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Key Points

Europe has led the way in regulation aimed at
mitigating climate change. This regulation
presumes climate change poses a material risk
to investors and that trustees and managers
have a fiduciary duty to incorporate this risk in
their oversight policies and management of
investment portfolios.

The Biden administration’s position that climate
change is an existential threat suggests that the
United States may soon enact regulation similar
to that adopted in Europe. 

This article summarizes European regulation to
help US investors now in planning how to align
their investment policies, portfolio positions, and
reporting practices with the new regulatory
structure for sustainable finance emerging in
Europe, likely soon to follow in the United States.
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Climate research informs us that in 2017 anthropogenic global warming reached

1.0° C above pre-industrial levels (IPCC, 2018). Most of us understand that this

continued warming of our planet is causing severe adverse consequences for

ecosystems, biodiversity, and human society. Today’s immigration crises and

resultant political stress in Europe and the United States only hint at the scale of

challenges to come.

Even climate change skeptics must accept the reality that the United States has

rejoined the Paris Agreement, a legally binding international UN treaty under the

United Nations Framework Convention on Climate Change. The Paris Agreement

represents a worldwide commitment to limit global warming to significantly less than

2.0° C above pre-industrial levels in an effort to avoid the more extreme risks of

global warming and thereby sustain a hospitable climate. Achieving this ambitious

goal requires unpreceded cooperation—both among governments and between

business and government.

To date, Europe has led this effort, particularly from the regulatory side. Now,

President Biden is characterizing climate change as an existential threat and his

administration intends to join Europe’s regulatory effort. Accordingly, US investors

may look to Europe’s regulatory approach as a guide to understanding this coming

regulatory shift and its implications for climate transition investing.

European Climate Regulation Coming to America

European regulation presumes that climate change poses a material risk to investors

and that trustees and managers have a fiduciary duty to incorporate this risk in their

oversight policies and management of investment portfolios. In contrast, US

regulation has taken nearly the opposite approach. In October 2020, the US

Department of Labor (DOL) issued its final rule on ESG investing.  The rule requires

fiduciaries to base investment decisions on financial factors alone without promoting

“nonpecuniary” objectives, which would include efforts to reduce global warming.

The ruling was the Trump administration’s exclamation point to its exit from the

Paris Agreement and the rollback of numerous environmental regulations,

emphasizing the administration’s hostility to climate change regulation.

The Biden administration is now reversing course. President Biden rejoined the Paris

Agreement, ordered a review of the Trump-era DOL guidelines, and announced a
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non-enforcement policy of the present rule while the review takes place.  In February, the US House of Representatives introduced the

Climate Risk Disclosure Act of 2021, which requires companies to disclose physical and transition risks associated with climate

change (although passage by the US Senate seems unlikely). The Securities and Exchange Commission recently created the Climate

and ESG Task Force and issued a statement requesting public comment on climate-related company disclosures to inform its

policymaking.

The Alphabet Soup of Climate Finance Regulation

European regulatory trends reveal the destination to which the United States is likely now setting its course.  In Europe, the two

principal bodies making recommendations for climate transition regulation are the Task Force on Climate-Related Financial Disclosures

(TCFD) and the Technical Expert Group on Sustainable Finance (TEG). For those new to the alphabet soup of European financial

regulatory bureaucracy, the TCFD was established in 2015 by the Financial Stability Board (FSB), an international organization funded

by the Bank for International Settlements that recommends financial regulatory standards to G20 governments. The TEG was

established by the European Commission in 2018 to develop and recommend sustainable finance legislation to the European Union

(EU).

TCFD. The FSB established the TCFD to “develop recommendations for more effective climate-related disclosures that could promote

more informed investment, credit, and insurance underwriting decisions and, in turn, enable stakeholders to understand better the

concentrations of carbon-related assets in the financial sector and the financial system’s exposures to climate-related risks.”  The

TCFD framework requires companies to disclose risks related to the transition to a low carbon economy and risks related to the

physical impact of climate change. Of companies with market capitalizations greater than US$10 billion, 42% currently disclose at

least some information in line with TCFD recommendations (FSB, 2020). In November 2020, the United Kingdom announced that

reporting along TCFD guidelines will be mandatory by 2025 and will apply to almost all of the nation’s economy: public companies,

large private companies, banks, insurance companies, asset managers, and pension schemes.

