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PRELIMINARY REMARKS: The Knowledge Paper is intended as a timely contri-
bution to the discussion, which from the profession’s perspective, ought to be 
conducted at both national and international levels. It is intended to stimulate 
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preempt the results of such a discussion. Publication deadline: 01.07.2021
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1. EXECUTIVE SUMMARY

 
Many governments around the world have committed to a more sustainable economy and society 
by signing the Paris Agreement on Climate Change and the UN 2030 Agenda for Sustainable  
Development. The European Union sees itself in a pioneering role and, on the basis of the EU  
action plan ‘Financing Sustainable Growth’ published in March 2018, is pursuing, among other 
things, the goal of redirecting capital towards sustainable investments1 in order to achieve  
sustainable and inclusive growth. In this context, the European Commission is committed to  
developing a EU Standard for Green Bonds. The proposal for a regulation on European green 
bonds was published in July 20212. The ‘European Green Bond Standard (EUGBS)’, which will be 
subject to voluntarily application in the future, is intended to help investors identify high-quality 
‘green’ bonds and facilitate the issuance of these bonds.
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Not only is the demand for ‘green’ financing increasing, but the number of issuers is also growing 
steadily. In the meantime, a multitude of differently structured ‘green’ financing can be observed 
on the market. The spectrum ranges from financial instruments that barely differ from classic loan 
financing to instruments with a comprehensive ‘green’ design. So far, little attention has been paid 
to their accounting treatment. Currently, there are no regulations in IFRS or [German] commercial 
accounting legislation that specifically deal with financial reporting for this type of financial instru-
ments.

In the case of ‘green’ financial assets with cash flows that are variable due to sustainability factors, 
the investor focus is primarily on the assessment of the conditions affecting contractual cash flow 
characteristics within the scope of the classification according to IFRS 9, because this is used in 
particular to determine accounting at amortised cost. On the liabilities side, the analysis of ‘green’ 
financial liabilities for existing embedded derivatives that have to be separated from the host and 
accounted for as derivatives under certain conditions poses challenges for issuers. The current  
application issues are probably mainly due to the fact that when IFRS 9 was adopted in 2014 
‘green’ financial instruments hardly played a role. In the meantime, however, the circumstances  
have changed significantly. Financing with a contractual link between cash flows and sustainability 
factors has arrived in the capital market and is likely to become a widespread means of financing in 
the near future.

From the point of view of the [auditing] profession, it is therefore an urgent need to address this 
new type of financial instruments intensively, including related financial reporting aspects both on 
a global level (IFRS) and on a national level (HGB) [German Commercial Code – Handelsgesetz-
buch]. Especially as far as the international standard setter is concerned, it would be desirable  
for clear regulations, giving legal certainty, to be developed with regard to this special type of  
financing. The capital market needs reliable and clearly comprehensible information. For example,  
clarifying the basic principle as well as the elements of ‘basic lending arrangements’ according to 
IFRS 9 would be a comparatively simple way to address this. In this context clarification is needed 
as to the extent to which contractual agreements on sustainability factors and the resulting varia-
bility of cash flows are in line with the basic principle of the standard.
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2. INTRODUCTION

 
Due to the increasing importance of the topic of ‘sustainability’ in politics, business and society, 
the question of whether financing has an environmental focus, respects social aspects or has  
some reference to responsible corporate governance: sustainable or ‘green’ financing that takes 
into account ESG factors (environment, social, governance) is receiving more attention than ever 
before. Within the European Union, in March 2018 the European Commission laid the foundation 
for financing sustainable growth with its action plan3. With the announcement of the ‘Renewed 
Sustainable Finance Strategy’ contained in the so-called ‘European Green Deal’4, the European 
Commission is consistent in pursuing this path5.

Among other things, the need for policy and regulatory developments to promote sustainable  
finance stems from issuers’ and investors’ concerns regarding the potential reputational risks of 
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‘green labelling’ certain financial instruments, uncertainty as to the nature of the projects that  
can be financed, and the complex and potentially costly reporting procedures and external verifi-
cation6. This is especially true given the fact that both the demand for this type of financing is 
continuously increasing and the circle of issuers is constantly growing. In the meantime, a large 
number of differently structured ‘green’ finance products can be observed on the market. These 
include so-called green bonds or green loans, which stipulate that the proceeds of the issue will 
be invested in sustainable projects. There is also an increasing demand for, and offerings of,  
so-called ESG-linked instruments, which provide for a variable interest rate dependent on the  
development of one or more ESG factors. These in part new and diverse designs of classic  
financial instruments pose both accounting and reporting challenges to both investors and  
issuers. Since there is currently no uniform legal framework that specifically deals with this type 
of financial instrument, and little practical experience with the accounting treatment of ‘green’  
financing, it is currently not possible to ensure a uniform approach either with regard to the  
design of the instruments or to their accounting by investors and issuers. Therefore, discretionary 
decisions are unavoidable to a certain extent. Careful consideration and an appropriate analysis  
of each individual case is thus required.

