
taken a focus on green bonds with its
Green Bond Endorsed Projects Catalogue
(Section 3.2.2).

In that context, Switzerland has adopted a
market-based approach relying on - but
also enhancing - self-regulation issued by
industry associations [3]. At the end of
2021, the Federal Council called for action
to prevent greenwashing, specifically to
“promote uniform definitions of sustainabil-
ity impacts” [4]. Since then, industry
organisations have been publishing

various guidelines and self-regulations to
improve transparency. In its position from
December 2022 [5], [6], the Federal Council
noted that the measures taken by the in-
dustry were insufficient and outlined a
definition of a sustainable financial prod-
uct. It also mandated the Federal
Department of Finance (FDF) to present a
proposal for disclosure requirements for
sustainable financial products and ser-
vices. At the same time, the Federal
Council is also pushing for sectoral agree-
ments on sustainability-related disclosures
for financial products. In parallel, the Swiss
Confederation issued sovereign green
bonds, indirectly proposing guidance on
green-bond issuance to private and public
actors (Section 3.2.4). Considering advi-
sory services, Swiss law provides no legal
obligation to require and integrate clients’
ESG preferences, but certain industry asso-
ciations have addressed this topic with
clear guidelines for their members (Section
4.2).

Generally, these regulations related to
sustainable financial products and ser-
vices aim to fulfil three main objectives:
(1) improve transparency on the sustaina-
bility characteristics of financial products
(Section 2), (2) promote classification sys-
tems for financial products based on their
sustainability characteristics (Section 3),
and (3) require the integration of clients’
ESG preferences in advisory services (Sec-
tion 4). Improved transparency on the
sustainability characteristics of financial
products can mitigate greenwashing risk,
and standardisation of disclosed infor-
mation can enhance comparability across
products. A classification system for finan-
cial products brings clarity and helps
ensure that end-investors buy products
that fit their needs, and improves the trust
in the market. The integration of clients’
sustainability preferences in advisory ser-
vices helps ensure that advisers act in the
best interest of their clients, by offering



products that meet clients’ sustainability
preferences along with financial ones.

This paper considers these three objec-
tives, analyses how they are being fulfilled
in Switzerland and in foreign jurisdictions,
and proposes recommendations to regu-
lators on how to improve the status-quo in
Switzerland. The studied foreign jurisdic-
tions have been selected based on their

relevance for the Swiss market but also de-
pending on their approach in fulfilling the
objectives mentioned above. To contribute
to the current debate, this paper focuses on
regulation relating to both sustainable fi-
nancial products and services, and
financial market participants who sell
them, in force or in consideration as of
June 2023.



2 IMPROVING TRANSPARENCY ON FINANCIAL-PRODUCT SUS-

TAINABILITY

Requiring disclosures on the sustainability
characteristics of financial productsis
critical to orient financial flows towards
sustainable products. Increased transpar-
ency can mitigate greenwashing risk and
the standardisation of disclosed infor-
mation can enhance comparability across
products. Jurisdictions have different dis-
closure approaches, but the degree of
disclosure required generally depends on
how the sustainability characteristics of
the financial products are advertised. The
EU regulator has set company-level and
product-level disclosure requirements
through its famous Sustainable Finance
Disclosure Regulation (SFDR) [2]; whose as-
sociated Art. 6, 8 and 9 define disclosure
requirements of products based on their
advertised sustainability characteristics
and objectives (Section 2.1). In the US, the
Securities and Exchange Commission
(SEC) is taking the lead on financial market
participants’ sustainability-related disclo-
sure. The SEC recently proposed
disclosure obligations depending on how
environmental, social and governance
(ESG) matters are integrated in a financial
product’s investment strategy (Section
2.2). In Switzerland, the Federal Council is
maintaining its subsidiarity tradition but is
also taking action to complement voluntary
self-regulations and guidelines from indus-
try organisations (Section 2.3). However,
there is still a margin for improvement at
the disclosure level and more binding
measures are required for a successful

T The exact definition is the following: “sustainable invest-
ment means an investment in an economic activity that
contributes to an environmental objective, as measured,
e.g., by key resource efficiency indicators on the use of en-
ergy, renewable energy, raw materials, water and land, on
the production of waste, and greenhouse gas emissions, or
on its impact on biodiversity and the circular economy, or
an investment in an economic activity that contributes to a
social objective, in particular an investment that contrib-
utes to tackling inequality or that fosters social cohesion,

transition of the economy with the help of
financial markets (Section 2.4).

2.1 THE EU AS THE FRONT-RUNNER
OF SUSTAINABLE FINANCIAL PRODUCT
DISCLOSURES

In the SFDR, the starting point for disclos-
ing information related to sustainable
financial products is defining what a sus-
tainable investment is. Adopted in
November 2019 and in force since 2021,
the SFDR provides an explicit definition of
what a sustainable investment is in the
context of disclosure: an investment in an
economic activity that (1) contributes to an
environmental objective or to a social ob-
jective provided that (2) such investments
do not significantly harm (DNSH) any of
those objectives and that (3) the investee
companies follow good governance prac-
tices." With this definition in mind, the SFDR
aims to improve product transparency for
end-investors by establishing disclosure
requirements for both companies and fi-
nancial products, depending on how the
financial product’s sustainability profile is
being advertised on the EU market (Section
2.1.1) [7, p. 4171, [8, p. 173]. Over the past
year, the EU regulator has tried to clarify the
specificities of the SFDR but some limits
persist (Section 2.1.2).

social integration and labour relations, or an investment in
human capital or economically or socially disadvantaged
communities, provided that such investments do not signif-
icantly harm any of those objectives and that the investee
companies follow good governance practices, in particular
with respect to sound management structures, employee
relations, remuneration of staff and tax compliance.”, [2,
Art. 2 no. 17].



2.1.1 Disclosure requirements at com-
pany level and at financial-product level

The SFDR establishes company-level
transparency obligations which apply to all
financial market participants? and financial
advisers based in the EU, or those who mar-
ket their products to EU clients.® In
particular, they must disclose how the key
negative impacts of financial products on
sustainability factors, i.e. principle adverse
impacts (PAl), are addressed (Art. 4), how
sustainability risks are integrated into the
investment decision-making process (Art.
3) and how remuneration policies of the fi-
nancial market participants are adapted to
the integration of sustainability risks (Art.
5). For example, an asset manager invest-
ing in companies’ stocks must disclose
how she is addressing the fact that these
companies (1) may have a negative impact
on the environment, (2) their business
might be exposed to environmental risks
(e.g. floods), which can have a negative ef-
fect on the returns for her clients and (3)
how her remuneration integrates these
risks.

The SFDR also establishes product-level
transparency obligations for financial
products distributed in the EU. All financial
market participants distributing and mar-
keting these products are required to
disclose information on them depending
on how their sustainability aspects are be-
ing advertised: Art. 9 concerns products
with a sustainability objective; Art. 8,

2 This refers to insurers, investment firms, pension institu-
tions, and fund managers [2, Art. 2 no. 1].

3 Execution-only financial market participants are excluded
from the SFDR scope, as they only provide services on the
initiative of the client, mostly addressing non-complex fi-
nancial products, and do not advertise specific funds.

4 PAl are “impacts of investment decisions and advice that
result in negative effects on sustainability factors” [2, Para.
20 Preamble].

5 At the firm level described under Art. 4 SFDR, financial
market participants will need to disclose, among others,
brief summaries of engagement policies to reduce princi-
pal adverse impacts. These brief summaries should include

products promoting sustainability charac-
teristics; and Art. 6 products that do not
integrate sustainability in the investment
process.

For all types of financial products and ac-
cording to Art. 6 and Art. 7, which focuses
on adverse impacts, a financial market par-
ticipant needs to disclose in pre-
contractual information how products inte-
grate sustainability risks on a comply-or-
explain basis and if and how they consider
PAIl on sustainability factors.* For example,
an asset manager selling a thematic invest-
ment fund investing in food companies
must disclose information on the fund’s
impact, e.g. carbon footprint, the exposure
of companies’ business to e.g. flood risks
and how these risks are reflected in the
companies’ - and hence the fund'’s - value.

For financial products under Art. 8 and 9,
financial market participants are required
to disclose additional information to the cli-
ent via every communication medium,
which means pre-contractual information,
reports, and on the website. This includes
disclosures related to the product charac-
teristics, the investment strategy, the
methodologies for measuring the environ-
mental and social characteristics
promoted and their limits, as well as the en-
gagement policy.®

(1) the indicators for adverse impacts considered in the en-
gagement policies and (2) how those engagement policies
will be adapted where there is no reduction of the principal
adverse impacts over more than one period reported on [9,
Art. 8]. For financial products under Art. 8 and Art. 9 and
when engagement is part of the product’s strategy, the fi-
nancial market participant has to describe the engagement
policies implemented [9, Arts. 35 and 48]. In its recent Con-
sultation paper, the European Supervisory Authorities
further developed these product-level disclosure require-
ments on engagement policies and proposed the
disclosure of additional information, such as the strategy
of dialogue, voting-right exercise, escalation plan, when fi-
nancial products have GHG emission reduction targets [10,
Arts. 29 and 42a].



Figure 1: Split of financial products sold
in the EU based on their disclosure type
and by number of funds

3,6%
——

m Article 6 Article 8 m Article 9

Note: As of March 2023. Based on data collected from
prospectuses on 97.6% of products available for sale in
the EU excluding money market funds, funds of funds
and feeder funds. Source: Morningstar, 2023 [11].

Figure 1 presents the split of EU products
under Art. 6, 8 and 9 and Appendix 1 de-
scribes, for these three articles, the criteria
for financial products, the associated dis-
closure requirements and an example of a
product that has to comply with such re-
quirements. The SFDR ensures the
disclosure of sustainability-related infor-
mation: it is not meant to provide a
labelling of financial products based on
specific sustainability themes (Section
3.1.2) [12, p. 713 ff].

6 These are the European Banking Authority (EBA), the Eu-
ropean Securities and Markets Authority (ESMA) and the
European Insurance and Occupational Pensions Authority
(EIOPA).

7An amendment was introduced to update the template dis-
closures about exposure of financial products to
investments in fossil gas and nuclear energy activities [13].

8 In particular, these RTS introduce models for: 1) the dec-
laration of the main PAls, 2) pre-contractual information for
Art. 8 financial products, 3) pre-contractual information for
Art. 9 products.

9 0n the one hand, the Q&A of July 2021 clarified that finan-
cial products under Art. 9 must only invest in sustainable

The European Supervisory Authorities®
clarified how SFDR-related information
should be disclosed through Regulatory
Technical Standards (RTS) and regulatory
guidance. In April 2022, they published the
so-called Level 2 RTS [9], supplementing
the SFDR (so-called Level 1) and specifying
the content and modalities of its transpar-
ency obligations, e.g. of the DNSH criteria,
environmental and social objectives. The
RTS ensure that the information published
is sufficiently clear, concise and visible.®
Applying from 1 January 2023, these
standards brought clarity on the uniform
interpretation and application of the re-
quirements for products under Art. 8 and
Art. 9 [9, Art. 68]. The European Supervisory
Authorities subsequently tried to bring
more clarity on the SFDR specificities
through Questions and Answers (Q&A)
documents.® In April 2023, they published a
joint consultation reviewing the latest RTS
and proposed to broaden the disclosure
framework and address some technical is-
sues with PAl and financial-product
disclosures [17]. Considering these up-
dated regulatory expectations, financial
market participants have revised their
products’ classification over the past
months.™°

2.1.2 Ambitious but still room for im-
provement

Financial market participants under the
SFDR might struggle with the data gather-
ing required to comply with their reporting
obligations, until the full implementation of

investments as defined in Art. 2 no. 17 SFDR [14]. On the
other hand, the Q&A of November 2022 indicated that broad
market indices can no longer be used as a reference bench-
mark for financial products under Art. 9 [15], as they are not
considered ambitious enough to fulfil sustainability objec-
tives and to ensure that Art. 9 financial products truly
support the transition of the real economy [16].

10 Ahead of the application of Level 2 RTS, certain financial
market participants downgraded their financial products
from Art. 9 to Art. 8 requirements. Morningstar estimated
that more than 300 Art. 9 financial products were down-
graded in Q4 2022, representing EUR 170.1 billion of AuM
[18]. Over Q1 2023, this trend has stabilised but about 260
Art. 6 products were upgraded to Art. 8 [11].
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the Corporate Sustainability Reporting Di-
rective (CSRD) in 2028. Currently,
companies which disclose sustainability-
related information do it either on a volun-
tary basis or under the Non-Financial
Reporting Directive (NFRD), which has less
detailed requirements than the CSRD. For
more information, please refer to the sec-
ond paper of this series [19]. As a result,
financial market participants under the
SFDR only have access to voluntary disclo-
sures or those of the NFRD. They therefore
may have to conduct their own research to
meet SFDR reporting obligations, until the
CSROD is fully covering supply chains by fi-
nancial year 2028 [2]."" Even after this
period, there is no guarantee that the con-
tent of companies’ sustainability-related
reports, their scope and their recurrence
will be sufficient to provide financial mar-
ket participants with the information that
they need [8, p. 181]. Aside from this time
gap, the SFDR will also be a challenge for
providers of private-investment products,
such as private-equity or venture-capital
funds given the difficulties in sourcing ESG
data of private firms - as they are not yet
covered by the CSRD (Box 1) [20].

1 The CSRD is expected to fully apply from financial year
2028 and reports are expected to be published in 2029,
meaning that related data will not be available before 2029.

BoX 1: PRIVATE EQUITY FIRMS: BE-
TWEEN DATA GATHERING CHALLENGE
AND SUSTAINABILITY INTERESTS

Private equity firms subject to the SFDR are
required to disclose how their financial
products negatively impact the environ-
ment and society, i.e PAI, are addressed on
a comply-or-explain basis. A significant
portion of private equity firms are however
exempted because they have less than 500
employees; an exemption criterion under
these requirements [21], [22].

Besides, the majority of private equity firms
appears to have opted for “explain”, i.e. no
consideration of PAI of investment deci-
sions on sustainability factors.
Considering product-level disclosure, most
private equity funds implementing the
SFDR seem to disclose under Art. 6, ac-
cording to a survey by LGT Capital
Partners. Only 3% and 10% of funds have
disclosed information according to Art. 9
and 8 respectively [23]. This indicates that
the industry cannot ensure data gathering
for reporting or that it is not putting sustain-
ability at the top of its agenda and has not
yet developed a wide offer for sustainabil-
ity-themed products [21], [24].
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The SFDR currently does not provide for
direct applicable sanctions for non-com-
pliance.’? Its supervision and enforcement
remain in the hands of Member States’ au-
thorities. However, divergent
interpretations and implementations can
lead to heterogeneous sanctions through-
out the EU market [26, p. 205], bearing the
risk of weaker compliance in countries with
less resources, e.g. in the form of less ad-
ministrative capacities. Additionally, as the
RTS disclosure modalities are only applica-
ble since January 2023, both the costs of
compliance and the costs of non-compli-
ance with the SFDR cannot be exactly
assessed yet [27].

While SFDR is a disclosure framework, it
can be mistaken for a labelling mecha-
nism. Art. 8 and Art. 9 of the SFDR require
that financial market participants disclose
information about the sustainability claims
of their products, but do not help assess
the sustainability profile of products. Alt-
hough it is well complemented by the EU
Taxonomy Regulation for environmental
disclosures (Appendix 2), the SFDR does
not impose minimum sustainability re-
quirements nor define the concept of
sustainable investment. According to the
French Financial Market Authority (AMF),
the SFDR created discrepancies between
investor expectations and real-life prac-
tices and could fuel greenwashing [28].
Minimum standards could well-comple-
ment current regulation. These aspects,
relating to product classification, are devel-
oped in Section 3.1.

2 For example, the Taxonomy Regulation merely calls on
EU Member States to establish “effective, proportionate
and dissuasive measures and sanctions” [25, Para. 55 Pre-
amble].

13 Considering financial reporting, decision-useful infor-
mation are “types of information that are likely to be most
useful to the existing and potential investors, lenders and

2.2 SECURITY AND EXCHANGE COM-
MISSION TAKING THE LEAD IN
PROVIDING A DISCLOSURE FRAMEWORK
FOR US MARKET PARTICIPANTS

The US has adopted a different approach
from the one of the EU. The SEC recently
proposed to amend disclosure rules for fi-
nancial market participants, requiring
additional information on ESG investment
practices via the Proposal for Enhanced Dis-
closures by Certain Investment Advisers and
Investment Companies About ESG Invest-
ment Practices (Proposal for Enhanced
Disclosures) [29]. Published in June 2022,
the Proposal for Enhanced Disclosures
aims at facilitating disclosure of con-
sistent, comparable and decision-useful
ESG-related information' for clients of ad-
visory and investment firms [32]. It should
be applicable to investment advisers and
management investment companies that
are registered with the SEC [33].