TEG. As outlined on the European Commission’s website, the purpose of the TEG is to provide “an EU classification system—the so-

called EU taxonomy—to determine whether an economic activity is environmentally sustainable; an EU Green Bond Standard;

methodologies for EU climate benchmarks and disclosures for benchmarks; and guidance to improve corporate disclosure of climate-

related information.”

The EU taxonomy is a “tool to help investors, companies, and issuers and project promoters navigate the transition to a low-carbon,

resilient, and resource-efficient economy” (TEG, 2020, p. 2). The taxonomy sets reporting standards and performance thresholds.

Starting in January 2022, all fund providers, insurance product providers, and pension plans who market their strategies in the EU as

being sustainable must report using the taxonomy framework. Financial market participants will be required to disclose how the

taxonomy was used “in determining the sustainability of underlying investments, to what environmental objective(s) the investments

contribute, and the proportion of underlying investments that are taxonomy aligned, expressed as a percentage of the investment,

fund, or portfolio” (TEG, 2020, p. 37).

The EU Green Bond Standard (GBS) is intended to increase the “transparency and comparability of the green bond market, as well as to

provide clarity to issuers on the steps to follow for an issuance, in order to scale up sustainable finance.”  The purpose of the GBS

framework and reporting requirements for proceeds of green bond issues is to increase the availability of financing, and to lower the

cost of that financing, for projects aimed at reducing climate change.

The EU Regulation for Low Carbon Benchmarks provides the “definition of minimum standards for the methodology of the ‘EU Climate

Transition’ and ‘EU Paris-aligned’ benchmarks, that are aligned with the objectives of the Paris Agreement and addressing the risk of

greenwashing.” The TEG “has also worked on disclosure requirements in relation to Environmental, Social, and Governance (ESG)

factors in the benchmark statement and the benchmark methodology for all types of benchmarks (except interest rate and foreign

exchange benchmarks) including the standard format to be used to report such elements.”
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A summary of the minimum standards of the EU benchmarks is provided in the following table:

Flows Are Accelerating in Europe and the United States

Morningstar data show that in 2020 US$51 billion flowed into sustainable mutual funds and ETFs in the United States, accounting for

a quarter of all US fund flows (Hale, 2021). In Europe, where regulatory efforts have been stronger, flows into sustainable mutual funds

and ETFs totaled US$284 billion, 45% of all European fund flows in 2020 (Bioy et al., 2021). Fund flows result from a myriad of

factors, but European regulatory efforts appear to have positively impacted awareness and driven demand for sustainable investing.

“According to Morningstar,  flows into sustainable mutual funds and ETFs in Europe
totaled US$284 billion, 45% of all European fund flows in 2020.”

Of the flows into sustainable investing funds, a significant portion are going to investment strategies that focus on climate. In Europe,

2020 was a record year for low-carbon or climate-focused investment strategies, which attracted US$32 billion in mutual fund and

ETF flows, nearly three times the combined amount of climate-related fund flows in the preceding four years. 
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Although the amount of climate-related fund flows represented only about 5% of all European fund flows in 2020, the rapid growth in

this sector of the market suggests sustainable strategies will soon become mainstream.

Conclusion

Now is the time for US investors to plan how to align their investment policies, portfolio positions, and reporting practices with the

new regulatory structure for sustainable finance emerging in Europe. Our purpose in writing this article is not to assess whether, and

how, such actions may measurably reduce greenhouse gas emissions and global warming nor to opine on whether ESG investment

strategies will provide returns above or below market benchmarks. Such forecasts seem technically dubious. Rather, we seek to raise

awareness of the increasing regulatory pressure to measure and report on the sustainability activities of companies in which we invest

and to take account of those metrics as we design and implement investment strategies.

“The rapid growth in climate-related fund flows in Europe suggests sustainable strategies
will soon become mainstream.”
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Endnotes

1. Final Rule “Financial Factors in Selecting Plan Investments,” US Department of Labor, Employee Benefits Security Administration, 29

CFR Parts 2509 and 2550, was published in the Federal Register, vol. 85, no. 220, on November 13, 2020, and is available here:

https://www.federalregister.gov/documents/2020/11/13/2020-24515/financial-factors-in-selecting-plan-investments

2. Gross (2020) offers an in-depth view of the Trump administration’s deregulatory efforts related to the environment.

3. Source: https://www.dol.gov/sites/dolgov/files/ebsa/laws-and-regulations/laws/erisa/statement-on-enforcement-of-final-

rules-on-esg-investments-and-proxy-voting.pdf

4. Source: https://www.sec.gov/news/public-statement/lee-climate-change-disclosures

5. Kalesnik, Wilkens, and Zink (2021) offer recommendations for climate-related company disclosures based on their research on

corporate carbon emissions data.