This IDW Knowledge Paper is intended, on the one hand, to highlight the current challenges in  
accounting for this new type of financing and, on the other hand, to provide initial suggestions 
and propose approaches for further discussion. Such a discussion is urgently needed to ensure a 
reliable basis for companies’ financial statements provide a relevant, transparent and comparable 
presentation of ‘green’ financial instruments.

This paper first discusses the importance of ‘green’ financing for the development of a more  
sustainable economy and society. In this context, the paper then outlines the current European  
initiatives aimed at establishing the necessary political, legal and societal framework (section 3.1.). 
This is followed by an outline of the different and increasingly diverse types of ‘green’ financing 
(section 3.2.). Sections 4 and 5 focus on accounting issues – from an investor and issuer perspective, 
respectively. Even though this IDW Knowledge Paper is primarily concerned with the current IFRS 
regulations, similar or comparable issues also arise in the regard to accounting according to  
[German] commercial law requirements. These issues are discussed at the end of each of the two 
sections. Finally, the paper presents initial suggestions and proposed approaches, which are to be 
understood as constituting a contribution to the ongoing discussions – both at a national and  
international level (section 5.). The explanations conclude with a brief outlook (section 6.).
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3. ‘GREEN’ FINANCING IN PRACTICE

3.1.  Political and regulatory developments

Many governments have committed to a more 
sustainable economy and society by signing the 
Paris Agreement on Climate Change and the 
UN 2030 Agenda for Sustainable Development. 
Although many countries are already making 
progress, the European Union seems to be the 
economic area where development is currently 

most advanced. To illustrate this, it is worth  
looking at the EU Action Plan ‘Financing  
Sustainable Growth’ published in March 20187, 
which forms the basis for the European 
Commission's8 ‘Renewed Sustainable Finance 
Strategy’9 announced in the ‘European Green 
Deal’ and published in early July 2021.
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The goals of the EU Action Plan essentially  
aim to:

•   reorient capital flows towards sustainable in-
vestment to achieve sustainable and inclusive 
growth;

•   manage financial risks stemming from climate 
change, resource depletion, environmental 
degradation and social issues; and

•   foster transparency and long-termism in  
financial and economic activity.

To achieve these goals, the European Commissi-
on – in addition to developing a classification 
system for environmentally sustainable econo-
mic activities (EU Taxonomy)10 and publishing 
guidelines to improve the publication of clima-
te-relevant information11 , further standards and 
labels for sustainable financial products12 – has 
also committed to developing an EU Standard 
for Green Bonds13.

This standard is intended to provide clear and 
comparable criteria for the issuance of green 
bonds in the EU. In June 2020, the European 
Commission published a consultation paper on 
this issue14. This consultation was based on the 
final report of the Technical Expert Group on 
Sustainable Finance (EU-TEG)15 and the guide- 
lines for an EU Green Bond Standard on which 
their report16 is based. The planned EU Green 
Bond Standard is conceptually a voluntary  
standard, primarily aimed at issuers who wish  
to follow best practice17 , which can be applied 
to the issuance of green bonds to finance pro-

jects both within and outside the EU18. It is 
therefore not surprising that the standard is  
intended to build on the Green Bond Principles19 
developed by the International Capital Market 
Association (ICMA) and the Green Loan Princip-
les20 developed jointly by the Loan Market Asso-
ciation (LMA), the Asia Pacific Loan Market  
Association (APLMA) and the Loan Syndications 
and Trading Association (LSTA). These two 
frameworks already serve as voluntary process 
guidelines and have established themselves  
internationally as recognised benchmarks21.