Contrary to the SFDR in the EU, the Pro-
posal for Enhanced Disclosures does not
provide for company-level disclosure re-
quirements. It only includes disclosure
requirements at the financial-product level
based on the intensity of the integration of
ESG factors in the financial product’s strat-
egy (Section 2.2.1). This Proposal has been
met with positive reactions and sugges-
tions for improvements (Section 2.2.2),
namely on disclosure framework harmoni-
sation, classification-system clarifications,
the scope for basic ESG disclosures and
engagement-policy considerations.

other creditors for making decisions about the reporting en-
tity on the basis of information in its financial report” [30].
A similar approach can be taken with sustainability report-
ing: it should help investors to make better informed
decisions and promote a capital allocation taking sustaina-
bility aspects into consideration [31].
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2.2.1 Disclosure requirements at the fi-
nancial-product level

In the US, the degree of disclosure require-
ments depends on the importance of ESG
factors in the financial product’s strategy,
rather than how it is being marketed, as
done in the EU’s SFDR (Section 2.1.1). The
proposed amendments identify three types
of funds based on the ESG strategy pur-
sued: Integration Funds, ESG Focused
Funds, Impact Funds (Table 1).

The choice of ESG strategy defines the in-
formation to be disclosed in prospectuses,
annual reports and brochures. The Pro-
posal for Enhanced Disclosures also
requires additional information on GHG
emission metrics for ESG-Focused Funds
considering environmental factors; which
provides investors with consistent and
comparable information across these spe-
cific funds [33].7 Contrary to the EU, there
is no disclosure requirements on how the
products impact the sustainability factors
for all funds [2, Art. 7]. The comment period
for the Proposal for Enhanced Disclosures
closed in August 2022 and final action is
expected in October 2023 [32].

Table 1: SEC Proposal for Enhanced Disclosure and its categories of ESG funds

Characteristics

Disclosure requirements

Funds

Integration 1| Consider one or more ESG factors along | Describe how ESG factors
non-ESG factors in investment decisions

are incorporated into the in-
vestment process

2| ESG factors are not necessarily decisive

compared to other factors when selecting
or excluding investments

ESG-Focused
Funds

Focus on one or more ESG factors by us-
ing them as a significant or main
consideration in selecting investments or
in engaging with portfolio companies

Provide detailed disclosures,
including an overview of the
ESG strategy

Impact Funds

Subcategory of ESG-Focused Funds that
aims to achieve one or more specific ESG
impacts with related ESG benefits

ESG-Focused Funds’ requi-
rements

Disclose the progress in
achieving the stated ESG im-
pacts

Source: SEC, 2022 [34].

4 To make it easier for investors to understand and com-
pare information, the Proposal provides for a tiered
disclosure framework, with a summary in the prospectus
and more detailed information in the prospectus or else-
where.

5 These GHG emission metrics do not consider Scope 3
emissions.
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2.2.2 Reactions and suggestions from
the market

Given the disclosure frameworks already
in place internationally, some market ac-
tors are calling for the SEC’s alignment
with other initiatives. In response to the
Proposal, the United Nations Principles of
Responsible Investment (UN PRI), an initia-
tive trying to harmonise sustainable
investments globally, recognised the SEC
efforts in aligning disclosure requirements
with other jurisdictions and encouraged
close collaboration with foreign regulators.
Similarly to the SFDR, the Proposal for En-
hanced Disclosures suggests financial
product categorisation for disclosure re-
quirements and is aligned with the Task
Force on Climate-related Financial Disclo-
sures (TCFD).”® It is also following an
adoption timeline in line with the Sustaina-
ble Disclosure Requirements of the UK's
Financial Conduct Authority (FCA) (Section
3.1.3) [35].

The SEC puts a special emphasis on proxy
voting considerations, but additional or
modified disclosure requirements would
be beneficial. To avoid proxy-washing,
ESG-Focused Funds’ managers would
need to disclose proxy voting and engage-
ment information based on specific
metrics, such as the percentage of ESG-re-
lated resolutions for which the Funds voted
in favour or the percentage of issuers with

16 The TCFD framework refers to the recommendations for
climate-related disclosures, which the Swiss Climate Ordi-
nance under Art. 964 a-c CO refers to, as explained in White
Paper 2 [19].

7 In comparison, the EU regulator set out general transpar-
ency requirements on shareholder engagement activities
applicable for any fund, as part of the Shareholder Rights
Directive Il [36]. It requires the publication of (1) an engage-
ment policy, describing the monitoring and dialogues with
investee companies, the exercising of voting rights and the
collaboration with other shareholders, as well as of (2) an
annual report on the implementation of this policy, describ-
ing the financial market participant's voting behaviour
including the use of proxy voting recommendations, or pub-
licly disclose a clear and reasoned explanation of why they
have chosen not to comply with one or both of these re-
quirements [36, Art. 3g]. The SFDR simply refers to this
directive and does not request the disclosure of additional

which the investment manager has held
ESG engagement meetings [29], [33]. How-
ever, these metrics are more quantity-over-
quality oriented, which can defy the pur-
pose of shareholder stewardship and long-
term value generation. Additional disclo-
sures on shareholder proposals led or co-
led by the investment manager or on the
narrative on the proxy voting could also be
useful information for investors [35]."

Some market participants are asking that
all financial products be subject to the In-
tegration-Fund disclosure requirement.
Among the proponents for general applica-
tion of these requirements, some are
arguing that investment managers have a
responsibility to consider financially-mate-
rial’™® ESG factors, others believe that the
non-integration of ESG factors in invest-
ment decision-making also constitutes
material information for investors when se-
lecting a financial product [37] [35]. This
approach would be similar to the EU's
SFDR Art. 6 disclosure requirements (Sec-
tion 2.1.1).

Some investors with less expertise might
wrongly perceive categories as a guaran-
tee of a sustainable product. Products
reporting under the Integration Fund cate-
gory would consider ESG factors in the
same way as macroeconomic trends or
firm-level factors in the investment selec-
tion.” So, in reality they might give little

metrics as opposed to the SEC Proposal for Enhanced Dis-
closures [2, Art. 4 para.2c)].

18 Recall from [19]: Beyond information on financial risks
relevant to traditional investors (single materiality), new
regulations require companies to disclose relevant infor-
mation on the risk of climate change or other sustainability-
related issues on the company, as well as a company's
business’s impact on the environment (impact materiality),
whether it has financial consequences for the company (fi-
nancial materiality) or not (double materiality).

9 According to the UN PRI, “all funds [...] should consider
ESG factors as part of their fiduciary duties and financial
risk management” and “market participants that do not
consider ESG factors in their investment practice [as re-
quired for products in the Integration Fund category] can be
at risk of ignoring material issues, and thus violating their
fiduciary duties” [35].
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consideration to ESG factors [35]. Also,
ESG screening, e.g. excluding tobacco
companies from a portfolio, is so far con-
sidered as “a significant or main
consideration” of ESG factors in the invest-
ment selection, to the same level as
shareholder engagement. Such a broad va-
riety of products reporting under the ESG-
Focused Fund category can be confusing
for investors [35]. The SEC Proposed
Amendment to the Name Rule, requesting
certain criteria for funds with ESG or re-
lated terms in their name, could bring some
clarity on what can be considered an ESG
or sustainable investment according to the
regulator (Section 3.1.1).

2.3 SWITZERLAND: A SUBSIDIARITY
TRADITION THAT IS STARTING TO AC-
CELERATE

The Federal Council is taking action while
maintaining its subsidiarity tradition, fol-
lowing what it deems as insufficient
voluntary initiatives from industry organi-
sations. End of 2021, the Federal Council
called for action to prevent greenwashing,
namely to “promote uniform definitions of
sustainability impacts” [4]. In response, in-
dustry organisations have published
various guidelines and self-regulations to
answer the transparency needs of the in-
dustry, considering sustainability
characteristics of financial products and
practices (Section 2.3.1). In its position
from December 2022, the Federal Council
noted that the measures taken by the in-
dustry so far were insufficient and outlined
a definition of a sustainable financial prod-
uct, which is now being discussed [5], [6].
The Federal Council is also trying to set
ambitious climate targets beyond self-reg-
ulation, via new disclosure requirements
for sustainable financial products and

20 These indicators are (1) GHG emissions; (2) exposure to
fossil fuels; (3) verified net-zero commitments; (4) net-zero
management; (5) global warming potential (optional); (6)
credible climate dialogue.

services and the conclusion of voluntary
sectoral agreements (Section 2.3.2) [4],
[38].

2.3.1 Industry-set sustainability disclo-
sures responding to the Federal Council
call

Swiss financial-industry organisations
have answered to the Federal Council’s
call for action on sustainability-related
disclosures for preventing greenwashing
and for filling gaps in existing regulations.
The Swiss Financial Market Supervisory
Authority (FINMA), the Asset Management
Association Switzerland (AMAS), the Swiss
Association of Pension Funds (ASIP) and
Swiss Sustainable Finance (SSF) have pub-
lished binding and non-binding disclosure
guidelines, self-regulations and best-prac-
tice information to their members and the
overall Swiss financial market. Appendix 3
develops the major initiatives of these four
organisations on the topic.

Industry organisations have also collabo-
rated closely with governmental bodies to
create the Swiss Climate Scores (SCS)
[39]. Introduced in mid-2022, the SCS were
created by the Confederation with the sup-
port of industry experts, methodology
providers, NGOs and academia [40]. They
establish transparency requirements on
the Paris-alignment of financial products
based on six indicators,?° built on existing,
internationally recognised standards and
including forward-looking elements.?’ They
show the current status of the investment
products or portfolios of globally active
companies as well as the degree to which
these companies are expected to meet
their climate goals. The Federal Council
has recommended that financial actors
create transparency in all financial prod-
ucts and investment portfolios by means

21 The template for practical analysis according to the SCS
can be found here on the AMAS website [41].
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of comparable and meaningful climate
compatibility indicators [4], and to use the
Swiss Climate Scores “where appropriate”
[42]. While implementation is still in its in-
fancy, about ¥s of Swiss asset managers
plan to publish the SCS in the future, ac-
cording to the Swiss Sustainable
Investment Market Study 2023 [43]. So far,
the SCS involve no formal controls on the
application of the indicators, and are still
under development.?>23

2.3.2 Federal Council turning the screw

The Federal Council has recently been
more proactive, enhancing the existing and
recently introduced industry self-regula-
tions. The Federal Council has mandated
the Federal Department of Finance (FDF)
for the elaboration of a proposal for disclo-
sure requirements for sustainable financial
products and services (Section 2.3.2.1)
and is pushing for sectoral agreements on
this topic (Section 2.3.2.2).

2.3.2.1 Upcoming proposal of disclosure
for sustainable financial products?

The FDF has been mandated to propose
disclosure requirements for sustainable
financial products and services by the Fed-
eral Council. In order to avoid
greenwashing and to provide the clarity
needed for investment decisions of finan-
cial market participants, the Federal
Council has proposed a definition for sus-
tainable financial products or services in
December 2022 (Section 2.3.2.1) [6]. The
definition of sustainable financial products
and services and associated disclosure

22 The composition and application of the indicators, includ-
ing their dissemination to other asset classes, is being
monitored by the FDF [5, p. 17], [40, p. 4]. While currently in
the pilot phase, the Swiss Climate Scores could be ex-
panded to cover more asset classes as well as potentially
biodiversity in the future.

23 Globalance was the first bank to publish the Swiss Cli-
mate Scores for all its AuM in March 2023 [44].

24 In view of the new obligations that such a proposal would
introduce, the authors consider that only legislation in the

requirements will have to be concretised by
the FDF, which will present a proposal to
the Federal Council at the end of Septem-
ber 2023. The proposal developed by the
FDF should allow for effective implementa-
tion and, in case of violation of the
disclosure obligations, grant legal reme-
dies to clients, investors and insured
persons [6, p. 4]. It should be binding to the
entire financial market, when selling finan-
cial products and giving financial advice, as
well as in subsequent reports [6, p. 3].

This proposition should be translated into
state-binding disclosure regulations but
the Swiss regulatory process is a long and
arduous one, compared to that of industry
self-regulations (Box 2).2* The enacted pro-
posal of the FDF will need to be validated
by the Parliament and by the population
and, although it was brought forward at the
initiative of the Federal Council, effective
application could take years.?®

2.3.2.2 Sectoral agreements for sustaina-
bility reporting and industry reluctance

In parallel, the Federal Council is trying to
set more ambitious sustainability targets
via the conclusion of voluntary sectoral
agreements, beyond self-regulation [4].
Through the Environmental Protection Act
(EPA) and the Federal Act on the Reduction
of CO2 Emissions (CO2 Act), the Swiss
Confederation has the power to promote
the conclusion of private law agreements
between the members of an entire industry,
so-called sectoral agreements [48, No.
153], [49, Art. 3 para. 4], [50, Art. 41a]. Since
the adoption of the Climate and Innovation

strict sense is open, to the exclusion of an ordinance based
on art. 182 para. 2 of the Federal Constitution [45].

25 Half of Swiss legislative procedures last 33 months at
most and the average duration is about 51 months, or about
four years, of which about two-thirds is taken up by prepar-
atory work at the level of the federal administration and the
FC, the rest being devoted to parliamentary deliberations
and the post-parliamentary phase [46], [47]. The current
guidelines for a definition for sustainable financial products
and services proposed by the FC is even before the prepar-
atory work at the FC level.

16



Act on the 18th June 2023, this power is ex-
plicitly provided precisely to make financial
flows compatible with climate objectives
[51, Art. 9].

Sectoral agreements are a type of super-
vised self-regulation at the industry level
but not sources of state law (Appendix 4).
They would aim to achieve public law ob-
jectives related to biodiversity and GHG
emissions [52, p. 16]. These objectives and
their associated roadmaps can be defined
independently by the sector, negotiated be-
tween the Confederation and each sector,
or defined by the Confederation unilaterally
[53]. The objectives within these agree-
ments would not only be binding for
members of a specific industry associa-
tion, but for the entire sector, and without
the need for transposition into Swiss do-
mestic law [48, No. 157], [50, Art. 41a para
3]. In the financial industry, their achieve-
ment would be regularly assessed through
PACTA tests (Appendix 5) [53].

So far, industry associations have been
opposed to sectoral agreements. Member-
ship in net-zero alliances under the
Glasgow Financial Alliance for Net Zero
(GFANZ) is an example. Over the past
years, the Federal Council has been en-
couraging the financial sector to join net-
zero alliances as they enable members to
report on comparable indicators. Consider-
ing Swiss financial firms' membership,
industry associations indicated that “Swit-
zerland is playing a proactive role and is on
the right track” [54] and that objectives
“could be better achieved by pursuing cur-
rent and planned activities outside the
scope of industry agreements”. Despite the
opposition of the sectoral associations

26 The FDF has been instructed to set up a working group
together with the Federal Department of the Environment,
Transport, Energy and Communications (DETEC), the Fed-
eral Department of Economic Affairs, Education and
Research (EAER), the FINMA, and representatives from the
affected industries and civil society to determine the best
way to implement the Federal Council's position on the pre-
vention of greenwashing. It is important to ensure that the
chosen solution is applied across the financial market, is

concerned and the multiple voluntary ef-
forts outlined above [54], the Federal
Council maintains its willingness to reach
such agreements in order to complement
self-regulations - maybe pending the imple-
mentation of the state-binding regulation
mentioned above [5].26

2.4 RECOMMENDATIONS FOR SWIT-
ZERLAND

Despite Switzerland's subsidiary regula-
tory tradition, there is a margin for
improving the Swiss framework on sus-
tainability-related disclosures of financial
market participants, considering foreign
developments. Recommendations to the
Swiss regulator include (1) considering the
interoperability of disclosure frameworks
across jurisdictions (Section 2.4.1), (2) en-
suring data availability related to investee
companies (Section 2.4.2), and (3) requir-
ing transparency on decision-useful
information (Section 2.4.3). A forthcoming
analysis will complement these recom-
mendations with the opinions of market
and policy experts.

2.4.1 Considering the interoperability of
disclosure frameworks

The Swiss regulator should focus on the
interoperability with other jurisdictions.
Swiss financial firms falling under the
scope of a Swiss framework for sustaina-
bility-related disclosure are likely to be
subject to similar regulations in other juris-
dictions. Two third of Swiss banks and
asset managers have the legal obligation
to comply with the EU regulation, but only
few disclose under the SFDR Art.6, 8 and 9
so far (Figure 2) [43, p. 46].” When

binding and enforceable, and provides clients with legal
remedies. By 30 September 2023 and based on these activ-
ities, the FDF is to present the Federal Council with a plan
and concrete proposals for putting the Federal Council's
position on the prevention of greenwashing into practice [6,
p. 4]

27 Swiss financial institutions operating in the EU, i.e., that
have a subsidiary, actively seek clients, or market or
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developing its framework (Section 2.3.2.1),
the Swiss regulator should therefore bal-
ance its objectives for pursuing disclosure
requirements with the obligations under
the SFDR and the SEC's Proposal. It should
also consider developments in other mar-
kets relevant for Switzerland, while
remaining suitable for Swiss market partic-
ipants.

