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Environmental, Social, and Governance (ESG): 
The regulatory scrutiny begins 

Only a few countries are likely to be able to meet globally agreed carbon reductions, 
which has left investors and companies wary of exactly when draconian policies to meet 
climate change initiatives will become inevitable. The recent increase in consumer 
interest in ESG has only been matched by rising regulatory concerns regarding 
“greenwashing”—firms selling products under the auspices of green investments only for 
end-investors to discover they have been mis-sold. 

As ESG moves to the forefront of investors’ demand and becomes part of mainstream 
investing, the risks associated with green or social washing are not only becoming more 
prevalent, but also more complex. Investment firms are coming under increasing pressure 
to demonstrate just how they are adhering to sustainable investing principles in order to 
avoid the potential charge of greenwashing. Last year, in Europe alone, 300 ESG funds 
were launched which had apparent examples of greenwashing, according to Morningstar1. 
Policy makers are waking up to the challenges and opportunities emerging as a result 
of financial services adjusting to a future carbon-neutral global economy, and asset 
managers will need to change how they assess companies to ensure compliance in a 
global 24/7 economy. From proposed penalties for banks investing in fossil fuels, to waste 
disposal; healthcare to food systems; transportation to infrastructure; data management 
to cybersecurity and anti-money laundering, regulating ESG will impact every sector 
as well as every manager. The sheer volume and variety of data to be consumed, 
together with the monitoring and tracking to meet regulatory objectives can only lead 
to greater automation of the investment process and, in short, order given the proposed 
amendments to MiFID II.

What’s up next for Europe? 

MiFID II investment firms, UCITS management companies, AIFMs, EuVECA (The European 
Venture Capital Fund Regulation), and EuSEF (The European social entrepreneurship funds 
regulation) managers will now be required to incorporate and disclose ESG factors and 
risks as part of their investment process. In addition, from October 1, 2019, UK pension 
funds have an explicit requirement to incorporate ESG factors into their investment 
decisions; pension schemes with at least 100 members have to prepare a Statement of 
Investment Principles (SIP) which is required to detail how ESG factors2, including climate 
change metrics, will be taken into account in the investment strategy, and may also include 
how member preferences for sustainability impacts are set out, reinforcing the fact that 
ESG principles now need to be considered an integral part of pension funds’ fiduciary duty3.

During the summer 2019, we spoke to 32 individuals comprising of Heads of ESG, RI, 
Stewardship, and CIOs at firms representing $8.2 trillion assets under management as well 
as ESG data providers to understand how sustainability challenges are being addressed 
and where the greatest opportunities are unfolding (http://bit.ly/2oCG10b). According to 

“One of the big industry 
problems is the whole risk of 
greenwashing. Recently there 
was a review of Finanacial 
Reporting Council (FRC) 
which has 120 managers 
and I think 80 of those are 
going to be knocked off the 
registration list because they 
are saying they are doing 
things in relation to ESG—but 
the reality is that they are not.”

Head of ESG, 
US Asset Manager

1: https://fundselectorasia.com/as-esg-products-grow-greenwashing-follows/
2: http://www.legislation.gov.uk/uksi/2018/988/regulation/4/made 
3: https://www.thepensionsregulator.gov.uk/en/trustees/managing-dc-benefits/investment-guide-for-dc-pension-schemes-#0a36d843a071483da097c8b98131f5dc
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the survey, 61% of respondents were of the opinion that the industry would benefit if there 
was greater clarity around what is required from them and from the companies in which 
they invest (see Exhibit 1), particularly when looking at the definition of ESG and disclosure 
requirements (see Exhibit 2).

One of the main challenges is that historically a fund would simply be labelled as ESG 
or SRI (Socially Responsible Investing), but with evidence now required to demonstrate a 
fund’s credentials, there is also little uniformity regarding definitions of sustainable 
investing strategies. The means of demonstrating adherence to an investment policy 
include questions on how ESG research is accessed, what data is used, and how this is 
incorporated into the investment process, as well as the ability to track questions that are 
asked in company engagements and provide proxy voting statistics.