The classification of bonds as green bonds is 
based on the use of issue proceeds as defined 
by the EU taxonomy. Adopted in June 2020,  
this classification system for environmentally 
sustainable economic activities aims to bridge 
the existing gap between the international  
objective to steer future investments towards 
more sustainable growth and current invest-
ment practices, and to clearly signal to investors 
which types of corporate activities are compa-
tible with the transition to low-carbon emissi-
ons, climate change adaptation and other envi-
ronmental objectives22. Furthermore, the EU 
Green Bond Standard will make the publication 
of a company-specific green bond issuance 
framework mandatory. This will include explana-
tions on the ‘green’ characteristics of the under-
lying projects or activities, the consistency with 
the issuer's overall strategy, the management 
process, reporting and external review plans, as 
well as other features of green bond issuance.  
In addition to providing a general framework for 
green bond issuance, the EU Green Bond Stan-
dard will also include mandatory reporting on 
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the use of funds (allocation reporting) and  
the resulting environmental impact (impact  
reporting), similar to the disclosure require-
ments of the Green Bond Principles.

As the confidence of capital market participants 
in unaudited information is known to be limi-
ted23, the voluntary external verification of in-
formation provided by companies in connection 
with the issuance of ‘green’ bonds – e.g. on the 
basis of the disclosure requirements of the 
Green Bond Principles – has already established 
itself as common practice prior to the publica-

tion of the EU Green Bond Standard. The  
EU Green Bond Standard will follow suit and 
provide for a mandatory review of the qualifi- 
cation as an EU Green Bond as well as the  
orientation of issues and its compatibility  
with the company-specific framework prior to 
the issuance of green bonds. The final report  
on the use of funds will probably also be subject 
to a mandatory review24. A detailed overview  
of the design of ‘green’ financing and correspon-
ding review services can be found in the IDW 
Knowledge Paper ‘Green Bonds’25.

3.2. Types of ‘green’ financing

A wide range of ‘green’ financing is observable 
in the market. This ranges from financial instru- 
ments that hardly differ from classic loan fi-
nancing to instruments with a comprehensive 
‘green’ design (so-called ‘full green exposure’). 
Green bonds are probably the most wide-
spread financial instruments. The basic design 
of a green bond in terms of structure, yield  
or risk of financing does not necessarily have 
to differ from that of a conventional bond.  
The main difference is that the funds raised 
through the issuance of a green bond must be 

used to (re)finance a ‘green’ project. Some  
examples of suitable ‘green’ projects include 
renewable energy, energy efficiency, pollution 
prevention and control, environmentally  
sustainable management of living natural  
resources and land use, clean transport or even 
sustainable water and waste management.

The ICMA26 Green Bond Principles describe  
the following four possible forms of a green 
bond:27
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A standard recourse-to-the-issuer debt obligation aligned with the Green 
Bond Principles.

Standard 
Green Use of 

Proceeds 
Bond

A non-recourse-to-the-issuer debt obligation aligned with the Green Bond 
Principles in which the credit exposure in the bond in to the pledged cash 

flows of the revenue streams, fees, taxes etc., and whose use of proceeds 
go to related or unrelated Green Project(s).

A project bond for a single or multiple Green Project(s) for which the investor 
has direct exposure to the risk of the project(s) with or without potential 

recourse to the issuer, and that is aligned with the Green Bond Principles.

A bond collateralised by one or more specific Green Project(s), including but 
not limited to covered bonds, asset backed securities, mortgage backed 

securities, and other structures; and aligned with the Green Bond Principles. 
The first source of repayment is generally the cash flows of the assets.

Green 
Revenue 

Bond

Green 
Project 
Bond

Green 
Securitised

Bond

The list is not exhaustive, as there can be nu-
merous variations in practice due to the lively 
market development. The types of green bonds 
mentioned by ICMA should therefore be view-
ed as a rough classification. Certain design  
features that are used as a basis for the analy-
sis of the accounting impact of green financing 
in subsequent sections are not only found in 
green bonds but are also anchored in other 
forms of green financing. Therefore, the con-
clusions drawn also apply to products other 
than green bonds if they are designed in the 
same way.

Green loans are another type of ‘green’ finan-
cing.28 These also serve to fully or partially  

finance or refinance new and/or existing 
‘green’ projects.

In addition, more and more ‘green’ deben-
tures are now being issued in Germany. With 
regard to the specific ‘green’ design features  
of this type of ‘green’ financing, there are no  
significant differences to green bonds or green 
loans: here, too, there is no generally appli-
cable definition of a ‘green’ debenture. The  
only characteristic of ‘green’ debentures is  
that the issue proceeds are used exclusively  
for ‘green’ projects.