Figure 2: Classification of funds based on
the EU’s SFDR by Swiss asset managers
in 2021 and 2022 (in % of AuM; n=44)

@ Art6

Art. 8

® Ato
Swiss fund only

@ Not disclosed

Note: Outer circle — data from 2022; inner circle - data from 2021

Source: SSF Sustainable Investment Market Study (2023) [43].

manage a financial product in the EU, are required to dis-
close under the SFDR. Financial market participants who
seek clients on European soil in a passive manner are not
subject to European regulation. However, the distinction be-
tween passive and active business activity is difficult to
prove in practice and may represent a legal risk for Swiss
companies: [55, Paras. 54 and references]; [56, p. 15] , [26,
p. 205],[57, p. 5].

28 The UK, as well as Singapore, could also be sources of
inspiration, given the market similarities or their relation-
ship with the EU. The UK Financial Conduct Authority (FCA)
has recently proposed Sustainability Disclosure Require-
ments and investment labels (SDR), intending to prevent
greenwashing and help investors navigate the sustainable-
product market more easily, namely through explicit label-
ling with an associated supervision. While this system
along with the FCA’s intent differs from the EU and US

For example, one could imagine a frame-
work with substituted compliance with
other jurisdictions, in particular the EU.28
For instance, Swiss financial market partic-
ipants with disclosure requirements in the
EU and Switzerland could choose to com-
ply with the EU disclosure framework and
be automatically compliant with the Swiss
one as well. This would be particularly ben-
eficial for larger asset managers under the
risk of double reporting burden.?**° For
small financial market participants who are
not exposed to other jurisdictions, the ideal
system would be a simplified local disclo-
sure standard, compatible with
international reporting requirements, such
as under SFDR or the SEC Proposal (if
adopted), to avoid that disclosure data can-
not be used along the supply chain.

2.4.2 Ensuring data availability related to
investee companies

The Swiss regulator should align timelines
and scopes for the reporting obligations of
investee companies and that of financial
market participants. In particular, it should
ensure that data related to invested com-
panies is available at the time of reporting
for financial market participants. This
would avoid what is currently observed in
the EU, where there will be difficulties for
reporting under the SFDR until the full ap-
plication of the CSRD. Even after the full
application of the CSRD, unclarities remain
as to whether the required information

approaches, the FCA is “working to maintain coherence be-
tween [its] proposals, the SFDR requirements and the SEC'’s
proposals” [58]. Singapore is envisaging to explicitly accept
the EU disclosures as an advanced alternative [59].

29 The UK Financial Conduct Authority (FCA) has recently
proposed Sustainability Disclosure Requirements and in-
vestment labels (SDR), intending to prevent greenwashing
and help investors navigate the sustainable-product market
more easily, namely through explicit labelling with an asso-
ciated supervision. While this system along with the FCA’s
intent differs from the EU and US approaches, the FCA is
“working to maintain coherence between [its] proposals,
the SFDR requirements and the SEC’s proposals” [58].

30 Singapore is envisaging to explicitly accept the EU disclo-
sures as an advanced alternative [59].
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from financial market participants will
match the information disclosed by firms.
Recommendations related to reporting ob-
ligations of companies have been
proposed in previous work [19].

The regulator should also consider an ap-
proach for private funds, for which data on
investee companies is more challenging to
access and sustainability not always at the
top of the agenda. Below are two examples
of tools that could help investors collect in-
formation on the companies they invest in.

The Legal Innovation for Sustainable In-
vestments Foundation (LISI Foundation)
created the Impact Term Sheet Template,
an open-source legal template for direct
equity investments issued by a company to
investors in exchange for growth funding
[60]. Annex 2 of the Impact Term Sheet pro-
poses transparent, harmonised reporting
requirements for investment deals.

Levo is an online tool for startups and
SMEs to assess, monitor, and improve
their sustainability and impact. Levo's
Dashboard View gives investors an over-
view of the sustainability status of the
companies they back in real time. This fea-
ture facilitates reporting by enabling
investors to visualise their portfolio's sus-
tainability and track its progress [61].

On a larger scale, Swiss regulators should
further encourage Swiss companies to
support the Net-Zero Public Data Utility
(NZPDU) and closely follow the establish-
ment of the European Single Access Point
(ESAP). In June 2023, leading Swiss finan-
cial institutions agreed to test the NZPDU
platform, which is administered by the in-
ternational, multi-stakeholder Climate Data
Steering Committee (CDSC). The platform
aggregates corporate data on scope 1, 2
and 3 emissions, and emissions reduction

31 Decision-useful information on sustainability of financial
products should follow concepts similar to those of finan-
cial reporting: the information disclosed on the product
should be relevant for the client's investment decision,

targets, which can be freely accessed [62].
In addition, the European Union has provi-
sionally agreed on the ESAP platform in
May 2023, and will publish all corporate fi-
nancial and sustainability-related
information about EU companies and EU
investment products by summer 2027 [63].

2.4.3 Requiring transparency on deci-
sion-useful information

Switzerland can learn from other jurisdic-
tions how to create transparency on
decision-useful information®' and build
trust in the market, while balancing finan-
cial market participants’ constraints.
Avenues worth exploring include (1) estab-
lishing disclosure requirements on
sustainability for any type of fund at the
product and provider level (2) developing
science-based disclosure requirements,
(3) considering engagement policy disclo-
sures within its regulatory framework, and
(4) helping provide transparency on the
transition potential of investments that are
not necessarily expected in sustainable fi-
nance products. These last elements
would be particularly relevant if the Swiss
regulator were to set an impact category
and a transition category as described in
Section 3.1.5.2.

General disclosure requirements for all
funds. Any type of funds should disclose
sustainability-related information because
it represents information that is financially
material for the investment decision-mak-
ing, whether sustainability factors are part
of the investment strategy or not, as it's
done under the SFDR (Section 2.1.1). Addi-
tionally, the Swiss disclosure framework
should consider both provider- and prod-
uct- level disclosures, as they are both
relevant to the investor when selecting a
product. The Asset Management Associa-
tion Switzerland’'s (AMAS) self-regulation

comparable with other products, verifiable and understand-
able for the client [30].
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(Appendix 3), which applies only to its
members and adherents, considers both
these dimensions, but does not require
sustainability-related disclosures for all fi-
nancial products, solely for sustainable
financial products. FINMA's recognition of
this self-regulation as a minimum standard
could diffuse these requirements in the
Swiss industry (Box 2).

Disclosures on science-based metrics. Fi-
nancial products with stated
environmental impact objectives should
disclose science-based metrics, as they
help tracking the achievement of relevant
environmental impact. The EU included
this specificity in taxonomy-related disclo-
sures: financial-market participants need
to publish their financial products’ contri-
bution towards science-based and Paris
Agreement-aligned indicators and thresh-
olds, as defined by the Technical Screening
(Appendix 2). The SEC Proposal for En-
hanced Disclosures also requires
additional requirements for ESG-Focused
Funds (Section 2.2.) (Table 1), although
they so far appear much less extensive
compared to the EU requirements. In Swit-
zerland, the recently introduced and Task
Force on Climate-related Financial Disclo-
sures (TCFD)-inspired Swiss Climate
Scores could fulfil such a role, if required
for financial products with environmental-
impact objectives and in particular if they
comply with other jurisdictions’ require-
ments (Section 2.3.1).32 As of today, they
remain voluntary, still have limits,*® and
take a different approach - that is more cli-
mate-oriented and forward-looking
compared to the EU’s SFDR.

Disclosures on engagement policy and re-
sults. Financial products that advertise a

32 If the voluntary Swiss Climate Scores cannot contribute
to other jurisdictions’ disclosure requirements, they might
(1) not necessarily bring clarity to investors, especially non-
Swiss that are unfamiliar with the framework - hence defy-
ing the purpose of understandability - and (2) be less
attractive for non-Swiss market participants advertising

transition objective should disclose their
engagement policy and results. A Swiss
disclosure framework should include obli-
gations pertaining to active ownership,
given its impact potential and predomi-
nance within sustainable investment
strategies, as underlined by the Federal
Council [6]. These considerations should
focus on the engagement strategies and
its specificities but also on the outcomes
of engagement activities [35]. Such disclo-
sures, including the escalation process in
case engagement is unfruitful, is particu-
larly important for firms targeted for their
transition potential to make sure that the
talk is being walked.

Disclosures on unexpected investments in
sustainable products. Financial products
that advertise sustainability characteristics
could disclose portfolio investments that
might be perceived unsustainable but are
part of a transition strategy. Similar to the
UK Financial Conduct Authority (FCA) [58],
Swiss regulators could also consider re-
quiring information on “unexpected
investments”, i.e., investments that are
generally not associated with sustainability
objectives such as fossil fuel companies.
Disclosure obligations could include the
type of investment at hand, e.g., its sector,
and an explanation as to why it is held
within the financial product. This type of
disclosure would help build trust and pro-
vide increased transparency on the
product, by avoiding mismatched expecta-
tions for the end-investors. In certain
cases, it could however lead to potential
greenwashing because of the lack of
threshold for what might be considered
“unexpected” [66].

funds in Switzerland, as they might prefer to disclose under
their own jurisdictions’ requirements [64].

33 For example, the “global warming potential” indicator has
been categorised as optional, and several financial market
actors have stated not using it currently due to limited reli-
ability and data weakness around forecasts [65].
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Box 2: FINMA'’S RECOGNITION OF
SELF-REGULATION AS MINIMUM
STANDARDS: A COMPROMISE

Self-regulations are constantly being up-
dated, in particular to fulfil the Federal
Council’'s expectations in accordance with
the national sustainable finance strategy
and to avoid further binding regulation.
Contrary to binding obligations which en-
hance standardisation, compliance and
enforcement, self-regulations remain flexi-
ble in light of constant methodological and
regulatory developments.

FINMA has the authority to recognise pro-
fessional organisations’ self-regulation as
a minimum standard [67], [68, Arts. 6 and 7
para 3]. If it does so, the self-regulation
does not merely apply to members of the
organisation who issued it, but becomes
binding for all actors in the industry, regard-
less of whether they are members of the
association that issued the self-regula-
tion.3* FINMA would consequently have to
implement the self-regulation in its supervi-
sion rules. FINMA's recognition is thus a
tool that can encourage the dissemination
of recognised standards. It harmonises
and unifies the applicable standards
across the industry and requires a simple
and adaptive procedure. As of today, most
recognised self-regulation is issued by
AMAS and the Swiss Bankers Association
(SBA) (Section 4.2.2 and Appendix 3).%
FINMA did not yet recognise any

34 For example, FINMA recognised the Guidelines of the
Swiss Banking Association (SBA) on the treatment of as-
sets without contact and dormant assets held at Swiss

professional organisations’ self-regulation
relating to sustainability as a minimum
standard. FINMA can only recognise norms
that constitute minimum standards, i.e. that
are generally recognised by the industry
participants. When recognising such regu-
lation, FINMA cannot impose stricter
requirements than what the self-regulation
norms provide [70, p. 201 N443 and refer-
ences].

FINMA'’s recognition could be a compro-
mise between mere self-regulation and
hard law to regulate sustainability-related
disclosures of financial market partici-
pants, in the short term (Section 2.3.2.1).
In particular, recognition of AMAS self-reg-
ulation on transparency and disclosure for
sustainability-related  collective assets
would make disclosure on sustainability-re-
lated information at the sustainable
financial product level and on the organisa-
tion of product management at the level of
financial market participant binding for all
(Appendix 3). Such a recognition would
help actors adapt to disclosure require-
ments in the short term without the need to
resort to binding state law, which is more
time-consuming and difficult to adjust.
However, in the author’s opinion, the ab-
sence of sustainability-related disclosure
requirements applicable for any type of
product in AMAS self-regulation impedes
the relevance and materiality of the infor-
mation in the hands of investors and is
therefore not, for the long-term, the most
efficient framework.

banks. Consequently, these Guidelines are binding for each
Swiss bank, even if they are not members of the SBA.

35 The recognised self-regulation is available online: [69].
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3 CLASSIFYING FINANCIAL PRODUCTS BASED ON THEIR SUSTAIN-

ABILITY CHARACTERISTICS

Financial products with more or less ex-
tended sustainability characteristics can
be marketed with sustainability-related
terms, such as “sustainable”, “green”, or
“ESG”, in their name or marketing materials.
Some financial market participants may
however make misleading sustainability-re-
lated claims about their products, driving
consumers to buy products opposing their
needs and reducing the trust in the market
for sustainable financial products [58], [71].

Because of the unclarity around sustaina-
ble financial products, regulators have
started proposing rules for classifying and
labelling products, namely for funds (Sec-
tion 3.1) and bonds (Section 3.2). Each of
the following subsections develop ap-
proaches across various jurisdictions,
compared to the Swiss approach, and pro-
vide recommendations to Swiss regulators
on the classification of funds and bonds.

3.1 RULES FOR FUNDS NAMES AND
LABELS: IS A “SUSTAINABLE FUND” A
SUSTAINABLE FUND?

Regulators in Europe and North America
have recently been developing rules for
fund names and labels to help investors
navigate the market of sustainable finan-
cial products. Within these jurisdictions,
two criteria are generally required to allow
a financial product to be referred to using
sustainability-related terms: (1) the propor-
tion of sustainable investments within the
product and (2) the definition of these sus-
tainable investments. For instance, a rule
might provide that a fund named “Green
Fund” needs to invest (1) at least 90% of the
fund’s capital in (2) companies that have a
positive impact on the environment, for be-
ing allowed to have “Green” in its name.%®

3¢ Through these rules, jurisdictions can remove uncertainty
across these two criteria, namely by setting this first criteria
while leaving some flexibility to fund providers in the defini-
tion of the second.

Another approach is to prohibit the use of
certain sustainability-related terms in prod-
uct names without a credible label - just like
organic labels in the food industry for prod-
ucts with names like “organic” or “bio”".

Developments of name rules and labels for
funds answer the market's demand for an
investor-friendly classification system, as
observed with the misuse of the Art. 6, 8
and 9 of the SFDR (Section 2.1.2). Sections
3.1.1, 3.1.2 and 3.1.3 develop on the ap-
proaches applied in the US, the EU and the
UK, respectively, and Table 4 summarises
these approaches. Section 3.1.4 considers
the position of Switzerland compared to
these jurisdictions and Section 3.1.5 pro-
poses recommendations to the Swiss
regulators and industry associations.

3.1.1 The US Amendment to the Name
Rule, a baby step towards classifying
funds

In July 2022, the SEC issued a Proposed
Amendment to the Name Rule, which, as it
stands today, requires SEC-registered in-
vestment companies whose names
suggest a focus on a particular type of in-
vestment strategies to adopt a policy of
investing at least 80% of the value of their
assets in those investments.®’

The SEC's proposed amendments would
extend the requirement to any fund whose
name includes ESG and similar terminol-
ogy which would encompass terms such
as “socially responsible investing,” “sus-
tainable,” “green,” “ethica impact” or
“good governance” [72]. That means that,
under this amendment, the “Impact Fund”
of a SEC-registered asset manager would
need to invest at least 80% of the value of

the fund assets with an “impact”

I noou
1

37 This value does not include cash and cash equivalents
when their value is up to the notional amounts of the fund'’s
derivatives instruments.
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investment focus. Firms managing funds
within the scope of the proposed amend-
ments should maintain written records of
various documents, including investments
in the 80% basket and the basis for includ-
ing them, as well as the value of such [72].

But even if a fund complies with this rule,
its name could still be misleading. The pro-
posed amendment does not prescribe how
the fund should invest the remaining 20%,
nor forbids negative impacts on sustaina-
bility factors outside of its investment
focus. The SEC specified that the proposed
amendment “is not intended to be a safe
harbour for materially deceptive or mislead-
ing names” [72]. This means that the
“Impact Fund” mentioned above could in-
vest the remaining 20% of the value of its
assets in tobacco and fossil-fuel firms and
still comply with the amendment, which
should be adopted in October 2023 [73].

3.1.2 The EU SFDR misunderstood as a
classification system and the ESMA'’s ten-
tative solution

Similarly to the SEC Proposed Amendment
to the Name Rule, the EU has been trying to
clarify its position on the classification of
funds. With the entry into force of the SFDR,
the EU introduced what qualifies as a sus-
tainable investment (Section 3.1.2.1) as
well as a classification system for disclo-
sure purposes - with its Art. 6, 8 and 9. This
classification system was rapidly (and
wrongly) used to assess the sustainability
profile of funds (Section 3.1.2.2), bringing
confusion in the market. In November
2022, the ESMA released a proposal for
funds with ESG- and sustainability terminol-
ogy to fill this market need for a
classification system on the sustainability
of financial products (Section 3.1.2.3).

38 Through these rules, jurisdictions can remove uncertainty
across these two criteria, namely by setting this first criteria
while leaving some flexibility to fund providers in the defini-
tion of the second.

3% In a revenue-based approach, if 10% of the revenues of a
company, e.g. Patagonia, contributes to a environmental or
social objective, e.g. promoting circular economy, then the
10% of the investment in the company, e.g. 10% of the value

3.1.2.1 A large definition of sustainable in-
vestments: innovation and confusion

With the SFDR, the EU regulator has intro-
duced a definition for sustainable
investments, for the disclosure purposes
(Section 2.1).%8 As a reminder, it says that a
sustainable investment (1) contributes to
an environmental objective or to a social
objective provided that (2) such invest-
ments do not significantly harm any of
those objectives (DNSH Principle), and that
(3) the investee companies follow good
governance practices. This definition is
large and financial market participants
have flexibility in its application, including
in methodologies assessing if an invest-
ment is sustainable.