To address these challenges, the EU Commission plans to introduce a unified taxonomy4 
detailing what can be considered environmentally sustainable economic activities. 
On December 18, 2019, the European Parliament and EU Council reached a political 
agreement5 that will enable the new classification to be implemented promoting a 
common language across the Union. It is expected that the taxonomy will be established 
by the end of 2021 to ensure full application by end of 2022. In addition, disclosure 
regulation agreed and published in the European Official Journal (OJ) on November 25, 
2019, due to come into force 15 months post-publication, will require firms6 to provide 
information on the degree of environmental sustainability of investments, as well as how 
they integrate ESG risk into their decision making and advisory processes. This will require 
asset managers to change their approach to the consumption of ESG data within their 
investment processes as well as the frequency with which they track and monitor  
those investments. 

The changes to MiFID II 

Under Articles 4, 6 of the Regulation of the EU Parliament and Council on sustainability-
related disclosures7 in financial services, firms now not only need to provide far greater 
detail on ESG policies and the integration of sustainability factors, but also any adverse 
impacts of investment decisions on sustainability factors.  

Article 52.38 (information about investment advice) 
Firms will be required to include ESG considerations when providing a description of the 
factors taken into account in the selection process used to recommend financial 
instruments along with other factors such as the risks, costs, and complexity. 

Article 549 (assessment of suitability and suitability reports)  
Firms will be required to provide information regarding a client’s investment objectives 
including their ESG preferences. This will require firms to obtain information from clients or 
potential clients regarding specific transactions to be recommended or entered into in the 
course of providing portfolio management services that meet a client’s ESG preferences. 
In addition, firms will need to demonstrate that they have adequate policies and 
procedures to ensure they understand the nature, features, costs, and risks of investment 
services and financial services selected for clients including ESG considerations.

The disclosures will cover:

1. Pre-contract disclosures 
a.  Procedures and conditions for integrating sustainability risks in investment decisions; 
b.  The extent to which sustainability risks are expected to have an impact on 

investment returns;
c.  How renumeration policies are consistent with the integration of sustainability risks 

and are in line with the sustainable investment target of the product; 
d.  Information on how the designated index is in line with the target of a sustainable 

investment if an index has been used as a reference benchmark or an explanation 
as to how the target is reached if there is no benchmark; and

4: https://ec.europa.eu/info/business-economy-euro/banking-and-finance/sustainable-finance_en
5:  https://www.consilium.europa.eu/en/press/press-releases/2019/12/18/sustainable-finance-eu-reaches-political-agreement-on-a-unified-eu-classification-sys-

tem/?utm_source=dsms-auto&utm_medium=email&utm_campaign=Sustainable+finance%3a+EU+reaches+political+agreement+on+a+unified+EU+classification+system
6: MiFID II investment firms, UCITS management companies, AIFMs, EuSEF and EuVECA managers
7: https://data.consilium.europa.eu/doc/document/PE-87-2019-INIT/en/pdf
8: https://www.esma.europa.eu/sites/default/files/library/esma35-43-1737_final_report_on_integrating_sustainability_risks_and_factors_in_the_mifid_ii.pdf
9: https://www.esma.europa.eu/sites/default/files/library/esma35-43-1737_final_report_on_integrating_sustainability_risks_and_factors_in_the_mifid_ii.pdf
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e.  If the product targets a reduction in carbon emissions, firms need to disclose the 
low carbon emission target. Where no low carbon benchmark or positive carbon 
impact benchmark is used, a detailed explanation of how the reduction of carbon 
emissions is ensured. 

2.  Periodic reports 
Annual reports of AIFMs, EuVECA, and EuSEF mangers; bi-annual and annual reports of 
UCTIS management companies; and periodical reports of MiFID II investment firms will 
now need to include: 

a.   Sustainability related impact of the investment based on relevant
sustainability factors; and

b.   Where an index has been designated as a reference benchmark, a comparison 
between the overall impact of the financial produce with the designated index and 
a broad market index in terms of weighting, constituents, and
sustainability indicators.

3.  Website disclosures 
a.   Written policies on the integration of sustainability risks in the investment decision-

making process will need to be published; 
b.  For financial products with a sustainable investing target;

i. A description of the sustainable investing target; 
ii.  Information on the methodologies used to assess, measure, and monitor the 

impact of sustainable investments, including data sources, screening criteria, 
and any other sustainability factors used;

iii.  Some of the pre-contractual disclosures; and
iv.  Periodic reports outlined above in point 2.

