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Foreword

he words Environment, Social and Governance (ESG)

and sustainable finance are on everyone’s minds.

They are key strategic topics not only for society at

large, but also for the entire business community. At

the same time, they address everybody's co-respon-

sibility for political and legal developments. The 17 UN
Sustainable Development Goals (SDGs) were adopted by the heads
of state and government of the 193 UN member states on behalf
of their people. It is widely accepted that the business community
should accept its responsibility and contribute to the realization of
these ambitious political goals.

Kellerhals Carrard (KC) is one of the largest and oldest leading
law firms in Switzerland. KC was the first Swiss law firm to launch a
dedicated ESG-Desk to coordinate its firm-wide expertise regard-
ing the interdisciplinary topics ESG and sustainable finance. This
publication is primarily shaped by the KC Practice Group Banking,
Finance & Fintech, one of the firm’'s focus areas, and supported by
the ESG-Desk as well as various other KC Practice Groups.

This publication is the result of teamwork by over 30 KC lawyers
across KC's various sites in Switzerland and provides a lean and
comprehensive summary of the most recent regulatory and legal
developments in ESG and sustainable finance with a focus on reg-
ulatory change and innovation.

Accordingly, the publication focuses on the regulatory and case
law developments in Switzerland until April 2024. However, ESG
and sustainable finance regulation or self-regulation are a moving
target and further developments can be expected. We are looking
forward to continuing to monitor the evolution of the legislation and
other regulations in these areas.

2024, Zurich, Luca Bianchi/Isabelle Romy/Cornelia Stengel
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A. Origin and Importance
of ESG and Sustainability
for the Economy and the

Financial Sector

1. Notions

The acronym ESG stands for Environment,
Social, and Governance and refers to crite-
ria used to evaluate companies and mea-
sure their impact in these areas beyond a
sole focus on shareholders’ returns. Sus-
tainability is a broader concept that aims to
reconcile the economic, social and environ-
mental dimensions of a development that
meets the needs of the present generation
without compromising the ability of future
generations to meet their own needs'. In
the financial sector, these terms - often
used as synonyms even though they have
a slightly different meaning - are generally
referred to as sustainable finance?

1 World Commission on Environment and Development
(WCED), 1987, “Our common future”, also known as “Brundt-
land Report”, available at: <https://www.are.admin.ch/are/en/
home/media/publications/sustainable-development/brundt-
land-report.html>, 37.

2 There is no generally accepted definition of sustainable
finance. According to the Swiss Federal Council, sustainable
finance requires financial market participants to take
the three ESG criteria of sustainability into account: see
Sustainable Finance Guidelines, 26 June 2020, available
at: <https:/www.newsd.admin.ch/newsd/message/attach-
ments/61909.pdf>; see also section Il (p. 43 et seqq.).

3 UN Global Compact, Who Cares Wins, i.

2. Origin

These terms have been gaining in impor-
tance for the financial world and the busi-
ness community at large since early 2000,
when the former UN General Secretary
Kofi Annan launched a corporate respon-
sibility initiative with the primary goal of
implementing universal principles in busi-
ness. Under the auspices of the UN Global
Compact and with the funding of the Swiss
government, leading financial institutions
were invited to develop guidelines and re-
commendations on how to integrate envi-
ronmental, social, and governance issues
more effectively. The report “Who Cares
Wins”, published in 2004, is the result of
their joint effort and collaboration®. The re-
port contains recommendations for a large
array of actors, including financial institu-
tions, analysts, companies, regulators, and
NGOs, with the overall goals of contributing
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to more resilient investment markets, as
well as to the sustainable development of
societies*.

3. International Initiatives
and Frameworks

Subsequently, several initiatives were laun-
ched by various organizations to integrate
ESG criteria and factors into the finan-
cial market, investment process, and risk
management more effectively. For exam-
ple, the United Nations Environment Pro-
gram Finance Initiative commissioned the
so-called “Freshfield Report”, published
in 2005%, which concluded that the links
between ESG factors and financial perfor-
mance were increasingly being recognized
and that integrating ESG considerations
into an investment analysis so as to pre-
dict financial performance more reliably
was clearly permissible and was arguably
required in all jurisdictions under review.
The “Who Cares Wins” and the Freshfield
reports later formed the basis for the launch
of the Principles for Responsible Invest-
ment (PRI) at the New York Stock Exchange
in 2006 and the launch of the Sustainable
Stock Exchange Initiative (SSEI) in 2007.