This definition encourages innovation in
product development and management
but can also create confusion on how in-
vestments support the transition to an
environmentally and socially responsible
economy. Various methodologies can be
used by financial market participants for
defining if an investment is sustainable.
This means that two financial products
with the same environmental objective, e.qg.
promoting circular economy, could use
very different methodologies assessing
how investments, e.g. shares of Patagonia,
within each product fulfil this objective.
Two main methodologies have arisen: a
revenue-based approach and a pre-defined
threshold approach - the latter lowering the
criteria for qualifying as a sustainable in-
vestment.*® Given the recent regulatory
clarifications and proposals [17], the pre-
defined threshold approach is likely to
dominate in the future, as it would be the
only way to meet the requirement for Art. 9
financial products i.e. that they are

of the investment in Patagonia shares, is considered sus-
tainable. In a 10% threshold approach, if 10% or more of
Patagonia’s revenue contribute to promoting circular econ-
omy, then 100% of the investment in Patagonia shares is
considered sustainable. In both case, this is provided that
the DNSH criteria is respected [11], [74].
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composed at 100% of sustainable invest-
ments [11].

3.1.2.2 Misuse of SFDR Art. 8 and 9 and rec-
ommendation for minimum standards

The SFDR and its Art. 6, 8 and 9 can be
mistaken for a labelling scheme on sus-
tainability characteristics of financial
products. The SFDR classification system
is not equivalent to a labelling as it does not
provide requirements relating to the quality
and content, it only provides indications for
transparency obligations [12, p. 713 ff.].

Despite the SFDR’s transparency focus,
market actors have provided recommen-
dations for improvement to reduce the gap
between investors’ expectations of Art.8
and 9 funds and real-life practices and to
mitigate greenwashing risk. The French Fi-
nancial Market Authority (AMF) has
recently suggested the introduction of min-
imum standards on environmental impact
for financial products reporting under Art. 8
and 9 of the SFDR [28]. In particular, Art. 9
products “should exclude investments in
fossil fuel activities that are not aligned with
the European Taxonomy” [75]. Furthermore,
Art. 8 products should guarantee that in-
vestments in such activities “meet strict
conditions that ensure that these activities
are engaged in an orderly transition”, i.e.
through a credible and executed transition
plan [28].

3.1.2.3 ESMA proposal for funds with ESG-
and sustainability terminology

The ESMA is currently trying to fill the
market need for a classification system on
sustainability of financial products and to
answer the AMF suggestions. In November
2022, it published Proposed Guidelines on
funds’ names using ESG or sustainability-re-
lated terms [76].

It proposes the introduction of two rules.
First, it proposes minimum thresholds for
the use of ESG- and sustainability-related
terms in funds’ names. In particular, “if a
fund has any ESG-related words in its

name, [...] at least 80% of its investments
should be used to meet the environmental
or social characteristics or sustainable in-
vestment objectives in its investment
strategy”. That means that a fund called
“Climate Change Solutions Fund”, with “cli-
mate change” being an ESG-related term,
complies with the proposed rule only if it in-
vests at least 80% of its value in
investments with the specific environmen-
tal and social characteristics it promotes.
Second, “if a fund has the word “sustaina-
ble” or any other term derived from the
word “sustainable” in its name, it should al-
locate within the 80% of investments
[mentioned above] [...] at least 50% of sus-
tainable investments as defined in the
SFDR [2, Art. 12 para.17] (Table 4). ESMA’s
Proposal thus introduces the Do No Signif-
icantly Harm (DNSH) Principle as it is part
of the definition of “sustainable invest-
ments” of the SFDR. For instance, a
“Sustainable Society Fund” which invests
80% of the fund’s value in investments with
the specific environmental and social char-
acteristics promoted by the fund but only
20% in sustainable investments, does not
qualify for having “sustainable” in its name
[76], [77].

It also proposes minimum safeguards for
all investments in funds with such names.
They would need to exclude investments
based on the exclusion criteria of the Paris-
aligned Benchmarks (Box 3), which namely
include criteria for fossil-fuel firms[77].
Critics argue that this rule would be too re-
strictive, especially for funds with broader
ESG characteristics or funds with a social
objective, as it would prevent them from in-
vesting in, for instance, transitioning energy
firms. Some also suggested applying mini-
mum standards based on the Climate
Transition Benchmarks (Box 3), which are
less stringent and allow investing in the
transition [78].

However, market actors and advisory bod-
ies remain critical, specifically in regard of
the lack of consideration for transition
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financing,° the lack of consideration for
specific assets supporting the effective
risk management of portfolios,** the data
availability for ensuring compliance with

these criteria,** and the lack of clarity on
what constitute a sustainability and ESG-re-
lated term [80].

Box 3: EU BENCHMARK REGULATION SETTING MINIMUM STANDARDS FOR LOW-CAR-

BON BENCHMARK

A benchmark is a reference to assess in-
vestments’ performance. Market indices
include broad market indices, geography-,
segment, and asset-specific indices as well
as indices with a combination of these
specificities, such as the MSCI Europe In-
formation Technology Index or S&P China
Bond Index. In recent years, various indices
focusing on sustainability themes have
emerged, such as the S&P 500 Net Zero
2050 Paris-Aligned ESG Index and MSCI
ACWI Sustainable Impact Index.

However, the heterogeneity of approaches
by benchmark providers makes it difficult
for users, such as fund managers, to com-
pare and choose benchmarks for their
investment strategy, and therefore lowers
adoption of low-carbon benchmarks. The
EU Benchmark Regulation aims at answer-
ing these challenges [81].

40 “There is arisk that a portfolio that invests in a sector that
needs to transition on a high impact scale (energy sector
for instance) may not be compliant [namely with the Paris-
aligned Benchmark’s minimum safegards], whereas a port-
folio invested in more neutral sectors would be compliant
while having possibly considerably much less impact on the
green deal objectives” [79], [80].

41 BlackRock underlined that many portfolio managers often
utilise exposures including cash, derivatives and other as-
sets in order to meet their objectives and manage risk for
their clients. Minimum thresholds should be calibrated in a

The EU Benchmark Regulation provides
minimum standards for two types of
benchmarks based on the commitments of
the Paris Agreement: EU Climate Transi-
tion Benchmarks (EU CTB) and EU Paris-
aligned Benchmarks (EU PAB). The former
is constructed so that the resulting portfo-
lio is on a decarbonisation path; and the
latter so that the resulting portfolio’s transi-
tion pathway is aligned with the Paris
Agreement targets. The Benchmark Regu-
lation sets minimum standards common to
both benchmarks and related to reference
temperature scenarios, equity allocation in
specific sectors, calculation of GHG inten-
sity and absolute emissions, methodology
for calculating indirect emissions and de-
carbonisation trajectory for the
benchmarks. It also sets minimum stand-
ards for each type of benchmark related to
their GHG levels and exclusion criteria (Ta-
ble 2) [82].

way that does not limit fund managers in their ability to nav-
igate changing market environments [80].

42 The SMSG advised the ESMA to follow a two-step ap-
proach: (1) between now and full completion of the CSRD
and ESRS (providing the necessary data at the firm-level), it
should define more qualitative guidelines and clarify defini-
tions of concepts used under SFDR, and, (2) once data are
available and the regulatory framework is completed it
should then carry out a revision of these guidelines with in-
troduction of quantitative thresholds [79].
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Table 2: Minimum standards specific to each type of benchmarks

Climate Transition Benchmarks Paris-aligned Benchmarks
Reduction of | The benchmark should have a GHG in- The benchmark should have a GHG in-
GHG levels tensity or absolute GHG emissions that | tensity or absolute GHG emissions that
(including di- | is 30% lower than the investable uni- is 50% lower than the investable uni-
rect and verse verse
indirect emis-
sions)
Exclusion e Active in controversial weapons e Criteria of CTB
criteria for in- e Active in tobacco production e With =1% of revenues from coal
vestee e Violating UNGC Principles or e With 210% of revenues from oil
companies OECD Guidelines for Multina- e  With =50% of revenues from gas
tional Enterprises e  With =50% of revenues from
e Harming one or more environ- electricity generation with a
mental objectives (DNSH GHG intensity of 2100g CO2
Principle) e/kWh
Disclosure e Benchmark methodology
requirements e Exclusion policy

Note: Controversial weapons as referred to in international treaties and conventions, United Nations principles and, where appli-
cable, national legislation. Environmental objectives refer to the environmental objectives of EU Taxonomy [25], hence to climate
change mitigation or adaptation, sustainable use and protection of water and marine resources, the transition to a circular econ-
omy, pollution prevention and control and the protection and restoration of biodiversity and ecosystems. UNGC refers to the UN

Global Compact [83]

3.1.3 The UK advocating for labels in a
consumer-based approach

Considering European and American de-
velopments, the UK's Financial Conduct
Authority (FCA) proposed new rules to help
consumers navigate the landscape of sus-
tainable investment products, protect them
from greenwashing, and build trust.
Through its Proposed Sustainable Disclo-
sure Requirements (SDR) published in
October 2022, the FCA proposes labels
(Section 3.1.3.1) as well as name

restrictions (Section 3.1.3.2) for all invest-
ment products - primarily those marketed
to UK retail investors [58], [84].

3.1.3.1 Labels

The three proposed labels help distinguish
sustainable financial products based on
their sustainability objective and on how
they aim to achieve these objectives. The
labels - Sustainable Focus, Sustainable Im-
provers and Sustainable Impact - are
developed in Table 3.
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Table 3: Labels proposed by the UK FCA and examples of investment products

Description Example
Sustainable | Invests mainly in assets Product investing in companies that make a
Focus that are sustainable for peo- | positive contribution to improving young peo-
ple and/or planet, with an ple’s educational achievement through
objective to maintain high innovation while avoiding investment in com-
sustainability standards*® panies with unsustainable business
practices
Sustainable | Invests in assets that may Product with a broad and diversified expo-
Improvers not be sustainable now, sure to developed and emerging equity
with an aim to improve their | markets that overweights shares of compa-
sustainability for people nies with a clear decarbonisation plan and
and/or planet over time* climate track-record, and ensures the com-
mitments of companies, e.g through
engagement
Sustainable | Invests in solutions to prob- | Product financing the construction of wind
Impact lems affecting people or the | farms in Mongolia, which will increase the
planet to achieve real-world | access to renewable energy and reduce the
impact, with an explicit ob- | country’s carbon footprint
jective to achieve a positive
and measurable sustainabil-
ity impact

Source: FCA, 2022 [58].

To qualify for one of these three labels, fi-
nancial products must meet general and
specific criteria. General criteria cover five
principles: sustainability objective, invest-
ment policy and strategy, key performance
indicators (KPIs), resources and govern-
ance, and investor stewardship. Specific
criteria develop what fund managers need
to do to adhere to these principles and to
the specific label that the fund managers
want to qualify for. For instance, Sustaina-
ble Impact products need to develop a
theory of change* and an escalation plan

when the expected impact no longer seems
plausible.

Contrary to the ESMA proposal mentioned
above (Section 3.1.2.3), the labels would
not require that investee firms do not harm
other sustainability objectives - for now.
The FCA considers that the DNSH ap-
proach from the SFDR “may be too
restrictive at this stage”. It however recom-
mends fund managers to consider whether
trade-offs or adverse environmental or so-
cial impacts might arise from pursuing the
fund’s sustainability objectives [58]. The UK
Green Technical Advisory Group, which

43 Negative screening or basic ESG tilts alone do not qualify for this label and the following ones but in combination with other

strategies it could [58].

44 Assets are selected based on their potential to become more sustainable, namely in response to active ownership, that is with
dialogue with shareholders or voting results in general assemblies [58].

45 A theory of change is a method that explains how a given intervention, e.g. investment, is expected to lead to a specific devel-
opment change, e.g. positive environmental impact, drawing on a causal analysis based on available evidence [85].
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provides non-binding advice to the UK reg-
ulator for the UK Green Taxonomy, is
considering the implementation of the
DNSH concept. If adopted, this could open
the door to such considerations as part of
the FCA’s SDR [86], [87].

Certain actors have raised improvement
points and a need for clarifications, namely
on the scope of application [88], [89], the
overlapping between labels and their im-
plied hierarchy,*® the labelling process [88],
or the methods to calculate thresholds for
Sustainability Focus labels [88].

3.1.3.2 Naming rule and prohibition

Product providers would also be restricted
to use certain sustainability-related terms
in product names and marketing materials
except if products have one of the sustain-
able investment labels mentioned
above [58]. These terms include among
others “ESG”, “climate”, “impact”, “sustain-
able”, “sustainability”, “responsible”,
“green”, “SDG", “Paris-aligned”, or “net-
zero”. Also, products that have a label that
is not “Sustainable Impact” would be pro-
hibited from using “impact” in their product
name or marketing materials. This would
ensure that products’ content and their de-
clared sustainability objectives are aligned.

46 A product strategy could have an overlap between more
than one product label, leaving the choice of label to the
manager. This overlap could create a hierarchy between the
labels. The Sustainable Impact label could for instance be

better perceived by an investor than the Sustainable Improv-
ers label, hence creating competitivity implications [89].
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Table 4: Specificities of proposed naming rules across jurisdictions (presented in the chronological order of publication)

Jurisdiction Regulation Scope Criteria 1 Criteria 2 Restriction to
harm other sus-
Products with... ... should hold ... ... of investments that meet ... talpab!hty
objectives?
us SEC Proposed A naming that includes >80% An investment policy in accordance with No
Amendment to “ESG” or related terms the naming that the naming suggests
the Name Rule
EU ESMA A naming that includes > 80% Environmental or social characteristics Yes
Proposed Guide- “ESG” or related terms or sustainability characteristics (as de-
lines on funds’ fined in the SFDR Appendix | and II)
names
A naming that includes > 50% The sustainable investment definition Yes
"sustainable" or related (of the 80% above) (as defined in the SFDR Art. 2(17))
terms
UK FCA Proposed A Sustainable Focus la-  >270% A credible standard of environmental No
Sustainable Dis- bel and/or social sustainability or align with
closure a specified environmental and/or social
Requirements sustainability theme.
A naming that includes A Sustainable Focus, No
sustainability-related Sustainability Improv- -
terms ers or Sustainability
Impact label
A naming that includes A Sustainable Impact - No

“impact”

label

Source: SEC (2022), ESMA (2022), FCA (2022), Clarify Al (2023) [58], [72], [77], [90].
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3.1.4 Switzerland playing a waiting
game

In December 2022, the Federal Council
proposed a first definition for sustainable
financial products or services. In order to
avoid greenwashing and to provide the
clarity needed for investment decisions of
financial market participants, the Federal
Council considers it necessary to adopt a
common and clear understanding of what
constitutes a sustainable product or ser-
vice [91]. As the adoption of a taxonomy in
the Swiss context has been discarded at
least until 2025,%" the Federal Council has
recently outlined the features of a financial
product or service being promoted as sus-
tainable  or  having sustainability
characteristics [6].

In addition to financial objectives, such
product or service should pursue one of
the following investment objectives [6, p.
3]:(1) align with one or more specified sus-
tainability goals; or (2) contribute to the
achievement of one or more specified sus-
tainability goals.*® The Federal Council
provides the examples for each of these
objectives: “A sustainable financial service
with an alignment objective could, e.g., in-
vest exclusively in equities and bonds of
companies whose transition plans are all
aligned with the goal of limiting global
warming to 1.5° Celsius compared to the
pre-industrial age. A product aimed at con-
tributing to the achievement of a
sustainability goal will typically apply an
impact investment approach (incl. real

47 Switzerland considers the adoption of a taxonomy not
necessary to achieve its Paris Agreement objectives. In par-
ticular, the FC considered that the implementation of the
PACTA tests (Appendix 5) and the Swiss Climate Scores
(Section 2.3.1) was able to bring the necessary science-
based data and transparency to market actors on firms
across all sectors [4, p. 12].

48 Sustainability goals should be (1) determined against a
widely used framework (e.g. the SDGs); (2) described by the
financial service provider in terms of approach taken; (3)
transparent via periodic, easily-accessible (e.g. published
online), transparent, and comparable publications; (4)
aligned with climate targets based on international and na-
tional commitments, via recognised and relevant
indicators, such as the Swiss Climate Scores; as well as (5)
verified by an independent third party [6, p. 3].

estate investments), a credible active own-
ership approach or a combination of the
two” [6, p. 3].*° As for its associate disclo-
sure requirements (Section 2.3.2.1), the
definition of sustainable financial products
and services will have to be concretised by
the Federal Department of Finance (FDF),
which will present a proposal to the Federal
Council at the end of September 2023 [6].

Aside from this definition, the Swiss regu-
lator is examining the creation of a new
category of a social-impact collective
scheme. Currently, the FDF*® examines
how the introduction of a new category of
investment collective scheme could widen
access to social impact investment to a
larger number of people [5, p. 20]. As it
stands, social-impact investment mainly
targets institutional investors, foundations
and family offices. Opening up this type of
investment to private players would in-
crease the flow of capital into social-
impact investments.