‘Green’ finance also takes the form of financial 
instruments whose interest rate depends on 

Fig. 1: Types of green bonds
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one or more sustainability factors or ratings,  
or on individually determined parameters (e.g., 
CO2 emissions). These are often referred to as 
ESG-linked instruments. This means that the 
interest rate and thus the (re-)financing costs 
decrease (increase) when the sustainability  
rating or the defined sustainability factor  
improves (deteriorates). However, compared 

to the instruments described thus far, the 
funds raised do not have to be used to (re-)fi-
nance a ‘green’ project. Instruments with ESG 
components observable in the market take the 
form of bonds, loans or even debentures.

The types of ‘green’ financing are summarised 
again in the following overview:

Fig. 2: Types of ‘green’ financing

Issuer

Banks Industrial 
Entities …

Investor

ESG-linked-
instrument

green bond / green loan / 
green debenture

generally no
predeterimined
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single
investor

…

returns
dependent
on

ESG-factor

Rating

KPI

…

proceeds of
the transaction

volume of
transactions

volume of
transactions returns

dependent
on

design of the
instrument *

* examples of instruments included
in the Green Bond Principles:
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4. ACCOUNTING FOR ‘GREEN’ FINANCING FROM  
AN INVESTOR PERSPECTIVE

 
4.1. Overview of current relevant IFRS requirements

General 
 
If an investor decides to purchase a ‘green’ financial product, the question arises as to how this is 
to be presented in the statement of financial position. The requirements for accounting for finan-
cial assets according to IFRS 9 Financial Instruments are relevant here. The standard published by 
the IASB in 2014 does not contain any special requirements for sustainable or ‘green’ financial  
instruments. Accordingly, all financial assets, irrespective of whether they are ‘green’ or not, are  
to be classified according to the general requirements upon initial recognition, which determines 
the measurement basis for their subsequent measurement.

The following two criteria29 are decisive for the classification of financial assets 
• The business model criterion, and 
• the contractual cash flow characteristic.
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Business model criterion 
 
Business models (BM) are oriented towards the specific management of financial assets. Conse-
quently, an investor has to determine whether a financial asset is held within a business model 
whose objective is, for example, to hold financial assets in order to collect contractual cash flows 
(BM = ‘hold to collect’), to generate cash flows by selling financial assets (other BM, e.g., ‘trade’)  
or a mixture of both, i.e. to collect contractual cash flows and to sell financial assets (BM = ‘hold to 
collect and sell’).The business model is determined at a level that reflects how groups of financial 
assets are managed together to achieve a particular business objective. The investor's intentions 
with regard to individual instruments are not decisive. The classification is made at a higher level 
of aggregation than that of an individual financial instrument.30

Contractual cash flow characteristic 
 
The contractual cash flow characteristics, on the other hand, must be examined individually for 
each financial instrument when there is an intention to allocate it to the business models ‘hold’ or 
‘hold and sell’. It is met if the contractual terms of a financial asset give rise on specific dates to 
cash flows that are solely payments of principal and interest on the principal amount outstanding 
[also referred to as SPPI criterion].31

Accordingly, a financial asset meets the SPPI criterion only if the contractual cash flows are  
consistent with a 'basic lending arrangement' in which fees for the time value of money and for 
credit risk are normally the principal components of interest. However, the interest on such an  
arrangement may also include fees for other typical credit risks and costs associated with holding 
a financial asset. Thus, variability in cash flows reflecting credit risk would cause a financial asset 
to satisfy the SPPI criterion. A profit margin taken into account in the interest rate does not  
prevent the SPPI criterion from being fulfilled.32

IFRS 9 has separate requirements for assessing the SPPI criterion for so-called non-recourse  
financing and for so-called contractually linked instruments. These are also explained in more  
detail in the following section and presented in the context of ‘green’ financing.

Interaction between the business model criterion and the contractual cash flow  
characteristic (SPPI) 
 
Provided the SPPI criterion is fulfilled, and depending on the prevailing business model, a  
measurement at amortised cost (BM = ‘hold to collect’) or at fair value through other comprehen-
sive income (BM = ‘hold to collect and sell’) is possible. If the SPPI criterion is not fulfilled, a  
measurement at fair value through profit or loss is required – regardless of the business model.
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4.2. Financial reporting challenges in connection with ‘green’ financing

4.2.1. Classification

Variability of cash flows due to ESG factors

In the case of a contractual link to a sustaina-
bility factor, due to the resulting variability of 
the cash flows the question arises as to whether 
the financial asset fulfils the SPPI criterion.