4.  Marketing communications 
Firms will need to ensure that any marketing communications do not contradict any 
information provided under the disclosure regulations. 

What next for UK pension funds? 

Pension funds represent an important source of business for the UK financial industry, 
yet a recent survey conducted by the pension regulator10 noted that in many cases ESG 
factors are currently not included in the selection process, with investment consultants 
considering ESG as an optional add-on cost rather than as a core principle. Just 20% of 
schemes consider climate change as part of their investment approach, and a recent 
complaint to the FCA indicated that only a small proportion of large UK asset managers 
have a dedicated voting policy on climate change despite the growing importance of  
this issue.

UK Stewardship Code 2020 

The publication of the UK Stewardship Code 2020 by the Financial Reporting Council 
(FRC)11 will take this a step further. From January 1, 2020, the Stewardship Code commits 
asset managers to providing further evidence that ESG factors are moving to the 
forefront of their investment process. The FRC defines stewardship as “the responsible 
allocation, management, and oversight of capital to create long-term value for clients 
and beneficiaries leading to sustainable benefits for the economy, the environment and 
society.” 

The code highlights the material impact ESG issues could have on investment decisions 
and the need to consider these factors systematically for firms to fulfill their stewardship 
responsibilities. As part of Principle 7 of the new Stewardship Code, firms should disclose 
issues—including ESG issues—they have prioritised when assessing investment decisions, 
monitoring holding, or exiting a strategy. Signatories should be able to explain:

10: https://www.thepensionsregulator.gov.uk/en/media-hub/press-releases/new-figures-show-why-small-schemes-must-quit-the-market 
11: https://www.frc.org.uk/getattachment/5aae591d-d9d3-4cf4-814a-d14e156a1d87/Stewardship-Code_Final2.pdf 
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• How integration of these issues differ between funds, asset classes, and geographies;
• How: 

- Stewardship, investment, and ESG principles have been integrated; 
-  The design and award of mandates include requirements to integrate

stewardship and investment to align with the investment time horizons of clients
and beneficiaries;

Alternatively, firms should be able to demonstrate the process they have used to:
•  Integrate stewardship material ESG issues, to align with the investment time

horizons of clients and/or beneficiaries; and
• Ensure service providers have received clear and actionable criteria to support the 

integration of stewardship, investment, and ESG principles.

2001
Nouvelle Régulations 
Économiques (NRE) Law
• Impose disclosures 

for listed companies 
on environmental and 
social issues

2010 
Grenelle II 
• Strenghten and extend 

mandatory disclosures 
to certain non-listed 
companies

• Introduce specific ESG 
disclosures for asset 
managers2009 

Grenelle I 
• Definition of France

environment objectives
with a focus on climate change

2015
COP 21 

Paris Agreement

2016 
Article 173
• Mandatory reporting 

of climate-related 
risks for institutional 
investors

• Risk strategies ad 
stress test for banks

2017 
PACTE Bill
• New definition of 

companies’ corporate 
interest

• AMF’s new mandate to 
monitor financial 
institutions of 
appropriate disclosure 
of climate-change- 
related risks 

Signatories should be able to evidence how information gathered through the stewardship 
process has impacted their decision to enter, hold, or exit a strategy and how this was in 
their clients’ best interest. 

The push from the French 

France has been long been at the vanguard of corporate social responsibility. For the last 
18 years, French companies have increasingly been subject to non-financial disclosures, 
from the Nouvelle Régulations Économiques (NRE) Law in 2001 imposing disclosures of 
social and environmental issues on companies listed on a French regulated market; then in 
2007, the “Grenelle Environment” passing into legislation in 2009, defining environmental 
objectives on climate change.

Whereas “Grenelle I” focused on companies, “Grenelle II” focused on the role capital 
markets can play in mitigating climate-change-related risks through extending 
mandatory environmental disclosures to non-listed companies depending on turnover 
and number of employees. It also introduces new obligations for asset managers to 
report ESG issues within their investment policy.