3.1.5 Recommendation for Switzerland

In 2022, jurisdictions have proposed rules
for financial products with sustainability-
related terms in their names as well as la-
bels. These proposed specifications have
the objective to help investors navigate the
sustainable-investment landscape and re-
duce greenwashing through enhanced
transparency. The Swiss regulator is cur-
rently looking into the matter and should
publish a proposal laying out a more pre-
cise definition of sustainable financial
products and services and associated

4 By engaging in active ownership, or investing in directly
controlled assets such as real estate, fund managers can
exert directly measurable impact, as opposed to the impact
which investee companies target through their business
model. The Swiss industry is improving engagement prac-
tices accordingly, and AMAS has published environmental
indicators on real estate via the circular 04/2022 [92].

50 In collaboration with FINMA, the industries concerned,
the Federal Department of the Environment, Transport, En-
ergy and Communications (DETEC) and the Federal
Department of Economic Affairs, Education and Research
(EAER).
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requirements in fall 2023. Considering in-
ternational developments,
recommendations for this proposal include
(1) setting a definition with minimum
standards (Section 3.1.5.1) and (2) propos-
ing a classification system for products
with an impact objective and with a transi-
tion objective (Section 3.1.5.2).

In a forthcoming analysis, the recommen-
dations and approaches proposed below
will be complemented with the position of
leading industry and governmental actors.

3.1.5.1 Setting a definition of sustainable
products with minimum standards

The definition of sustainable investments
outlined by the Federal Council should be
more ambitious. As it stands, the Federal
Council's position does not specifically re-
quire a differentiation between
environmental and other sustainability ob-
jectives, nor takes into account the
potential negative effects of an economic
activity in which the financial product in-
vests on the other objectives of
sustainable development (Do Not Signifi-
cantly Harm (DNSH) Principle) [6, p. 3].
Hence, financial products with underlying
investments aligned with one sustainability
goal would be considered sustainable, re-
gardless of their potential negative impact
on one or more other sustainability goals.
An example could be a fund investing in
coal plants with outstanding working con-
ditions, hence contributing to social goals
while aggravating CO2 pollution [93].

To be considered sustainable, financial
products could comply with minimum
standards, as proposed in the European
Securities and Markets Authority’s (ESMA)
proposal and by the Autorité des marchés
financier (AMF) for the SFDR (Section
3.1.2.3 and Section 3.1.2.2). By establish-
ing environmental and social criteria for
sustainable financial products, the Swiss
regulator would ensure that a sustainability

51 The DNSH criteria as defined by the EU can present some
limits namely the lack of high-quality data and the lack of
defined threshold for compliance [94].

objective does not replace another one,
while by-passing a DNSH rule which can be
challenging to implement.>® Such mini-
mum standards can include minimum
safeguards of human rights, e.g. the OECD
Guidelines for Multinational Enterprises, or
minimum compliance with the Paris Agree-
ment or the Kunming-Montreal Biodiversity
Convention.

3.1.5.2 Proposing a classification system
for impact and transition financing

Aligning with other jurisdictions, Swiss
regulators could propose a more precise
classification of financial products de-
pending on their objective and ambition.
Regulators could introduce a category for
financial products with a clear impact ob-
jective, which considers more than just
sustainability risk integration (impact cate-
gory), and another with a transition
objective (transition category).

An impact category could include financial
products that have an impact objective and
report accordingly. Several jurisdictions
have set or are setting an impact category
for financial products or related disclo-
sures: the EU with its Art. 9 (Section 2.1.1),
the US with the ESG-Impact Funds (Section
2.2.1) and the UK with the Sustainable Im-
pact label (Section 3.1.3.1) among others.
The Federal Council touches this aspect
with the condition of contributing to the
achievement of a sustainability goal. An
impact category specifying towards which
objective the financial product is working
could require additional disclosure require-
ments depending on the stated objective,
similarly to what is required in the afore-
mentioned jurisdictions. Products in the
impact category could be required to pub-
lish e.g. a theory of change and an
escalation plan when the expected impact
no longer seems plausible, as required in
the FCA’s proposition of Sustainable Im-
pact label (Section 3.1.3.1).
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A transition category would include finan-
cial products that aim to invest in projects
that might not be considered sustainable
from a social or environmental perspective
today but have the potential to improve
over time. It aims to identify companies
that are transitioning and facilitate invest-
ing in them and thus promotes and
encourages firms to become more sustain-
able, namely through active ownership.
The UK FCA has recently proposed such a
category, called Sustainable Improvers.
Some critics however underlined its poten-
tial for becoming a “catch-all for ESG funds,
with a related risk of greenwashing” if no ex-
tended guidance is provided for the
disclosure of active ownership actions, es-
calation process and results [95].

To do so, the Swiss regulator could either
adopt an already-existing classification
system or create its own, considering in-
teroperability of established disclosure
frameworks. The Swiss regulator should
build upon existing classifications to en-
sure a uniform understanding of the
industry and avoid constantly changing
definitions and interpretations. In addi-
tion, as proposed by the UK's FCA, it
should ensure the harmonisation of disclo-
sure requirements with a classification

system to avoid confusion in the market, as
observed in the EU (Section 2.4.3).

This classification system could take the
form of name rules or labels. In the EU and
in the US, the gap between investors’ ex-
pectations and the real characteristics of
the fund is filled by the creation of fund
name rules, which are less demanding for
the industry but not as investor-friendly as
labels. Labels, such as suggested by the
UK FCA (“Sustainable Focus”, “Sustainable
Improvers” and “Sustainable Impact” (Sec-
tion 3.1.3.1 and Table 3), are particularly
attractive if the objective of the classifica-
tion system is to decrease greenwashing
and help investors navigate the landscape
of sustainable financial products. They re-
quire additional efforts from the industry
but could bring more clarity to investors. In
the absence of labels, the Swiss regulator
should make sure that the classification
system provides minimum safeguards of
sustainability - contrary to what has been
proposed by the SEC - to avoid misleading
investors.
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3.2 GREEN BONDS: WHAT DOES
“GREEN” MEAN?

Green bonds are the predominant sustain-
able-debt instrument on public markets
(Box 4). As an activity-based instrument,
proceeds of green bonds are allocated to
investments in environmentally friendly
projects. For instance, the proceeds of a
green bond issued by a bank could be only
allocated to bank loans financing the con-
struction or renovation of Minergie
buildings [96].52 However, markets have
been raising questions over how “green”
green bonds actually are [98].

The market first developed guidelines and
certifications, and further regulation and
requirements around green bonds are now
developing in several jurisdictions. The
first guidelines were brought forward by
the industry in 2014, with the voluntary
Green Bond Principles (GBP) of the Interna-
tional Capital Market Association (ICMA)
and the Climate Bond Initiative’s certifica-
tions (Section 3.2.1). Shortly after, China
published guidelines for issuing green
bonds and its first Green Bond Endorsed
Projects Catalogue (Section 3.2.2). 1n 2019,
the EU proposed the creation of a voluntary
EU Green Bond Standard (EU GBS), which is
still under development (Section 3.2.3).
The analysis below will develop these three
regulatory frameworks, their requirements,
and how they consider that a bond can be
labelled as green. Section 3.2.4 provides an
overview of the Swiss position in that con-
text and Section 3.2.5 proposes
recommendations to Swiss regulators.

52 “Minergie is a Swiss construction standard for new and
modernised buildings. It is jointly supported by the econ-
omy, the cantons and the federal government. lts focus is
on the comfort of building occupants at home and in the

Box 4: SUSTAINABLE-DEBT INSTRU-
MENTS

Sustainable debt is a fixed-income instru-
ment with environmental or social
purposes. It can be classified in two broad
categories: activity-based or behaviour-
based debt instruments. Activity-based
debt instruments finance or refinance envi-
ronmental and/or social projects and
include green bonds and loans, as well as
social and sustainability bonds. Behaviour-
based debt instruments, such as sustaina-
bility-linked bonds or loans, rely on firm-
level ESG targets and link them to the in-
strument’s financing characteristics, such
as coupon rates [99].

3.2.1 Industry at the forefront

The industry mixes voluntary standards
and certifications for green bonds. The
ICMA’s GBP are considered the industry
standard for green-bond transparency and
provide a first definition of what a green
bond is (Section 3.2.1.1). However, no
mandatory external review is required for
ensuring that disclosure recommendations
are respected. To improve credibility, vari-
ous market organisations, including the
Climate Bond Initiative (CBI), have devel-
oped environmental certifications (Section
3.2.1.2).

3.2.1.1 The Green Bond Principles, first
recommendations to build upon

According to the GBP, green bonds should
align with specific core components (see
below) and exclusively finance eligible
green projects. The GBP introduce

workplace, as well as on energy efficiency, quality and max-
imum preservation of value” [97].
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categories for eligible green projects,
which include - but are not limited to - re-
newable energy, energy efficiency, green
buildings, pollution prevention and control
projects, conservation projects for terres-
trial and aquatic biodiversity, clean
transportation, sustainable water and
waste water management, and climate
change adaptation projects [100].

The GBP provide voluntary process guide-
lines for green-bond issuance developed
in 2014 by a consortium of investment
banks under the administration of the

Use-of-proceeds

Process for project

ICMA. The GBP recommends transparency
and disclosure and aims to promote the in-
tegrity of the green-bond market [101].
They provide two key recommendations
for transparency: (1) the publication of a
Green Bond Framework pre-issuance and
(2) the publication of external reviews pre-
issuance as well as post-issuance.

The Green Bond Framework should indi-
cate how the green-bond issuance follows
the four components necessary to align
with the GBP. These components and as-
sociated disclosure recommendations are:

Description of the use-of-proceeds

(1) Environmental objectives of the project

selection and evalu- (2) Why the project can be considered as an eligible green project
ation (3) Social and environmental risks associated with the project

Management of

proceeds green bond

Reporting

Process for tracking and disclosing on the net proceeds of the

Annual information on the green projects that have been financed

by the proceeds, including the description of the projects, the
amount that has already been allocated, and the potential impact.

External reviews should be provided pre-
issuance as well as post-issuance. Pre-is-
suance, external reviewers should assess
the alignment of the Green Bond Frame-
work with the GBP, while, post-issuance,
they should verify the internal tracking and
the allocation of the green-bond proceeds
to the eligible green projects [100]. In July
2022, the ICMA published a Guide for Exter-
nal  Reviewers providing  voluntary
guidance on ethical standards for external
reviewers, as well as on the organisation,
content and disclosure of their reports
[102]. External reviews are all the more im-
portant given that the GBP are voluntary
and the responsibility of their application
lies with the issuers.

3.2.1.2 Industry-based certifications
Certifications for green bonds help in-

crease credibility of issuers following the
GBP through additional reporting. Aside

from providing the Green Bond Framework
pre-issuance and the reporting and exter-
nal reviews post-issuance, issuers willing
to have their green-bond certified need to
carry out two steps: (1) hire a certification
verifier for pre- and post-issuance certifica-
tion and (2) provide an additional annual
report showing the conformity of the green
bond with regards to the certifier stand-
ards, for instance the Climate Bond
Standard (CBS) from the Climate Bond Ini-
tiative. This generally incurs additional
costs.

The Climate Bond Standard is a voluntary
labelling scheme for green bonds and for
entities certifying that they are consistent
with the goals of the Paris Agreement
[103]. They build upon the ICMA’s GBP and
their core components and set sectoral eli-
gibility criteria, e.g criteria for the solar
sector, which specify what asset can be fi-
nanced through a CBl-certified green bond

34



[104]. For instance, a bond financing on-
shore solar electricity generation can be
certified as a green bond under the CBS as
long as the facility does not have more than
15% fossil fuel back up [105]. These criteria
were established as part of the CBI Taxon-
omy [106]. One limit of the CBS is that it
does not prescribe for an ongoing monitor-
ing and verification post-issuance: the
frequency of post-issuance reporting is left
at the discretion of the bond issuer [101],
[107].

3.2.2 The Chinese Green Bond Endorsed
Project Catalogue

In China, there are four main types of
green bonds, administered by different
regulatory agencies and subject to differ-
ent requirements: (1) Financial bonds,
administered by the People’s Bank of China
(PBoC); (2) Corporate bonds, administered
by the China Securities Regulatory Com-
mission  (CSRC); (3) Non-Financial
Corporate Debt Instruments, administered
by the National Association of Financial
Market Institutional Investors (NAFMII)
and (4) Enterprises bonds, administered by
the National Development and Reform
Commission (NDRC).

Jointly announced by the PBOC, the NDRC
and the CSRC, last updated in 2021 and
currently under review, the Green Bond
Endorsed Project Catalogue (Green Bond
Catalogue) unifies the Chinese green bond
market by defining the eligible projects
and fields [108]. The 2021 version of the
Catalogue [109] covers six sectors,>® each
divided into specific programs. A specific

53 (1) Energy Saving and Environmental Protection Industry;
(2) Clean Production Industry; (3) Clean Energy Industry; (4)
Ecology and Environment-related sector; (5) Sustainable
Upgrade of Infrastructure; (6) Green Services. The 2023
draft proposes the following sectors: (1) Energy-efficient
and carbon-reducing industries; (2) Environmental protec-
tion industry; (3) Resource recycling industry; (4) Clean
Energy Industry; (5) Ecological protection, restoration and
utilisation; (6) Sustainable Upgrade of Infrastructure; (7)
Green Services [110].

54 While for certain programs, criteria are very specific, oth-
ers do not provide for detailed requirements and leave a
wide margin of appreciation. For example, compare Pro-
gram 1.4.1.2 to Program 3.2.2.2 from the Green Bond
Catalogue [109].

“description/condition” for each program
helps make the framework more opera-
tional, but some lack specific scientific-
based metrics and criteria.>*>> Under this
Catalogue, for instance, a bond financing
onshore solar electricity generation can be
certified as a green bond as long as (1) the
relevant regulations on photovoltaic manu-
facturing and (2) photovoltaic clean
production assessment are complied with
[109, Sec. 3.2.1.2].

While harmonisation exists on the projects
eligible for green bonds, management of
proceeds, transparency and external re-
view requirements differ between the
types of bonds. Depending on the type of
bond issuers, between 50% and 100% of
proceeds must be allocated to green pro-
jects, and environmental monitoring and
reporting might be either required, encour-
aged or not required at all. For example,
issuers of corporate green bonds must al-
locate at least 70% of proceeds to eligible
green projects.*® They are also required to
report on the use-of-proceeds on an annual
basis as well as to monitor and report on
environmental impacts with a frequency at
their discretion [107, p. 4]. Pre-issuance
and post-issuance external reviews are en-
couraged by some Chinese regulatory
authorities, but are not mandatory.>’

3.2.3 European Green Bond Standard

In addition to the widespread use of GBP
and CBI's standard, the EU is currently de-
veloping a regulatory framework for the
voluntary use of a more stringent Euro-
pean Green Bond Standard (EUGBS).*®

55 From 2021, coal and fossil fuels are excluded from the
eligible projects.

56 The remaining 30% can be used only to repay loans or
invest in working capital [107, p. 5].

57 0n the comparison of monitoring, reporting and verifica-
tion of green bonds in China [107, Thl. 2 page 5].

58 On 6 July 2021, the European Commission introduced a
legislative proposal for a European Green Bond Standard
[111]. On 28 February 2023, trilogue negotiations ended
with a provisional agreement [112]. This agreement still
needs to be confirmed and adopted by the EU Parliament
and Council before it is final and will start applying one year
after its entry in force.
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This framework aims to ensure the applica-
tion of uniform requirements to the use of
the designation “European green bonds” or
“EuGB”®® within the EU, and to establish a
simple registration and supervisory system
for external reviewers. The EUGBS are in-
tended to be usable by any bond issuer
(including corporates, governments, supra-
nationals) both within and outside the EU
[113,p. 11].

The green bonds’ proceeds must exclu-
sively be allocated to economic activities
that meet the requirements of the Taxon-
omy Regulation (TR), provided that the
sectors concerned are already covered by
it. Thus, the economic activities which the
green bonds relates to must (1) make a
substantial contribution to one or more of
the environmental objectives set in the TR;
(2) not significantly harm one of these ob-
jectives; (3) be carried out in compliance
with the minimum safeguards referred to in
the TR [25, Art. 18]; (4) comply with the
Technical Screening Criteria (TSC), which
were already mentioned in a previous anal-
ysis [113, Arts. 6 and preamble 8]. For the
sectors not yet covered by the TR and for
certain specific activities, the EUGBS Provi-
sional Agreement provides for a “flexibility
pocket” of 15%, so that green bonds can be
used from the beginning of the application
of the EUGBS [112].%° For example, a bond
financing onshore solar electricity genera-
tion can be certified as a green bond since
this economic activity substantially con-
tributes to climate change adaptation
according to the TR [114, p. 91f], as long
as (1) it complies with the science-based
TSC;®! (2) it does not harm the other envi-
ronmental objectives of the TR (DNSH
Principle) [114, p. 91f.]; and (3) it complies

% Please note that the EUGBS refer to the Framework and
EuGB to European green bonds as securities.