Some factors that may lead to variability in 
cash flows relate to the long-term profitability 
of an issuer and may be an expression of credit 
risk. This can also apply to sustainability fac-
tors (ESG factors) in the context of a ‘green’  
financial product. If an entity issues green 
bonds or enters into sustainable financial  
agreements, the interest rate on the financial 
asset may vary during its term depending on  
a sustainability factor or rating. As long as the 
achievement of a green factor leads to a 
change in the interest rate and the interest  
rate change also leads to a corresponding 
change in the credit risk, this should not pre-
vent the contractual cash flow characteristic 
from being met.33 The increasing inclusion of 
sustainability factors in ratings also suggests 
that these factors may contribute to the 
issuer's credit risk.

A comprehensive analysis is required in asses-
sing whether a financial asset with a contrac-
tual link to one or more ESG factors fulfils the 
SPPI criterion. This is conceivable, for example, 
on the basis of the following criteria, whereby 
the criteria mentioned are not to be regarded 
as conclusive and it basically depends on the 

respective individual case:34

1. Nature of asset financed: Financing a parti-
cular asset whose value is influenced by ‘green’ 
measures, and which is at the same time colla-
teralised by way of a security interest in that 
asset35, is more likely to meet the SPPI criteri-
on. The reason for this is that the value of the 
collateral could be favourably influenced if the 
entity (borrower) meets or even exceeds cer-
tain sustainability factors, which would result 
in a lower loss given default and therefore a  
lower level of credit risk. In contrast, in the 
case of unsecured ‘green’ financing, a direct  
influence of the specific sustainability factors 
on the credit risk is rather unlikely, which 
should also make the fulfilment of SPPI  
criterion less likely.

2. Nature of the borrower: For an entity that is 
directly exposed to a relatively small extent in 
economic terms to the sustainability factors 
agreed in the context of ‘green’ financing (e.g., 
asset manager), it is less likely for the specific 
sustainability factors to reflect a change in the 
credit risk. If, on the other hand, an entity is  
also directly exposed economically to the  
contractually agreed sustainability factors 
(e.g., electricity producer with statutory CO2  
limits and corresponding interest rate adjust-
ment depending on CO2 emissions), the speci-
fic sustainability factor is more likely to have  
a direct influence on the credit risk.
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3. Specificity of the sustainability factors: If 
the contractual cash flows of a green finance 
product vary according to a variety of different 
sustainability factors (e.g., tax transparency, 
water consumption and labour standards), any 
ensuing ‘green’ variability is unlikely to mirror 
a change in credit risk. In contrast, if contrac-
tual cash flows depend on a narrowly defined 
sustainability factor, it is more likely that the 
variability in contractual cash flows resulting 
from the sustainability factor reflects a change 
in credit risk.

Non-recourse financing

In the case of non-recourse financing, there is 
no right of recourse of the holder to the issuer, 
i.e., the returns in the form of payments of 
principal and interest of a bond stem exclusi-
vely from the revenues of the underlying pro-
jects.36

Assessing the SPPI criterion of such financial 
instruments requires an analysis of the charac-
teristics of the contractually agreed payments 
from the financial asset and thus a ‘look 
through’ to the underlying assets or the  
payments from these assets.37 In assessing 
whether a non-recourse finance product meets 
the SPPI criterion, both the contractual arran-
gements and the finance product’s primary risk 
from an economic perspective are relevant. 
With regard to the primary risk, this may de-
pend on whether the focus is more on asset 
risk or credit risk.

In the case of green revenue bonds38, the con-
tractual cash flows of the financial asset are 
based exclusively on the revenues generated 
by the underlying ‘green’ projects. Conse-
quently, the payments of principal and interest 
are dependent on the success of the ‘green’ 
projects. If the asset risk is in the foreground 
because, for example, the contractual cash 
flows will not be paid if the ‘green’ project is 
not successful and recourse to the issuer is  
not contractually provided for, there may be a 
conflict with the SPPI criterion of IFRS 9. Con-
tractual agreements that provide that project 
proceeds in excess of the agreed principal and 
interest payments are also distributed to the 
investors are also likely to be in violation of 
this criterion.