In the last decade, the view that compa-
nies are more likely to generate growth and
robust performance if they create value for
all stakeholders, and include ESG factors
in their business strategy, has permeated
the business and financial world and is ex-

4 UN Global Compact, Who Cares Wins, i-ii.

5 UNEP Finance Initiative, A Legal Framework for the Integra-
tion of Environmental, Social and Governance Issues into
Institutional Investment, October 2005.

6 UN, Resolution A/RES/70/1.

7 The Paris Agreement was adopted by 196 Parties during
the UN Climate Change Conference (COP 21) held in Paris,

France, on 12 December 2015. Switzerland ratified it on
6 October 2017, AS 2017 5733.

pressed in a variety of treaties, guidelines,
and principles set forth by governmental
bodies, private associations, and NGOs.
For instance, the 2030 Agenda for Sustain-
able Development® and its 17 Sustainable
Development Goals (SDGs) stimulate ac-
tion in areas of critical importance for hu-
manity and the planet, while balancing the
three dimensions of sustainable develop-
ment, i.e., the economic, social, and envi-
ronmental dimensions.

The Paris Agreement on Climate Change
adopted in 20157 expressly provides in its
Art. 2 (1) (c) that one of its goals is to make
finance flows consistent with a pathway to-
wards low greenhouse gas emissions and
climate-resilient development. The OECD
Guidelines for Multinational Enterprises
of 2010, revised on 8 June 2023, provide
voluntary principles and standards for re-
sponsible business conduct consistent
with applicable laws and internationally
recognized standards. The Task Force on
Climate-related Financial Disclosures was
created in 2017 by the Financial Stability
Board (FSB) to develop recommendations
on the type of information that compa-
nies should disclose to support investors,
lenders, and insurance underwriters in ap-
propriately assessing and pricing climate
change risks. The TCFD was discontinued
following the release of the Task Force
2023 Status Report, at the request of the
FSB, which has asked the IFRS Foundation
to take over the monitoring of the progress
of companies’ climate-related disclosures.
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The Taskforce on Nature-related Finan-
cial Disclosures (TNFD) was launched in
2021. It is a market-led and science-based
initiative supported by national govern-
ments, businesses, and financial institu-
tions worldwide. The TNFD developed a set
of disclosure recommendations and guid-
ance that enable businesses and finance
to integrate nature into decision making.

4. Swiss National Initiatives
and Frameworks

Switzerland has ratified numerous interna-
tional treaties that expressly embody the
principle of sustainable development, in-
cluding the Paris Agreement (2015) in 2017,
and has aligned its sustainable develop-
ment strategy with the 2030 Agenda. The
Swiss Federal Council regularly publishes
action plans and reports on its policies,
goals, and areas for action for the imple-
mentation of the 2030 Agenda®.

The Swiss legislature has enacted or
amended various statutes to implement
Switzerland’s international obligations into

8 See forinstance Voluntary National Review of Switzerland

2022, available at: <https:/www.eda.admin.ch/agenda2030/

en/home/strategie/nationale-berichterstattung.htmi>.
9 See sections lll.A. and Ill.B.3 (p. 60 and 81).

10 UN Guiding Principles on Business and Human Rights,
Swiss National Action Plan 2020-2023, January 2020,
available at: <https:/www.nap-bhr.admin.ch/napbhr/de/
home/nap/nationaler_aktionsplani.htmi>, 22.

11 Federal Council, Report 2022, 3.

domestic law (see section IIl.A., p. 60). Fur-
thermore, in line with other jurisdictions and
the EU, Switzerland has enacted statutory
transparency and reporting obligations,
according to which companies - including
financial institutions - must provide social,
governance, and environmental informa-
tion, in particular on their climate transition
plans, to ensure that investors and other
stakeholders have access to the informa-
tion they need to assess investment risks
arising from climate change and other sus-
tainability issues®.

Besides the enactment of new legis-
lation, the Federal Council has repeatedly
expressed its clear expectations of the pri-
vate sector, which it intends to see contrib-
ute to the objectives of the 2030 Agenda.
Thus, it expects companies headqguartered
or operating in Switzerland to respect inter-
national standards and principles of corpo-
rate social responsibility, and to implement
human rights due diligence as a “general
standard of conduct expected of all com-
panies wherever they operate™°.