%0 The use and need of the flexibility pocket will be re-
viewed.

61 Technical screening criteria for climate change adapta-
tion objectives include (1) implementation of adaptation
solutions and (2) identification of climate risks and vulner-
ability of the economic activity; (3) climate projections and
assessments of impacts; (4) the adaptation solutions im-
plemented.

with minimum safeguards [25, Art. 18]. The
necessary actions and expenditures for an
economic activity to meet the TR as well as
the period of time needed to transform as-
sets to align the related economic activity
with the TR must be detailed in a taxon-
omy-alignment plan [113, Arts. 6 and
preamble 12].

Issuers of European green bonds are sub-
ject to transparency and external review
obligations to provide investors with the
necessary information to evaluate the en-
vironmental impact of green bonds and
compare. Pre-issuance reporting®? and
post-issuance reporting®® are mandatory
and subject to external review. After the full
allocation of the proceeds and at least
once, issuers must publish an impact re-
port [113, Art. 10]. Templates are provided
to ensure the relevance and comparability
of the information [113, Apps. 1-4]. Issuers
must maintain these reports on their web-
site until maturity of the bonds [113, Art.
13]. External reviewers are subject to con-
ditions and requirements, must register to
the ESMA and are subject to ESMA's super-
vision.

The Provisional Agreement provides for
some voluntary disclosure requirements
for other environmentally sustainable
bonds and sustainability-linked bonds is-
sued in the EU which thus do not meet the
EUGBS requirements. This aims to help
prevent greenwashing in the green bonds
market in general [112].

52|ssuers must publish the European green bond factsheet
on its website with the pre-issuance review by an external
reviewer, before the bond can be offered to the public (pre-
issuance review) [113, Art. 8].

63 On a yearly basis until the full allocation of the proceeds,
issuers must publish the European green bond annual allo-
cation report, at least the first one following full allocation
of bond proceeds being subject to review by an external re-
viewer (post-issuance review) [113, Art. 9].

36



Box 5: CoMMON GROUND TAXONOMY

The Common Ground Taxonomy [115] aims
to provide interoperability between Chi-
nese and European green bond standards.
Developed by the International Platform on
Sustainable Finance and last updated in
June 2022, the Common Ground Taxon-
omy identifies commonalities and
differences between some features of the
EU TR and the China Catalogue.®* It aims to
help actors understand the activities that
could be covered under the respective tax-
onomies and might serve for the
comparability and future interoperability of
green bond issuance based on taxono-
mies. As of today, the scope of the
Common Ground Taxonomy only covers
substantial contribution criteria for climate
change mitigation. Other eligibility features
such as DNSH are not covered at this
stage. The Common Ground Taxonomy
might be further extended to cover other
sectors, environmental objectives, or eligi-
bility features as well as other jurisdictions
[115, p. 33 ff.].

3.2.4 Switzerland's first steps towards a
green bond framework

In Switzerland, there is no legal framework
for the issuance of corporate green bonds.
Nonetheless, self-regulation on Swiss fi-
nancial markets subjects green-bond
flagging to specific conditions. On the SIX
Swiss Exchange, bonds must (1) be
aligned with the GBP and (2) listed on the
Climate Bonds Initiative’s Green Bond

64 The European and Chinese taxonomies display differ-
ences and similarities. China addresses climate change
mitigation less explicitly due to its development focus, but
nonetheless multiple climate and environmental criteria in
the Catalogue [109, Sec. 3.4.3] contribute to climate mitiga-
tion. Indeed, the Common Ground Taxonomy includes the
manufacturing and building sectors, and thus covers 72 cli-
mate change mitigation activities with shared “substantial
contribution” criteria in total. The EU and China taxonomies
differ significantly in how they integrate DNSH criteria and
minimum standards, which are thus not covered under the
current common ground taxonomy.

65 Sovereign green bonds provide an additional sustainable
asset class for investors and encourage the issuance of
green bonds by other public and private actors. They do not

Database [116]. The minimum ticket for is-
suing bonds is CHF 100°000 [117]. If the
issued bonds meet those requirements,
they will be automatically flagged as
“green” by SIX.

In 2022, the Federal Council issued the
first Swiss sovereign green bonds - or the
Green Confederation Bonds.%® Before the
issuance, the Federal Council published the
Swiss Green Bond Framework [118, p. 7],
in line with the ICMA’'s GBPs and put in
place pre-issuance and post-issuance ex-
ternal reviews. The Green Bond Framework
develops a list of categories of projects
which may qualify as Eligible Green Pro-
jects® and to which the proceeds may be
allocated [118, p. 8f.]. It provides for an ex-
clusion list stating which sectors cannot
receive allocations of proceeds from the
Green Confederation Bonds.®’ The Frame-
work further establishes a process for
selection of eligible green expenditures, re-
quirements for the management of
proceeds, and reporting according to the
ICMA’'s GBPs. The Federal Council show-
cased to the market how this framework
works by using it to issue the first Swiss
sovereign green bond. Allocation and im-
pact reporting will be annually published on
the website of the Swiss Confederation,
from the year following issuance. A pre-is-
suance external review and a post-
issuance external review are provided [118,
p. 14]. The pre-issuance external review
was issued in July 2022 and is valid for
subsequent sovereign green bond issu-
ance as long as there is no material change
to the Swiss Green Bond Framework [119].
It also includes an assessment of

directly generate more public spending in environmental
projects, since political investment decisions are made in-
dependently from bond issuance. Instead, they constitute
indirect investments in projects that are more environmen-
tally beneficial [118, p. 7].

66 Namely (1) clean transportation, (2) agriculture, forestry,
natural landscapes and biodiversity; (3) green buildings and
energy efficiency; (4) renewable energy; (5) international
cooperation; (6) research, innovation and awareness rais-

ing.

67 Namely exploration, manufacturing and transport of fos-
sil fuels as well as nuclear power (fission) [118, p. 11f.].
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consistency of the issuer's strategy with
the green bond [120, p. 15ff.].

Although the Swiss Green Bond Frame-
work is not directly applicable to the
private sector, it provides guidance to cor-
porate issuers. Based on the approach of
the Confederation, green bonds should (1)
have their proceeds allocated to eligible
green projects which should contribute to
the achievement of an environmental ob-
jective [118, p. 8]; (2) provide pre-issuance
external reviews assessing the alignment
with the chosen green-bond standard [118,
p. 14]; (3) provide post-issuance external
reviews verifying how the use-of-proceeds
have been allocated standard [118, p. 14];
(4) be consistent with the issuer’s sustain-
ability strategy.

Regulations might soon incentivise social
impact investments. Currently, the Federal
Department of Finance (FDF) is examining
the possibility of amending regulations re-
lating to financial markets to include a new
category of collective investments, or
funds, that would also open up social im-
pact investments to as many investors as
possible. This would mean that a private in-
vestor would be able to invest in funds
specifically pooling social impact firms or
projects.

3.2.5 Recommendations for Switzerland

The different green bond frameworks an-
alysed in this paper have advantages and
disadvantages. The voluntary Green Bond
Principles (GBP) are widely accepted by
the industry but might mislead investors as
they do not provide any guarantee on the
quality of the green bond (Section 3.2.1.1).
The Climate Bond Standards (CBS) go a
step further towards clarity and credibility:
they ensure that the use-of-proceeds re-
spect the requirements set by the CBS
through certification of the green bonds.
(Section 3.2.1.2). The Chinese Green Bond
Catalogue provides a list of eligible activi-
ties for green-bond financing but leaves a
margin of appreciation to determine

8 The size of Swiss green-bond market is of USD 12.1 bn,
compared to USD 380 bn in the US [121].

whether some economic activities fall into
the list. There is no general requirement for
reporting or external reviews, which im-
pedes credibility (Section 3.2.2). The EU
Green Bond Standards (EUGBS), if adopted,
would constitute the most demanding
framework for green bond issuance. In ad-
dition to having to contribute to an
environmental objective, the eligible eco-
nomic activities must respect the Do No
Significant Harm (DNSH) Principle, the
Technical Screening Criteria, and minimal
safeguards. However, the EUGBS is a com-
plex framework and difficult to apply
(Section 3.2.3). In this context, for the time
being, Switzerland should not necessarily
develop new Swiss criteria for eligible ac-
tivities of corporate green bonds, but rather
encourage the market-based approach ap-
plied in the issuance of the Swiss Green
Sovereign Bonds and promote green-bond
certifications, while closely following the
international  harmonisation attempts
around the Common Ground Taxonomy.
These recommendations and approaches
proposed below will be complemented
with the position of leading industry and
governmental actors in a forthcoming anal-
ysis.

Switzerland would not necessarily have to
develop Swiss criteria for eligible activi-
ties. The foreign frameworks and
international standards already imple-
mented and used by the industry provide
sufficient indications and flexibility in what
projects could be eligible for green-bond fi-
nancing. Considering that Switzerland’s
green-bond market is relatively small,% the
advantage resulting from developing and
adopting an extended Swiss-made green-
bond taxonomy would probably be low
compared to the related costs [122, p. 89 ff
and 93]. If it were to define such a taxon-
omy, it should however be based on the
definition of “sustainable investment prod-
uct and service” that is currently being
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developed by the Federal Council in order
to ensure harmonisation and coherence.

The Swiss regulators should rather sup-
port the market-based approach applied in
the issuance of the Swiss Green Sovereign
Bonds. The Swiss Green Sovereign Bonds
follow the GBP and, as such, (1) have their
proceeds allocated to eligible green pro-
jects which should contribute to the
achievement of an environmental objec-
tive; (2) provide a pre-issuance external
review assessing the alignment with the
chosen green-bond standard; and (3) pro-
vide post-issuance external reviews
verifying how the use-of-proceeds have
been allocated. Its pre-issuance external
review also provides an indication of (4)
the consistency of the green bond with the
issuer's sustainability strategy.®® This
fourth aspect is particularly relevant for

9 This could include e.g. the assessment of the credibility
of net-zero transition plans of the issuer’s verticals.

reducing greenwashing risk and increasing
trust in the green-bond market. Without it,
an issuing firm could, for instance, use the
proceeds of its green bond to finance the
refurbishment of a commercial building for
improving energy-efficiency, while offering
indoor skiing services in this same build-
ing.

The Swiss regulators should also promote
green-bond certifications. Green-bond cer-
tifications set guarantees for the quality of
the green bond. An additional certification
targeting the issuer and not the allocation
of use-of-proceeds of the green bonds, as
offered by the Climate Bond Initiative (CBS
Entity Certification), could provide an indi-
cation of the consistency between the
issuer’s strategy and the green bond. This
however imposes an additional administra-
tive burden.
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4 INTEGRATING THE SUSTAINABILITY PREFERENCES OF CLIENTS

IN THE ADVISORY SERVICES

Once financial products are named ac-
cording to the sustainability
characteristics they promote, investors
shall have access to investments that
match their sustainability preferences.
End-investors seek advice from financial
advisers’® to manage their capital. In this
relationship, advisers are subject to a fidu-
ciary duty towards their client:’* they must
act prudently, in the interest of their client
and in accordance with the purpose for
which investment powers are granted. In
the exercise of the fiduciary duty, consider-
ation of sustainability factors is growing.
As of today, sustainable finance regula-
tions do not provide for any general
obligation to invest a client’s capital in sus-
tainable financial instruments or to
manage clients’ capital in a sustainable
way. Sustainable finance regulation rather
contributes to ensuring that end-investors
are informed and advised on the sustaina-
bility risks and opportunities relating to
their investment; and that their money is
managed accordingly.

Financial advisers may be required to
seek, understand and incorporate clients’
ESG preferences into investment advisory.
In the EU, existing binding regulations fo-
cusing on ESG risk integration and ESG
preferences explicitly require advisers to
take into account sustainability in their ac-
tivities (Section 4.1). In Switzerland, hard
law does not introduce specific sustaina-
bility-related obligations so far, but self-
regulations are trying to achieve a similar
result (Section 4.2). Section 4 focuses on
financial advisers, i.e. persons that offer
clients financial advice about investing.
There are many different kinds of advisers.

70 By “financial advisers”, we mean persons that offer finan-
cial advice to clients about investing.

71 The notion of “fiduciary duty” stems from common law.
The exact content of the fiduciary duty differs between ju-
risdictions. Civil law jurisdictions like Switzerland do not
recognise the concept of fiduciary duty as such but provide

Pension funds provide a critical mass for
investment and part of their business is ad-
vising clients. Regulatory developments
related to pension funds and sustainability
in their advisory services will be briefly ad-
dressed in Box 6.

4.1 THE EU FRONTRUNNER IN RE-
QUIRING THE INTEGRATION OF CLIENTS'
ESG PREFERENCES

In the EU, financial advisers are required to
take sustainability into account in the in-
vestment process of their clients. In 2021,
the EU amended the Financial Instruments
Directive (MIFID II) [125], [126] through Del-
egated Regulation (EU) 2021/1253 (MiFID
Il Delegated Regulation) to clarify that sus-
tainability factors must be taken into
account by financial advisers in the invest-
ment process.”? It notably requires
financial advisers to adapt their internal or-
ganisation so that they integrate
sustainability in reporting, processes and
internal policies. MiFID Il does not apply to
pension funds which are specifically regu-
lated (Section 4.2.1) [125, Art. 2 para. 1i)].
Member States’ authorities are competent
to ensure compliance with MiFID Il require-
ments. They can impose administrative
sanctions and measures.

In particular, financial advisers are re-
quired to explicitly question their clients
on their sustainability preferences accord-
ing to MIFID Il. The adviser must carry out
a suitability and appropriateness assess-
ment with each client, before any financial
service is provided [125, Art. 25]. This as-
sessment examines, along with the client’s
risk profile and financial preferences, the

for equivalent duties called duty of loyalty, prudence or care
[123, p. 202 ff.]; [124, p. 442].

72 Similar amendments were brought to the Insurance Dis-
tribution Directive [127], [128], and Solvency Il [129], [130],
subjecting insurance and reinsurance distributors to similar
obligations when providing financial services.
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client’s sustainability preferences. Sustain-
ability preferences refer to the client’s
decision as to whether and what extent she
wishes her investment to (1) include the
minimum shares of sustainable invest-
ments within the meaning of (a) the
Taxonomy Regulation (TR) and (b) the
SFDR; and (2) take into account the main
negative effects on sustainability factors
within the meaning of the SFDR [131, Art. 1
para.1 no.7]. This ensures coherence and
uniformity with other EU regulations.

For instance, Mary opens an investment ac-
count with an initial capital of EUR 100000
with Laura’s investment advisory firm. Mary
does not know anything about sustainable
investment opportunities. According to Mi-
FID I, Laura must explicitly ask Mary if she
has any ESG-related preferences along with
financial objectives. Through the test, Laura
finds out that Mary has two children and
wants to ensure that she can pay for their
university education in 15 years (EUR
150°000), but that she is also very risk-
averse. As a biologist, Mary also wants to
make sure that her investments support bio-
diversity protection. She wishes that her
investment include 60% of sustainable in-
vestments within the meaning of the TR and
50% of sustainable investments within the
meaning of the SFDR.

Within the investment selection process,
sustainability preferences expressed in
the questionnaire are nonetheless subsid-
iary and secondary to financial investment
objectives. Assessing whether sustainable
preferences are met comes only once a fi-
nancial instrument that meets the client’s
other financial objectives has been found.
Given this subsidiarity, in certain cases and
under certain conditions financial advisors
can offer to a client a service or product
that is in line with the client’s financial ob-
jectives, but not with her sustainability
preferences.73 In this case, the adviser

73 For more details: [132, p. 120ff. and 125].

74 The ESMA Guidelines clarify: (1) the information to be
provided to clients when conducting the suitability assess-
ment; (2) the policies and procedures to put in place to
understand the clients’ characteristics, including the neces-
sary information to be collected, the measures to take to

must keep record of the client’s decision,
stating the reasons for her decision to de-
viate from her initial sustainability
preferences [126, Art. 54 para. 10].

Continuing with the example above, Laura
must first assess whether the investment
opportunities that match Mary’s risk profile
(risk-averse) with her financial objectives
(+50°000 in 15 years) exist. Once the finan-
cial instruments to reach these objectives
have been identified, Laura will assess
whether some of them support biodiversity
protection. If some do, Laura shall offer
Mary these financial products. If not, Laura
might be authorised to offer Mary financial
products that do not support biodiversity
protection. If Mary decides to invest in these,
Laura must keep record of Mary’s decision.

Financial advisers are also required to
demonstrate and report to their clients
how they take into account sustainability
factors. They must be able to show that
they have adequate policies and proce-
dures in place, to ensure that they
understand these factors. In particular, ad-
visers must provide (1) a description of the
sustainability factors considered in the se-
lection process of financial instruments,
and (2) a report to the retail client that in-
cludes, in particular, her sustainability
preferences [131, Art. 1 para. 6].