In 2016, Article 173 of the French Energy Transition Law came into force requiring listed 
firms to disclose in their annual report “the financial risks related to the effects of climate 
change and the measures adopted by the company to reduce them, by implementing a 
low-carbon strategy in every component of its activities”. The law also introduced carbon 
reporting by financial institutions and aimed to ensure alignment of institutional investors’ 
portfolios with the French position on climate change. The PACTE Bill in 2017 provides 
a new definition of company’s corporate interest, with companies needing to consider 
environmental and social issues related to their business activities. It also gives the AMF a 
clear mandate, which is to ensure that investment management firms provide appropriate 
information on how they are managing climate-change related risks.

Given AMF’s new mandate, it’s unsurprising that the regulator has made sustainable 
finance a key pillar of its medium-term vision; aiming to ensure the financial sector takes 
into account the impact of environmental and social externalities and the risks and 
opportunities associated with them.

Exhibit 3 
The evolution of French law on sustainability

Source: UN Principals of Responsbile Investing
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United States
• Possibly new Climate Change

Financial Risk Act introduced by
Senator Brian Schatz

United Kingdom
• Department for Work and Pension 

requires SIPs to include ESG
• UK Stewardship Code 2020 to include 

ESG considerations

APAC/Emerging  
Markets

• Australia, ASIC: Regulatory Guide 247,
Regulatory Guide 228

• Growing demand from the Hong Kong Stock Exchange
• UAE new working group on sustainable finance

European Union
• EU taxonomy
• Disclosure regulation (published in Official Journal 25/11/19)
• Change to MiFID II (Articles 52.3 and 54)

France
• Grenelle Law (I and II)
• Article 173 of the Energy Transition and Green Growth Law
• PACTE Bill

APAC: The pressure is on 

In APAC, Japanese business leaders are increasingly pushing for a wider adoption of 
Sustainable Development Goals (SDG) principles, spearheaded by the Government 
Pension Investment Fund (GPIF). With approximately JPY ¥139T invested according to ESG 
principles, GPIF is a global leader in greater responsible investment and adoption of ESG 
spearheading a 307% rise in sustainable assets in Japan over a two-year period12. Together 
with the University of Tokyo, the GPIF is planning to issue strong guidelines to the corporate 
and investment world on how asset management firms can better incorporate ESG into 
the investment process.

The Hong Kong Stock Exchange is also set to demand greater disclosure of ESG-related 
risks for listed companies through a new initiative where asset managers have new 
products labelled either ESG or Green13. However, the strongest pressure in the region is 
coming from Australia. The Australian Securities & Investments Commission (ASIC) has 
highlighted its priorities as encouraging strong and effective corporate governance and 
disclosure to mitigate climate change risk14, in the same manner as compliance risks, 
cybersecurity, or digital disruption.

Even the UAE have established its “first-of-its-kind” Working Group on Sustainable 
Finance15. The MSCI Emerging Markets Index is tracked by $1.9T of global funds which may 
no longer be able to justify investing in companies which do not meet human and 
employee rights standards16.

Exhibit 4 
Current global regulations on ESG and sustainable finance 

12: https://www.gpif.go.jp/en/ 
13: https://www.ft.com/content/026ee8f2-b2de-11e9-8cb2-799a3a8cf37b
14: http://www.mondovisione.com/media-and-resources/news/asic-updates-guidance-on-climate-change-related-disclosure/
15: https://www.sca.gov.ae/en/media-center/news/27/11/2019/leading-uae-authorities-financial-exchanges-form-working-group-to-advance-sustainable-finance.aspx
16: https://www.thepfs.org/learning/learning-content-hub/articles/technical-news-update-26032019/74842
17: https://www.ceres.org/news-center/press-releases/ceres-welcomes-new-legislation-strengthening-regulatory-oversight

US: Is regulatory stagnation finally shifting? 