The Federal Council considers that the
real economy is the main lever for moving
towards a sustainable economy, as it has
a direct influence on the various aspects
of sustainable development through its
production and consumption of goods and
services. As to the financial sector, it plays
a key role in supporting the transition to-
wards a more sustainable economy™.
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5. Role of the
Swiss Financial Center

Sustainability is a key focus of Switzerland's
financial market strategy. The Swiss Federal
Council recognized in 2020 that sustainable
finance is a great opportunity for the Swiss
financial center and a relevant competitive
factor in sustainable growth and expressed
the view that “The Swiss financial centre
should be a leading global location for sus-
tainable financial services™.

It set forth the broad outlines of its policy
to implement this objective in the following
reports:

- Federal Council Report “Sustainability
in Switzerland’s financial sector”,
published in June 2020

- Federal Council Report “Leading world-
wide, rooted in Switzerland”, published
in December 2020

- Federal Council Report “How can
Switzerland make financial flows
climate-compatible?”, published in
November 2021

- Federal Council Report “Sustainable
finance in Switzerland”, published on
16 December 2022

12 Federal Council, Report 2020, 4.
13 Federal Council, Report 2022, 3.
14 Idem.

The 2022 Report on Sustainable finance in
Switzerland outlines 15 measures planned for
the period 2022 to 2025. The aim is to so-
lidify Switzerland’s position as a global leader
in sustainable finance. Sustainability is a key
pillar of the Swiss financial market strategy,
and Switzerland seeks to enhance its com-
petitiveness as a financial hub while aligning
with the UN SDGs. The report emphasizes
the importance of credibility and preventing
greenwashing to maintain international com-
petitiveness in sustainable finance®™.

The measures focus on various areas,
including improving sustainability data
across all sectors of the economy, pro-
moting transparency in the financial sec-
tor, and encouraging financial institutions
to disclose their engagement with sus-
tainability goals. Additionally, the Federal
Council aims to support investments that
generate positive social and environmen-
tal impacts alongside financial returns.
The measures are also intended to con-
tribute to the transition to a sustainable
economy through active participation in
international bodies and backing global ini-
tiatives for carbon pricing™.
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B. Regulatory Change
and Innovation: A Shift
to a New Paradigm

Regulatory change and innovation have been
the “hot topics” in the financial industry in
Switzerland over the last decade. In the after-
math of the financial crisis of 2008 a com-
pletely new set of regulations for the financial
markets was elaborated and implemented.
In addition, the strong digitalization trend
radically changed the financial markets. New
players, business models, and financial prod-
ucts challenged established market players.

Developments in ESG and sustainable
finance in Switzerland reflect a global so-

15 FRIEDMAN, 1et seq.
16 Idem.

ciocultural, economic and legal megatrend
and represent a paradigm shift®™ with im-
plications for regulation. New regulations
and innovations in the area of ESG and
sustainable finance'™ are emerging rapidly
and represent a fast-evolving new chapter
in the regulation of Swiss financial services.

In addition, a broader adoption of innova-
tive ESG and sustainable financial services
and products will support the importance of
conducting business in a sustainable and
compliant manner.

I. Introduction and Key Concepts 41






| ESG and
Sustainable
—-Inance: Criteria
and Definitions




A. Introduction

In recent years, Environmental, Social, and
Governance (ESG) criteria have gained tre-
mendous importance as key factors in eval-
uating companies’ sustainability and ethical
practices. It is becoming crucial for them,
and is increasingly mandated by law, to

44

consider ESG criteria when making business
decisions. This section provides an overview
of the most important ESG issues for the
economy and the financial sector as well as
a definition of sustainable finance.
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B. Environment, Social,
Governance (ESG)

1. The “E”

“E" for Environment refers to the impact of a
company’s operations on the environment or,
inversely, the impact of the environment on
the company's operations. While it is gen-
erally accepted that the E factors relate to
climate change (e.g., carbon footprint), use
of natural resources (e.g., energy efficiency),
pollution and waste (e.g., toxic emissions and
waste management), and protection of biodi-
versity, there is no overall definition of the en-
vironmental elements covered thereby, and
they vary depending on the industry or busi-
ness sector and the applicable regulations.
In addition to the Paris Agreement (2015),
which brought climate protection to the fore-
front of the “E” concerns, a wide range of
global, regional, and national legal and non-le-
gal (soft law) instruments specify the envi-
ronmental elements and resources that fall
within their field of application and thus give
concrete expression to the scope of the “E”".
At the global level, they include, but are not
limited to, the UN SDGs, the Rio Declaration
on Environment and Development (1992),
the Agenda 21 (1992), the United Nations
Framework Convention on Climate Change
(UNFCCC, 1992), the Convention on Biolog-
ical Diversity (1992), the Kunming-Montreal
Global Biodiversity Framework (GBF) (2022),
the United Nations Convention to Combat
Desertification in those Countries Experienc-