In the example above, Laura will provide
Mary a description of the sustainability fac-
tors she took into account when she chose
the financial instrument. These factors con-
sider whether (1) investee firms had
controversies linked to oil spills or toxic re-
leases to water or land and (2) investee
firms have programs to protect natural eco-
systems.

The ESMA published Guidelines on Suita-
bility Requirements (ESMA
Guidelines)[133]"* that aim to establish co-
herent and convergent surveillance

ensure the consistency of the given information and the
policies and procedures to understand investment prod-
ucts; (3) the policies and procedures to put in place to
ensure the suitability of an investment product, including
assessing possible alternatives; (4) qualifications of firm's
staff and record-keeping.
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practices and ensure the common and uni-
form application of MiFID Il suitability
requirements within the EU.”

4.2 IN SWITZERLAND

4.2.1 No legal obligation to require and
integrate clients’ ESG preferences

In Switzerland, advisers do not have ex-
plicit requirements for inquiring clients’
sustainability preferences so far. The Fi-
nancial Services Act (FinSA) establishes a
general duty of care and loyalty for all fi-
nancial service providers but no specific
duty with regard to sustainability prefer-
ences. When establishing a business
relationship, the FinSA subjects financial
advisers to an appropriateness or suitabil-
ity test, the concrete content of which
depends on the extent of the advice pro-
vided.”® Theoretically, any sustainability
preferences of the client must already be
taken into account under the current law
[137, p. 266).”" However, while the FinSA re-
quires to take climate risks into account -
in the same way as other financial risks [8,

75 ESMA Guidelines are legally non-binding but have de
facto an almost-binding character: EU Member States’
shall “make every effort to comply with those guidelines”
[134, Art. 16)], [133, Para. 7]. Member States indicate
whether or not they intend to comply with them. Non-com-
pliance is publicly disclosed and mentioned in the annual
report on the activities of the Authority. The potential repu-
tational consequence has thus a strong dissuasive
character [135].

76 In the case of comprehensive financial service, the finan-
cial adviser checks the financial situation, the investment
objectives and the knowledge and experience of the client
(assessment of suitability). In the case of a limited advisory
activity, the adviser inquires about the client's knowledge
and experience and verifies the suitability of the financial
instruments before recommending them (assessment of
appropriateness) [136, Arts. 11 and 12].

77 Even in the case an adviser voluntarily asks for a client’s
ESG preferences, FinSA does not specifically regulate ei-
ther how a client's sustainability preferences shall be
determined or how these preferences shall be taken into
account. Therefore, financial advisers are not specifically
aware of procedures for enquiring about clients’ ESG pref-
erences and this part of the advisory process is often
ignored in practice. [132, p. 129f.].

78 In 2017, the Swiss Parliament discussed the introduction
of the obligation to take into account ESG preferences in
FinSA, which was clearly rejected. In particular,

p. 177ff], it does not require to explicitly
ask for the client’s ESG preferences.”

4.2.2 But self-regulations do

Industry associations, such as the Swiss
Bankers Association (SBA), have devel-
oped self-regulation relating to ESG
integration in the advisory process. In par-
ticular, the Swiss Bankers Association
(SBA) issued Guidelines for the Financial
Service Providers on the Integration of
ESG-Preferences and ESG-Risks into In-
vestment Advice and Portfolio
Management (Financial Service Providers
Guidelines)’®#% which set a uniform stand-
ard for the integration of ESG preferences
and ESG risks by financial providers into
their investment advisory and asset man-
agement activities.?! The Guidelines aim to
prevent greenwashing in these activities
and enhance the Swiss financial centre’s
reputation [132], [141, p. 126)].

The SBA Financial Service Providers
Guidelines are only binding to the SBA
Members® - unless members comply with
the equivalent EU regulations®® - as the
Guidelines are currently not recognised as

parliamentarians considered that this obligation should not
be regulated in the law: because taking into account ESG
preferences constitutes a competitive advantage, financial
institutions should remain free to apply it - or not [124, p.
451],[132, p. 129 footnote 76].

79 Replacing the 2020 SBA Guide to Integrating ESG Factors
into the Private Client Advisory Process [138].

80 The Guidelines entered into force on January 1 2023. It
applies from January 1 2024 for new client relationships
and from January 1 2025 for existing client relationships.
They are available online: [139].

81 SBA also issued a guideline targeting specifically mort-
gage providers for the promotion of energy efficiency [140].
These guidelines aim to integrate the issue of long-term
value preservation of the building, and thus energy effi-
ciency, in the context of real estate financing advice [140,
Art. 2]. It applies exclusively to advice provided in the con-
text of granting mortgages. They came into effect on 1
January 2023.

82 The third largest Swiss banking group, Raiffeisen, pulled
out of SBA in March 2021 over political disagreements,
hence is no longer an association member bound by the
self-regulation [142].

83 Indeed, any financial service provider applying the MiFID
Il is deemed meeting the SBA Guidelines requirements.
[139, Art. 4 para.3].
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minimum standards by FINMA.2* SBA
Members are Swiss-domiciled financial
service providers.®> Swiss-domiciled finan-
cial service providers that are not SBA
members, or foreign financial service pro-
viders, are not subject to these Guidelines,
except if they are foreign branches of SBA
members [132, p. 127]. Non-SBA members
can voluntarily adopt the Guidelines [139,
Art. 2 para. 2], which can provide an im-
portant competitive advantage.

Compliance with the Guidelines must be
verified by the internal audit of financial
service providers as part of the supervi-
sory audit [139, p. 17f.]. The frequency of
internal compliance checks is at the discre-
tion of the respective institution. SBA
members that repeatedly violate their obli-
gations stemming from the Guidelines,
including the obligation to inquire ESG pref-
erences, can be expelled from the SBA,
with related reputational damage.?’

According to the SBA Guidelines, financial
service providers are first required to de-
termine the ESG preferences of clients
[139, Art. 11]. ESG preferences linked to in-
vestment advice must be included as part
of the appropriateness or suitability test,
equally with other financial preferences
[139, Art. 11 para.1]. ESG preferences shall
however not take precedence over the cli-
ent's personal investment objectives,
similar to the EU regulation under MIFID II
[141, Art. 11 para. 5]. Moreover, if the client
does not state any specific ESG prefer-
ences or does not answer the question on
ESG preferences, the consideration of ESG
criteria is not necessary or only necessary

84 "In the present regulatory environment, FINMA cannot
recognise the SBA and AMAS ESG Guidelines as a mini-
mum standard due to a lack of legal basis. It remains to be
seen whether these initiatives will eventually become a min-
imum standard for the industry, recognised by FINMA, or
whether Swiss authorities will choose the legislative path.
Recent statements by FINMA's CEO, Urban Angehrn, sug-
gest the latter, as he mentioned that a legal framework is
needed that applies to all sectors of the financial industry
and is enforceable under supervisory law" [143].

85 This includes licensed banks; securities firms; financial
market infrastructures; auditing companies that audit
banks, securities firms and financial market

if the financial service provider itself
deems it appropriate.

Expanding on the example above, suppose
Mary moves to Switzerland and opens an in-
vestment account with an initial capital of
CHF 100°000 in Mirjam’s advisory firm.

Scenario 1: Mirjam’s advisory firm is not a
SBA member and did not voluntarily adopt
the SBA Guidelines. Even though Mary does
not know anything about sustainable invest-
ment opportunities, Mirjam is not required to
ask for Mary’s ESG preferences.

Scenario 2: Mirjam’s advisory firm is a SBA
member. In that case, Mirjam must ask for
Mary’'s ESG preferences. Mary explains that
she wants to pay for the education of her
kids, and at the same time making sure her
investments support biodiversity protection.
Mirjam must include this preference in the
selection process along with Mary’s risk-
averse profile and objective to obtain a re-
turn of CHF 50°000 in 15 years to cover the
universities' fees.

Secondly, financial service providers are
required to take ESG preferences into ac-
count. Investment solutions may however
not align with the ESG preferences ex-
pressed by the client, e.g. where there is no
ESG-related alternative available for the re-
quired asset class, similar to MiFID I
regime. This must be however clearly high-
lighted and communicated to the clients,
before such transactions may be executed.

Scenario 1: Mirjam is not required to con-
sider ESG criteria in the selection process.
Mirjam is however required to take into ac-
count general ESG risks in the selection
process (FinSA). This means that if a

infrastructures; other institutions and financial service pro-
viders subject to the approval of the Committee of the
Board of Directors [141, Art. 4 para. 2],

86 |n the future, these Guidelines could also be used as an
industry standard in the interpretation by the courts of the
standard of due diligence required by advisors [132, p. 126
fl.

87 Art. 5 para. 3 SBA Articles of Association. Non-SBA Mem-
bers that voluntarily join the Guidelines might be removed
from the non-SBA Member list if they repeatedly do not
comply with the Guidelines. [132, p. 131].
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product contains real-estate in an area
which is likely to be flooded during the next
years, due to changes in rain patterns, this
environmental risk is considered financially
relevant.

Scenario 2: Mirjam must first assess
whether the investment opportunities that
match Mary’s risk profile (risk-averse) with
her financial objectives (+50°000 in 15
years) exist. If there is no alternative that
aligns with Mary’s wish that her investments
support biodiversity protection, Mirjam must
clearly communicate that to Mary before it
can execute the transaction.

4.2.3 MiFID II's impact on Swiss actors

MiFID Il provides for the principle of equiv-
alence: non-EU countries may have easier
access to the European internal market
and/or supervisory relief, provided that
their relevant legislation is considered
functionally equivalent to the correspond-
ing European requirements [55, Para. 56],
[144, p. 416]. This approach would allow
Swiss economic actors to operate through-
out the EU financial market while
respecting Swiss law [123, p. 43], [144, p.
466), [145, p. 417]. In view of the important
economic relationship between Switzer-
land and the EU, Switzerland has a strong
interest in adopting standards that are suf-
ficiently equivalent to European standards
in this area [146, p. 5].28 Following Brexit,
the EU tightened its internal market access
policy, which for Switzerland was rein-
forced by the failure of the EU-Swiss
framework agreement. The principle of
equivalence in this context could therefore
lose its importance [144, p. 471]. Nonethe-
less, it remains interesting to observe what
the equivalency principle would require in
case of a new bilateral agreement between
the EU and Switzerland. Currently, the
FinSA seems incompatible with EU law

88 For this reason, Switzerland is systematically adopting an
equivalence strategy in financial matters [144, p. 467].

89 While in some European countries, retirement contribu-
tions are directly redistributed to current retirees, in
addition to private saving vehicles [149], in the US and Swit-
zerland classic pension funds are especially common,
hence the regulation of such deserves particular attention

because the latter requires that all financial
services providers ask and take into ac-
count clients’ ESG preferences - even if this
aspect is supplemented by SBA self-regu-
lation.

However, due to the freezing of the nego-
tiations on the framework agreement, the
EU has not renewed the recognition of
equivalence granted to Switzerland. In the
absence of such an equivalence decision,
EU law requires financial market partici-
pants to set up a company in an EU country
and to develop their activities through
branches, or obtain prior recognition from
the competent authority of the EU Member
State [147, Art. 32], which entails signifi-
cant costs [148, p. 28 para.59].

Box 6: PENSION FUNDS: FUTURE RE-
TIREES WORLDWIDE WOULD LIKE TO LIVE
HAPPILY EVER AFTER

As part of the business of pension funds is
advising clients, they represent an im-
portant channel of savings for
investment.?® They provide a critical mass
of investments needed to close the gap for
the transition to a more sustainable econ-
omy. Moreover, the value of pension funds
may also be exposed to important risks re-
lated to unsustainable economic
development.

In the EU, hard law might soon introduce
requirements for considering sustainabil-
ity-related preferences of beneficiaries.
Currently, the IORP Il Directive [150] re-
quires Institutions for Occupational
Retirement Provision (IORPs)% only to take
into consideration sustainability factors
and risks in asset management activities.

9 |ORPs are financial institutions that manage collective re-
tirement schemes for employers to provide retirement
benefits to their employees (i.e. pension scheme members
and beneficiaries). They are long-term investors that aim to
deliver the best returns to their members and beneficiaries
at the same time as keeping their investments [151].
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Currently under review, it might require
IORPs’ investment decisions to reflect sus-
tainability preferences of members and
beneficiaries, where IORPs can gauge
these preferences and to the extent they
are consistent with the other investment
principles IORPs are subject to [152, p.
181ff.].

In the US, federal law clarifies that incor-
porating ESG preferences in pension plans
can be part of fiduciary duty. The Depart-
ment of Labour (DolL) issued a new rule
(DoL Rule) [153] in December 2022, which
clarified that advisers on private sector re-
tirement plans may consider ESG factors
when they make investment decisions and
exercise their shareholder rights [154, p.
70]. In particular, it clarifies that fiduciaries
do not violate their fiduciary duty by taking
participants’ preferences into account
when constructing participants’ individual
account plans, provided the selection of
the investment options is based on a pru-
dent risk-return analysis.

In Switzerland, state law does not provide
for specific sustainability-related obliga-
tions for pension funds relating to ESG
integration in services. Non-binding rec-
ommendations issued by the industry aim
to promote ESG consideration in invest-
ments  decisions and  ESG-related
disclosures by pension funds. In that re-
gard, the Swiss Pension Funds Association
(ASIP) published two non-binding self-reg-
ulations, an ESG Guide for Swiss Pension
Funds in July 2022 (ASIP ESG Guide) [155],
and an ESG Reporting Norm for Pension
Funds in December 2022 (ASIP ESG Re-
porting Norm) [156]. However, they do not
address the question of beneficiaries’ ESG
preferences integration.

4.3 RECOMMENDATIONS FOR SWIT-
ZERLAND

Investors shall have access to invest-
ments that match their sustainability
preferences. Regulation can help ensure
that advisers require and integrate clients’
sustainability preferences in the advisory
process. Recommendations considering
the status-quo in Switzerland, recommen-
dations to the Swiss regulators include
(1) introducing common requirements ap-
plicable to all financial advisers for the
explicit request and integration of clients’
ESG preferences in the advisory process,
and (2) providing education on sustainabil-
ity investment opportunities to investors.
In a forthcoming analysis, we will comple-
ment the  recommendations  and
approaches proposed below with the posi-
tion of leading industry and governmental
actors.

Introducing common requirements appli-
cable to all financial advisers for the
explicit request and integration of clients’
ESG preferences in the advisory process.
In the EU, financial advisers must explicitly
inquire their clients’ ESG preferences and
take them into account in their activities
(Section 4.1). In Switzerland, state law
does not require advisers to take into ac-
count sustainability (Section 4.2.1).
However, professional associations issued
sector-specific self-regulation explicitly re-
quiring advisers to request and integrate
client preferences into the advisory pro-
cess from 2023 on (Section 4.2.2). Yet, the
SBA self-regulation does not apply to all fi-
nancial advisers active in Switzerland. The
inclusion of a respective requirement in the
Financial Services Act (FinSA) would also
increase the likelihood of an equivalency
decision by the EU on MiFID Il and facilitate
Swiss financial advisers’ activities in the
EU.

Providing education on sustainability in-
vestment opportunities to investors.
Financial advisers are mandated to provide
investors the financial advice and services
they need. In that regard, they may provide
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information and to some extent, education
to investors on ESG investment opportuni-
ties. Yet, other channels should be used to
explain to investors what sustainable in-
vestment opportunities they have and how
the financial system works so that they can
understand its mechanisms. Further sup-
port should thus be granted to general
sustainability and financial education to
the general public. Respective classes in
schools and public media formats should
support mainstreaming an understanding
of sustainable finance for all citizens, since
collective efforts are needed to orient fi-
nancial flows towards sustainable
products.
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5

APPENDICES

APPENDIX 1: CRITERIA, DISCLOSURE REQUIREMENTS AND EXAMPLES OF SFDR ART. 9, ART. 8 AND ART. 6 FINANCIAL PRODUCTS

take sustainability risks into account

Criteria Main requirements Example of fund
Art. |[Financial products made of 100% sustainable|1 |Disclose on the integration of sustainability risks according to the|Financial product investing solely
9 |investments, as defined by SFDR Art. 2, exclud- principle of comply-or-explain in renewable energy projects
ing investments that are required to meet . . . which do not have any direct neg-
9 . q o 2 |Disclose how the underlying investments contribute to the prod-| .. . y 9
prudential, product-related or specific rules, e.g. , . ) - ative impact and that are
) N 91 uct’s stated environmental or social objective A .
hedging, liquidity, insurances [14, p. 5]. developed by firms with good gov-
3 |Choose a reference benchmark which is aligned with this objective|ernance practices
or explain how it will be achieved
Art. |Financial products that promote®? environmen-|1 |Disclose on the integration of sustainability risks according to the |Financial product investing in a
8 |tal or social characteristics in addition to| [principle of comply-or-explain firm  making cigarettes and
i i jecti i i - . . . roviding for good working condi-
flnanC|aI. ob:ceﬁtlves, prdowded that the mvgstee 2 |Provide a description of the environmental or social features pro- fions a?1d hgealth caregto it
companies follow good governance practice moted as well as a list of sustainability indicators used to measure . .
. workers, or in a coal plant with
the achievement of these features , .
great working conditions
3 |If an index has been designated as a reference benchmark, dis-
close information on whether and how this index is consistent with
the product's environmental or social characteristics
Art.|Financial products that do not promote any en-|1 |Disclose on the integration of sustainability risks according to the |Cash savings account
6 |vironmental or social characteristics and only| |principle of comply-or-explain

Source: SFDR [2], Authors.