In contrast to the rest of the world, the inclusion of ESG standards in the investment 
process in the US has been somewhat slower (see Exhibit 4). This may be about to change. 
Senator Brian Schatz is proposing a Climate Change Financial Risk Act which would 
mandate stress tests for large financial institutions to measure resilience from climate-
related risks which could pose significant financial risk to the stability of capital markets17.
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While major US investors and companies are starting to take direct action, the U.S. 
Securities and Exchange Commission (SEC) appears to be reluctant to foster greater 
adoption among market participants, with one Trump-appointed commissioner warning 
of a potential ESG “witch hunt”18. The Trump administration has taken a number of highly 
publicised decisions asserting its opposition to climate change actions such as pulling the 
US out of the Paris Agreement (COP 20), reducing funding at the Environment Protection 
Agency (EPA) as well as favouring oil and coal at the expense of clean energy19. The US 
Congress has also rejected a provision to introduce European-style reporting standards 
on ESG information and climate change risks aiming to provide investors with a better 
understanding of where risks in their portfolios lie20.

Another area of rising contention between US investors and the regulator is the recent 
vote by the SEC to increase the value of shares shareholders must hold from $2,000 a year, 
to $25,000 holding for at least a year, declining to $2,000 for three-year holdings21.  
A number of investors including two religious communities have been vocal against 
the new proposal as it will make it harder for small investors to raise new issues against 
companies. Investors who submit proposals are able to use the current process to raise 
issues that are not necessarily on the radar of large investors, in particular in relation to 
ESG. While it is common that a proposal does not gather the support required the first 
time it is raised, the possibility to re-submit a proposal makes it more likely for it to pass 
the second time around as industries and management continue to evolve and awareness 
increases. An example of this is Boeing where the request to establish an independent 
chairman would have been refused in 2018 based on poor performance, but the proposal 
received more than a third of shareholders votes this year due to the arising safety issues 
which forced the firm to accede to the request. 

What next 

As well as focusing finance on the challenges facing climate change, ESG and 
sustainability is also at the heart of a growing pensions crisis and underperformance of 
pension funds, particularly smaller funds. The UK has one of the most fragmented pension 
landscapes with 32,000 schemes registered with only 200,000 people in them22 compared 
to nearly 14 million people in master trusts. The regulatory perception is that this has a 
direct impact on the quality of services provided, increasing running costs, and diminished 
rights and protections for savers. By improving the quality of the companies asset managers 
invest in as well as the brokers and banks they trade with, improved capital markets will 
redirect flows towards sustainable economic growth, provide greater transparency, and 
promote long-termism in financial markets—to the benefit for the end investor. 

To deliver on these goals will have significant implications for how investment decisions are 
reached, implemented and monitored. Traditional research based on annual reports and 
cash flows will be replaced by alternative datasets covering a vast array of non-financial 
information on climate change and biodiversity, to social statistics such as child labour, 
human rights, and diversity statistics as well as board quality and cybersecurity capabilities.  
Some firms will choose greater stewardship of poorly performing organisations; others will 
exclude those who fall short of the mark. Any concentration of investable instruments not 
only necessitates greater alternative data sources to understand a company’s profile but 
also to alert any potential outliers emerging as well as demonstrate sufficient systems  
and controls. 

The successful implementation of operational workflows to meet these new challenges 
will be essential to ensure measurable outcomes—both in terms of implementing 
investment strategies as well as to ensure compliance. All portfolio managers have a 
fiduciary duty towards their end-investors, and the need to engage with companies to 
address future sustainability concerns will require a new approach to investment. With 
regulation in ESG set to become a core focus of regulators across the globe, the only 
certainty will be the need for more data, better analytics to extract valuable information, 
and automated workflow processes to meet regulatory obligations. Full digitalisation of the 
investment process now seems imminent. 

18: https://www.sec.gov/news/speech/speech-peirce-061819
19: https://www.nytimes.com/2019/08/29/climate/climate-rule-trump-reversing.html
20: https://www.ft.com/content/0dd92570-a47b-11e9-974c-ad1c6ab5efd1
21:  https://www.ft.com/content/2bae15d2-bcbf-444a-8d31-c547ba5197f4?desktop=true&segmentId=d8d3e364-5197-20eb-17cf-2437841d178a#myft:notification:instant-

email:content
22: https://blog.thepensionsregulator.gov.uk/2019/07/02/why-were-pushing-pension-schemes-out-of-the-market/
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