17 UN, Resolution A/RES/70/1.

ing Serious Drought and/or Desertification,
Particularly in Africa (1994), the ISO Standard
14001 on Environmental Management Sys-
tems (2015), the Environmental and Social
Performance Standards (2012/1) of the Inter-
national Finance Corporation (IFC), as well as
the recommendations of the Task Force on
Climate-related Financial Disclosures (TCFD).

For instance, the UN SDGs that focus
on the environmental dimensions of sus-
tainability include SDG 6 (Ensure availabil-
ity and sustainable management of water
and sanitation for all), SDG 7 (Ensure ac-
cess to affordable, reliable, sustainable
and modern energy for all), SDG 12 (Ensure
sustainable consumption and production
patterns), SDG 13 (Take urgent action to
combat climate change and its impacts),
SDG 14 (Conserve and sustainably use
the oceans, seas and marine resources
for sustainable development), and SDG 15
(Protect, restore and promote sustainable
use of terrestrial ecosystems, sustainably
manage forests, combat desertification,
and halt and reverse land degradation and
halt biodiversity loss)".

The OECD Guidelines refer expressly to
climate change mitigation and adaptation;
conservation, restoration, and sustainable
use of biological diversity; sustainable, ef-
ficient, and lawful use of land, resources,
and energy; sustainable consumption and
production including through promotion of
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circular economy approaches, and preven-
tion, reduction, and control of pollution®,.
The relevant legal framework at the Swiss
level includes inter alia the Federal Act on
the Protection of the Environment (EPA) and
its ordinances, the Federal Act on the Re-
duction of CO, Emissions (CO, Act) and its
ordinance, the Federal Act on Climate Pro-
tection Goals, Innovation and Strengthen-
ing Energy Security of 30 September 2022
(Climate Act), which will come into force on
1 January 2025, as well as individual legal
provisions, such as Art. 964a et seq. CO
and its ordinances, in particular the Ordi-
nance on Climate Disclosures, which is in
line with the TCFD recommendations™.
While all aspects of the “E” are relevant
for the finance sector®, the Swiss Federal
Council has recently focused its sustain-
able finance efforts on climate and biodi-
versity and has expressly considered that
in order for the financial center to support
the achievement of sustainability goals
optimally, and to take sustainability risks
appropriately into account, it is reliant
on sustainability data from all sectors of
the economy?. The new disclosure provi-
sions inserted in the Code of Obligations
in 2022 and the Ordinance on Climate
Disclosures in particular will allow for
more transparency on the environmental
and climate impacts of Swiss companies.
According to the Federal Council, “the
more comparable, accurate and mean-

18 OECD Guidelines, 33. See, similarly, UNPRI, Environmental
Issues, available at: <https:/www.unpri.org/sustainability-is-
sues/environmental-social-and-governance-issues/environ-
mental-issues>; IMF, Global Financial Stability Report, 82.

19 See sections Ill.A.2 and IX.1.2 (p. 63 and p. 181).

20 See for instance SSF, Glossary, “Environmental Factors (E of
ESG)”, available at: <https:/www.sustainablefinance.ch/en/
resources/what-sustainable-finance/glossary.htmi>.

21 Federal Council, Report 2022, 3.

22 Federal Council, Report 2022, 7.

e

ingful this data is, the better it can be in-
tegrated into advice, financial institutions’
balance sheets and the financial system
as a whole, and the lower the transaction
costs will be for international and nation-
al investors. Ideally, this will also help
broaden the investor base and lower cap-
ital costs for the companies that provide
high-quality sustainability data, thus opti-
mally satisfying investor demand”2.

The Federal Council further follows the
work performed by the private sector-led
international Taskforce on Nature-related
Financial Disclosures (TNFD), which in Sep-
tember 2023 issued a framework for dis-
closures on biodiversity risks and impacts
that closely mirrors the TCFD recommen-
dations.