91 The SFDR provides specific requirements for Art. 9 financial products that pursue a carbon reduction objective in view of achieving the long-term global warming objectives of the Paris Agreement.
These financial products need to use the Climate Transition or Paris Agreement Benchmarks as a reference benchmark.

92 The term “promotion” is very broad. It encompasses information, reporting as well as an impression that the investment also considers environmental and social characteristics in terms of target,
objectives or general ambition in any document made by the financial actor (publicity, factsheets, marketing communications, etc.).
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APPENDIX 2: DISCLOSURE REQUIREMENTS FOR FINANCIAL PRODUCTS UNDER THE EU TAXONOMY REGULATION AND THE SFDR

The EU Taxonomy Regulation complements the SFDR for the classification of financial products with an environmental objective, in that finan-
cial market participants need to disclose information on how their Art. 8 and 9 products align with the Taxonomy Regulation (TR) [25]. In practice,
the existence of two frameworks for defining sustainability makes uniform application and comparability among financial market participants
difficult: in theory, a financial product could be exclusively made of sustainable investments under the terms of the SFDR, yet not investing in any
taxonomy-compliant environmentally sustainable economic activity under the TR [74]. However, the taxonomy-alignment disclosure requirement
of the TR provides investors with a clear indication of the financial product’s contribution to environmental objectives through science-based and
Paris Agreement-aligned indicators and thresholds - as defined by the Technical Screening Criteria.

Disclosure under TR

Disclosure under SFDR

Company level

- How key adverse impacts on sustainability factors are addressed
- How sustainability risks are integrated into the decision-making process
- How remuneration policies are adapted to the integration of sustainability risks

and separated per transi-
tional and enabling
activities)

Product level
Art. 6 - Integration of sustainability risks
Art. 8 . - Integration of sustainability risks
- How the investments con- - Description of environmental and social characteristics promoted by each financial product
tribute to the environmental |- Indicators used to measure the achievement of the characteristics promoted by the product
objectives _ . - If index designated, how this index is consistent with the ES characteristics
Art. 9 - Theextenttowhichthein- 777 0o tion of sustainability risks
vestments are made in . . . o
taxonomy-aligned economic | How the investment contribute to the environmental objective (in the sense of SFDR)
N o .. |- Ifindex designated, why and how this index differs from broad market index
activities (expressed as % in
Art. 9 (3) turnover, capex and opex - Integration of sustainability risks

- Where an EU CTB or EU PAB does not exist, explanation of how the effort to attain the emis-
sion reduction objective is ensured in view of achieving the long-term Paris Agreement
objectives.

- Where an EU CTB or EU PAB exists, a financial product must be tracking these.
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APPENDIX 3: INDUSTRY-LED SUSTAINABILITY-RELATED DISCLOSURE INITIATIVES

Title Type Description Character

FINMA  FINMA Guidance Guidance In 2021, FINMA clarified its expectations regarding the manage- No legal im-
05/2021 - Preventing and ment of sustainable financial products (collective investments), pact
combating greenwashing namely disclosures at the product level and organisational structure
[71] at the financial market participant level.®®> When approving and su-

pervising products using attributes referring to sustainability,
FINMA pays particular attention to the sustainability explanations
advertised based on this Guidance.

AMAS  Self-regulation on trans- Self-regulation The AMAS self-regulation entering into force in September 2023 Binding to
parency and disclosure aims at increasing sustainability transparency standards and asset AMAS mem-
for sustainability-related quality. Similarly to the FINMA Guidance 05/2021, it introduces bers and
collective assets binding disclosure requirements on sustainability-related infor- non-member

mation at the sustainable financial product level and on the adherents
organisation of product management at the financial market partic-
ipant level [157].94

ASIP ESG Reporting: Standard Recommendations ASIP published a practical guide for pension funds on how to con- Non-binding

for Pension Funds

sider ESG criteria in their investment decisions in July 2022 [159],
and followed-up with non-binding qualitative and quantitative rec-
ommendations for ESG consideration and disclosures by pension
funds [160]. The latter set out two levels of quantitative disclosures:
basic indicators representing minimum standards and advanced in-
dicators. Both cover shareholder engagement disclosures and

93 FINMA Guidance 05/2021 [71] also introduces point-of-sales clarifications that are discussed in Section 4.

94 Under this self-regulation, individual consideration of sustainability e.g. exclusion or ESG integration only, is not enough to be part of the scope of this self-regulation as such investments “are not

considered sufficient to constitute a reference to sustainability” ...)" [158]. This introduces a definition of what could be considered a sustainable investment and what could not.
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portfolio allocation elements. Recommendations entered into force
on January 1, 2023.

SSF & Sustainable Asset Man-
AMAS  agement: Key Messages
and Recommendations

Recommendations on
Transparency and Mini-
mum Requirements for
Sustainable Investment
Approaches and Prod-
ucts

Recommendations

Recommendations

Published in June 2020, these recommendations indicate how to in-
tegrate sustainability into the investment process at the company
and product level. The recommendations address fiduciary duty,
governance, investment policy and investment strategy as well as
risk management, transparency and reporting [161].

SSF and AMAS have published minimum requirements and trans-
parency considerations for sustainable investment strategies and
products in 2021 [162]. For each sustainable investment approach,
such as exclusion, ESG integration, it recommends the publication
of related specific information and indicates minimum require-
ments.

Non-binding

Non-binding

Notes: Guidance refers to documentation published by supervisory bodies providing information which supports supervised institutions in their compliance of rules in practice. Self-regulation in this
context refers to free self-regulation; that is self-regulation on a private, autonomous basis that does not include state involvement, that can be binding for members of industry associations introducing
it, and that is controlled via internal compliance mechanisms. Recommendations refers to rules that reflect best practices and that are applied on a voluntary basis. Source: FINMA, 2021; AMAS, 2022;
ASIP, 2022, AMAS & SSF, 2020 [71], [157], [159], [160], [162].
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APPENDIX 4: THE DIFFERENT TYPES OF
INDUSTRY SELF-REGULATION IN SWIT-
ZERLAND

Since Swiss regulators follow a subsidiar-
ity tradition, meaning minimum
intervention into the financial market, dif-
ferent types of self-regulation play a
special role.

Firstly, there are three types of self-regula-
tion from the perspective of the financial
market authority FINMA [163]:

®  Voluntary self-regulation on a private,
autonomous basis does not include
state involvement. Such so-called
“free self-regulation” can be inter-
nally (although not legally) binding
for members of industry associa-
tions and controlled via internal
compliance mechanisms. However,
it is not recognised by FINMA as a
minimum standard and thus not
FINMA supervised (e.g. current
SBA/AMAS climate self-regulations
[139, Art. 17], [140, Art. 7], [157]);

®  Self-regulation recognised as a min-
imum standard by FINMA, which
applies not only to members of self-
regulating organisations but to the
entire sector;

® And compulsory self-regulation,
which requires FINMA approval.

95 Eleven SROs are recognised by FINMA including the As-
sociation Romande des Intermédiaires Financiers .

FINMA is itself mandated by the Federa-
tion to provide binding rules and guidance
via Circulars and Guidelines, such as man-
dating the TCFD recommendations for
Swiss banks and insurances [69], [164]-
[166].°

In addition, sectoral agreements are a spe-
cial type of self-regulation at the industry-
level, where the state is involved and exter-
nal supervision required. The conclusion of
such agreements is generally done with in-
dustries that are constituted in such a way
that the objectives are binding on its mem-
bers without the need for transposition into
Swiss domestic law [48, No. 157], [50, Art.
41a para. 3]. Such sectoral agreements are
currently pursued by the FDF in order to
prevent greenwashing and set stricter sus-
tainability targets for the Swiss financial
market.
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APPENDIX 5: PACTA TESTS

PACTA tests help bring transparency on
the alignment of the Swiss financial sector
with the Confederation’s climate objec-
tives. PACTA tests are a tool to evaluate a
portfolio’s alignment with the Paris Agree-
ment.°® They provide an anonymous and
regular assessment as well as best prac-
tices to participants and disclose to the
public the market trend towards net-zero
[4], [5, p. 13]. Since 2017, the Federal Office
for the Environment (FOEN) and the State
Secretariat for International Financial Mat-
ters (SIF) have introduced PACTA tests for
the Swiss industry. The first PACTA in 2017
was reserved for Swiss insurance compa-
nies and pension funds. A second test,
conducted in 2020 and open to the entire
Swiss financial centre, analysed the cli-
mate compatibility of approximately 80%
of the Swiss financial market in terms of
AuM [169, p. 6],[170, p. 14]. Consistent par-
ticipation in PACTA tests for the entire
financial industry would help the regulator
in assessing industry progress and taking
necessary actions to ensure national com-
pliance with the Paris Agreement.

The most recent tests, conducted in 2022,
show that improvements are still needed
to achieve an effective reduction in emis-
sions in the real economy [5, p. 13]. A
decline in the number of participants in the
PACTA tests was also observed. Accord-
ing to the 2022 report, “the participation of
pension funds decreased significantly com-
pared to 2020, which could indicate the
limits of voluntary initiatives” [5, p. 13], [171,
p. 85] The next PACTA test is planned for
2024 and will include more detailed anal-
yses which can be submitted to the Swiss
government as part of complying with
firms' sustainability-related reporting obli-
gations of the Climate Ordinance and Art.

% The PACTA tests use production data of invested com-
panies, which is then consolidated to assess their net-zero
transition profile and that of their financial products, e.g.
company shares or bonds. This information is then aggre-
gated at the portfolio level to infer the portfolio’s alignment

964a ff. CO [170, p. 32]. Developments
could include changes in the benchmark,
expansion to emerging markets, or integra-
tion of forward-looking scenarios for
engagement (Ruprecht, 2023). Further-
more, PACTA is no Swiss invention, but
internationally coordinated by the 2° Invest-
ing Initiative, which, however, now
transfers stewardship to the Rocky Moun-
tain Institute (RMI), which will focus on
upscaling reporting requirements [167],
[168].

[167], [168]. The assessment of firms’ net-zero profile is a
way to categorise climate-friendly companies and can act
as a net-zero taxonomy [4].
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6 ABBREVIATIONS

AMAS - Asset Manager Association Swit-
zerland

AMF - French Financial Market Authority
(Autorité des Marchés Financiers)

AMLA - Swiss Anti-Money Laundering Act

ARIF - Association Romande des Intermé-
diaires Financiers (ARIF)

ASIP - Swiss Association of Pension Funds
AuM - Assets under management
CDSC - Climate Data Steering Committee

CSRC - Chinese Securities Regulatory Com-
mission

DETEC - Swiss Federal Department of the
Environment, Transport, Energy and Com-
munications

DNSH - Do not significant harm principle
of the EU taxonomy

DoL - Department of Labour (United
States)

EAER - Swiss Federal Department of Eco-
nomic Affairs, Education and Research

EBA - European Banking Authority
ECB - European Central Bank

EFRAG - European Financial Reporting Ad-
visory Group

EIOPA - European Insurance and Occupa-
tional Pensions Authority

EPA - Environmental Protection Act
ESAP - European Single Access Point
EuGB - European Green Bond Label

ESG - Environmental, Social and Govern-
ance factors for responsible business

ESMA - European Securities and Markets
Authority

EU CTB - Climate Transition Benchmark of
the European Union

EU PAB - Paris Aligned Benchmark of the
European Union

FC - Federal Council
FCA - UK Financial Conduct Authority
FDF - Swiss Federal Department of Finance

FED - Federal Reserve System (Central
Bank in the USA)

FinSA - Swiss Financial Services Act

FINMA - Swiss Financial Market Supervi-
sory Authority

FOEN - Swiss Federal Office for the Environ-
ment

FSB - Financial Stability Board
GBP - Green Bond Principles

GFANZ - Glasgow Financial Alliance for Net
Zero

GHG - Greenhouse Gas Emissions

ICMA - International Capital Market Associ-
ation

IDD - Insurance Distribution Directive of the
European Union (2016/97 EU)

MiIFID Il - Financial Instruments Directive of
the European Union (2014/65/EU)

NAFMII - National Association of Financial
Market Institutional Investors

NGFS - Network for Greening the Financial
System (cooperation of 114 central banks)

NDRC - Chinese National Development and
Reform Commission

NGO - Non-governmental organization
NZPDU - Net-Zero Public Data Utility

PACTA - Paris Agreement Capital Transi-
tion Assessment administered by FOEN
and SIF

PAI - Principle Adverse Impact for double
materiality measurement and reporting
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PCAF - Partnership for Carbon Accounting
Financials

PBoC - People’s Bank of China, Chinese
Central Banking Authority

PRI - Principles of Responsible Investment
PSF - EU Platform on Sustainable Finance

RTS - Regulatory Technical Standards of
the European Union clarifying SFDR re-
quirements

SBA - Swiss Bankers Association

SDGs - Sustainable Development Goals of
the United Nations

SDR - UK Sustainable Disclosure Require-
ments

SEC - Securities and Exchange Commis-
sion of the United States

SFDR - Sustainable Finance Disclosure
Regulation of the European Union

SIF - Swiss State Secretariat for Interna-
tional Financial Matters

SIX - Swiss Infrastructure and Exchange -
Swiss Stock Exchange, 3th largest in Eu-
rope

SME - Small and Medium Size Enterprise

SNB - Swiss Central Bank (Schweizer Na-
tionalbank)

SRO - Self-regulatory organisation (with
surveillance function controlled by FINMA)

SSF - Swiss Sustainable Finance

SSPA - Swiss Structured Product Associa-
tion

TCFD — Task Force on Climate-related Fi-
nancial Disclosures

TR - Taxonomy Regulation of the Euro-
pean Union

TSC - Technical Screening Criteria

UCITS - Undertakings for Collective Invest-
ment in Transferable Securities
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7 GLOSSARY

GHG Protocol - international Protocol es-
tablishing a framework to measure,
account and report on GHG emissions for
companies and, increasingly, the public
sector. It covers Scope 1 and 2 emissions,
yet lets the user decide whether or not to
report on Scope 3 emissions.

Materiality - In the financial context, an in-
formation that if omitted, misstated or
obscured could reasonably be expected to
influence decisions that the primary users
of the reported information make on the ba-
sis of this information (IFRS, 2010).

Sustainable or sustainability-related in-
vestments - “Any investment approach
integrating environmental, social and gov-
ernance (ESG) factors into the selection
and management of investments.” (SSF,
2022) Such investments can adopt differ-
ent investment approaches, including best-
in-class exclusion, ESG engagement, ESG
integration, sustainable investment
themes, ESG voting and others.

Scope 1, 2 and 3 emissions - Scope 1 refers
to direct emission within a company’s facil-
ity, Scope 2 refers to the energy used
indirectly, and Scope 3 covers the whole
supply chain. In the course of recent regu-
latory developments and calls for double
materiality, the impact on global GHG emis-
sions via scope 3 is gaining attention but
has also caused struggles due to a lack of
data from supply chain partners and the
problem of double counting. Besides, met-
rics are not standardised. Swiss financial
actors can follow the PCAF model for
measuring their emissions (Figure 6),[1]
hence can focus on scope 3 “financed
emissions” which are integral to invest-
ments, as the Climate Ordinance
mandating the TCFD framework for corpo-
rate disclosures, does not demand to cover
scope 3 emissions beyond that. Further ef-
forts could include measuring so-called
“facilitated emissions” for scope 3 emis-
sions correctly. The US SEC proposal also
requires scope 3 disclosures for “financed

emissions”, however disclosure is only nec-
essary for set targets, and the government
provides safe harbours to incentivize thor-
ough analysis and reduce liability fear.
Although there are differences in regulation
concerning the scope 3 measurements re-
quired for disclosure, especially in
comparison with the EU, metrics and data
quality need to improve everywhere.

European Regulation: Binding legislative
act that must be applied in all EU jurisdic-
tions. As soon as the regulation is adopted,
it becomes automatically enforceable.

European Directive: Legislative act that
proclaims a goal for all EU countries. How-
ever, each Member State must adjust their
own laws to reach these goals (it must be
transposed into national law).

Regulatory Technical Standard (RTS):
Technical delegated act, which develops,
specifies and determines the conditions for
consistent harmonisation of the rules in-
cluded in the basic legislative act. If special
expertise is necessary for implementation,
the European Parliament and the Council of
the European Union may delegate power to
the European Commission to adopt regula-
tory technical standards (RTS).

Financial market participants and advisers
control or sell financial products& services.

Sustainable financial products are portfo-
lios/funds promoted as having
sustainability characteristics. They can be
composed of sustainable as well as (some-
times) non-sustainable investments.

Sustainable financial services can be in the
form of expertise on financial investment
opportunities within planetary boundaries
or analytic capacities for ESG performance
measurement etc.

End-investors are institutional investors or
retail investors that invest in financial prod-
ucts
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