6. A complete review of regulations related to climate risk and ESG in general are too numerous to cover and out of scope for this

paper. Fortunately, the Principles for Responsible Investment maintains a regulation database that can be found at

https://www.unpri.org /policy/regulation-database. The database summarizes regulations, standards, and other ESG-related

developments on a country-by-country basis.

7. The stated goal of the TCFD as described on its website at https://www.fsb-tcfd.org /about/

8. Source: https://ec.europa.eu/info/publications/sustainable-finance-technical-expert-group_en

9. Source: https://ec.europa.eu/info/business-economy-euro/banking-and-finance/sustainable-finance/eu-green-bond-

standard_en

10. Source: https://ec.europa.eu/info/publications/sustainable-finance-technical-expert-group_en
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The material contained in this document is for informational purposes only. It is not intended as an offer or a solicitation for the purchase and/or sale of any security, derivative,

commodity, or financial instrument, nor is it advice or a recommendation to enter into any transaction. Research results relate only to a hypothetical model of past performance (i.e.,

a simulation) and not to actual results or historical data of any asset management product. Hypothetical investor accounts depicted are not representative of actual client accounts.

No allowance has been made for trading costs or management fees, which would reduce investment performance. Actual investment results will differ. Simulated data may have

under-or-over compensated for the impact, if any, of certain market factors. Simulated returns may not reflect the impact that material economic and market factors might have had

on the advisor’s decision-making if the advisor were actually managing clients’ money. Simulated data is subject to the fact that it is designed with the benefit of hindsight. Simulated

returns carry the risk that actual performance is not as depicted due to inaccurate predictive modeling. Simulated returns cannot predict how an investment strategy will perform in

the future. Simulated returns should not be considered indicative of the skill of the advisor. Investors may experience loss of all or some of their investment. Index returns represent

backtested performance based on rules used in the creation of the index, are not a guarantee of future performance, and are not indicative of any specific investment. Indexes are

not managed investment products and cannot be invested in directly. This material is based on information that is considered to be reliable, but Research Affiliates, LLC (“RA”) and

its related entities (collectively “Research Affiliates”) make this information available on an “as is” basis without a duty to update, make warranties, express or implied, regarding the

accuracy of the information contained herein. Research Affiliates is not responsible for any errors or omissions or for results obtained from the use of this information.

Nothing contained in this material is intended to constitute legal, tax, securities, financial or investment advice, nor an opinion regarding the appropriateness of any investment. The

information contained in this material should not be acted upon without obtaining advice from a licensed professional. RA is an investment adviser registered under the Investment

Advisors Act of 1940 with the U.S. Securities and Exchange Commission (SEC). Our registration as an investment adviser does not imply a certain level of skill or training. RA is not a

broker-dealer and does not effect transactions in securities.

Investors should be aware of the risks associated with data sources and quantitative processes used to create the content contained herein or the investment management process.

Errors may exist in data acquired from third party vendors, the construction or coding of indices or model portfolios, and the construction of the spreadsheets, results or information

provided. Research Affiliates takes reasonable steps to eliminate or mitigate errors and to identify data and process errors, so as to minimize the potential impact of such errors;

however, Research Affiliates cannot guarantee that such errors will not occur. Use of this material is conditioned upon, and evidence of, the user’s full release of Research Affiliates

from any liability or responsibility for any damages that may result from any errors herein.

The trademarks Fundamental Index™, RAFI™, Research Affiliates Equity™, RAE™, and the Research Affiliates™ trademark and corporate name and all related logos are the

exclusive intellectual property of RA and in some cases are registered trademarks in the U.S. and other countries. Various features of the Fundamental Index methodology, including

an accounting data-based non-capitalization data processing system and method for creating and weighting an index of securities, are protected by various patents of RA. (See

applicable US Patents, Patent Publications and protected trademarks located at https://www.researchaffiliates.com/legal/disclosures#patent-trademarks-and-copyrights, which

are fully incorporated herein.) Any use of these trademarks, logos, or patented methodologies without the prior written permission of RA is expressly prohibited. RA reserves the right

to take any and all necessary action to preserve all of its rights, title, and interest in and to these marks and patents.

The views and opinions expressed are those of the author and not necessarily those of RA. The opinions are subject to change without notice.
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