2. The “S”

While the “E” and “G"” components of ESG
have received considerable attention and
are becoming well-established in the cor-
porate world, the social component is still
often overlooked or misunderstood. The
“S” part of ESG focuses on corporations’
impact on society, and encompasses fun-
damental factors in that context, whose
significance and implications for business-
es, their management, investors, and soci-
ety are briefly described below.
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2.1 Labor Practices

A critical social factor is tied to labor prac-
tices. Businesses must prioritize fair em-
ployment conditions, including fair wages,
reasonable working hours, decent and safe
work environments, and non-discrimination
policies for employees. Compliance with
labor laws and regulations is essential to
protect workers’ rights, prevent exploita-
tion, and promote social justice.

In Switzerland, required labor-related
standards are mainly governed by Art. 8
al. 3,23, 27 al. 2, 28, and 41 al. 1 lit. d of the
Swiss Federal Constitution?®, and Art. 319-
362 of the CO. Internationally, the Tripar-
tite Declaration of Principles concerning
Multinational Enterprises and Social Poli-
cy (the ILO MNE Declaration, last revised
in 2022) guides corporations on respon-
sible, inclusive and sustainable workplace
practices.

Corporations must ensure that their em-
ployment contracts, policies, and proce-
dures are in compliance with national laws
and international labor standards. Prioritiz-
ing labor rights avoids running legal and
reputational risks associated with labor law
violations and the potentially severe direct
and indirect sanctions deriving from the
possible materialization of these risks. In
addition, companies that prioritize these
values are more likely to attract and retain
top talents, leading to increased productiv-
ity and profitability.

23 Federal Constitution of the Swiss Confederation of 18 April
1999, SR101.

24 SR1511.

2.2 Gender-Related Issues

Achieving gender equality is another funda-
mental societal goal and a critical element
of the “S” component. Gender equality en-
compasses equal pay, equal opportunities
for career advancement, and the preven-
tion of workplace discrimination and ha-
rassment regardless of one’s gender.

In Switzerland, progress has been made
in addressing gender-related issues through
regulations such as Art. 8 al. 2 of the Swiss
Federal Constitution and the Federal Act on
Gender Equality?*. These laws aim to ensure
equal rights and opportunities for people in
various areas of life. The recent introduction
of gender quotas in the new Swiss CO to be
implemented by public limited companies
(Art. 734f CO) has been controversial but will
contribute to promoting gender balance and
representation in corporate leadership posi-
tions. Internationally, milestone documents
such as the Universal Declaration of Human
Rights (UDHR), the Convention on the Elimi-
nation of All Forms of Discrimination Against
Women, and the UN Guiding Principles on
Business and Human Rights (UNGPs) pro-
vide guidelines and standards for gender
equality and women's rights.

While improvements are underway, chal-
lenges and disparities remain in achieving
gender equality. Efforts are ongoing across
countries, including Switzerland, to foster
gender equality and create a more inclusive
and diverse working environment and society.
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2.3 Human Rights

The respect for and protection of human
rights is a pillar of responsible business con-
duct. This includes protecting the rights of
workers, suppliers, and communities impact-
ed by a company’s operations and avoiding
any activity or, more generally, factor which
may contribute to human rights abuses.

Companies are expected to ensure
that their policies and practices are in line
with international human rights standards
such as the International Covenant on Civ-
il and Political Rights, the UDHR, and the
UNGPs. At a national level, Art. 54 of the
Swiss Federal Constitution explicitly states
that Switzerland must promote respect for
human rights and democracy in its foreign
relations. The Federal Act on Measures
pertaining to Civil Peace Support and the
Promotion of Human Rights of 19 December
20032, further reinforces this commitment.

By prioritizing human rights and fair treat-
ment of employees, suppliers, and custom-
ers, corporations can enhance trust on the
part of stakeholders and mitigate legal and
reputational risks.

2.4 Community Engagement

Engaging with local communities con-
sists of building positive relationships with
neighboring entities and stakeholders and
contributing to their economic and social
development. Companies that engage with
local communities or organizations can of-
ten obtain valuable insights, build goodwill,
and foster sustainable development.

The concept of “Social License to Oper-
ate” (SLO) is often referred to in that regard.
Inspired by Rousseau’s “Contrat Social”, the
idea underlying the SLO is that companies

25 SR193.9.
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