In the case of green revenue bonds39, the con-
tractual cash flows are based solely on a speci-
fic ‘green’ project. If no right of recourse to the 
issuer and the underlying asset is agreed upon, 
the SPPI criterion is also not fulfilled with re-
gard to these ‘green’ finance products if there 
is primarily an asset risk and this does not re-
sult in cash flows that are solely payments of 
principal and interest on the principal amount 
outstanding. In addition, however, there are  
also green project bonds that provide for a 
right of recourse to the issuer and/or the un-
derlying project. In these cases, the question 
arises again whether the characteristics of a 
‘basic lending arrangement’ are fulfilled and 
consequently whether contractual conditions 
exist that conflict with the contractual cash 
flow requirements of IFRS 9.



ACCOUNTING FOR ‘GREEN’ FINANCING

Contractually linked instruments

An issuer may prioritise payments to holders of 
financial assets by using multiple contractually 
linked instruments to create credit risk concen-
tration (tranches) by allocating defaults to other 
financial instruments first [i.e., subordination 
ranking of tranches]. Green securitised bonds40 
constitute such contractually linked financial  
instruments.

In such cases, several conditions must be met 
cumulatively in order to satisfy the SPPI criteri-
on.41 This firstly requires that the contractual 
terms of the tranche itself (without ‘look-
through’ to the underlying pool of financial in-
struments) establish only principal and interest 
payments on the principal amount outstanding, 
but also an assessment of the underlying pool 
of financial instruments regarding the cash flow 
characteristics set out in IFRS 9.B4.1.23 et seq.. 
Further the exposure to credit risk in the under-
lying pool of financial instruments inherent in 
the tranche has to be compared to the exposure 
to credit risk of the underlying portfolio of fi-
nancial instruments. 

If the underlying pool of financial instruments 
are composed only of non-financial assets (e.g., 
several wind turbines), it will preclude the SPPI 
criterion from being met. However, the under-
lying pool can also consist of financial instru-
ments, e.g., loans financing the construction of 

wind turbines. The assessment of the contractual 
cash flow criteria is also particularly important 
where the underlying pool of financial instru-
ments include instruments with cash flows  
variability due to ESG factors.

The ‘de minimis’ and ‘not genuine’ factors

Besides the general assessment of the materia-
lity of the impact of ESG factors on cash flow 
variability, the question arises as to whether 
the requirements of IFRS 9.B4.1.18 may also be 
applicable. According to this paragraph, neit-
her contractual agreements that can only have 
an extremely minor (de minimis) effect on the 
contractual cash flows from the financial asset 
nor that are to be classified as not genuine are 
relevant in the context of the assessment of 
the cash flow characteristic.

In general, the ‘not genuine’ factor should not be 
relevant for ‘green’ financing. The ‘de minimis’ 
factor, on the other hand, could potentially  
be applicable in individual cases. Taking into 
account the increasing regulation of which 
products may be called ‘green’ at all, and the 
conscious decision of investors in favour of 
‘green’ financial products that also deserve this 
label, it seems increasingly unlikely in the fu-
ture that the contractual linkage with one or 
more ESG factors will only have an extremely 
minor (de minimis) impact on the contractual 
cash flows.
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4.2.2. Measurement

A financial asset that does not meet the SPPI criterion of IFRS 9 must be measured at fair value 
through profit or loss. The requirements of IFRS 13 Fair Value Measurement are applicable for this. 
In the case of ‘green’ financial instruments, among other things, it is necessary to clarify how the 
linkage to one or more ESG factors affects the measurement at fair value and thus also the cate-
gorisation in the fair value hierarchy according to IFRS 13.72 et seq.

Further measurement issues may arise in connection with the determination of expected credit 
losses according to IFRS 9. Depending on the extent to which sustainability factors influence the 
issuer's rating or credit risk, it may be necessary to analyse any effects on the loss allowance to be 
recognised under IFRS 942. Were there to be such an impact, for example, in the case of an ESG-
linked bond that is measured at amortised cost due to the fulfilment of the cash flow characteris-
tic and the business model ‘hold to collect’, a deterioration of the ESG factor underlying the con-
tractual (variable) cash flows would lead to the recognition of a higher loss allowance. In this case, 
it would also be conceivable that the credit risk has increased significantly since initial recognition 
and thus it would no longer be appropriate to measure the loss allowance for the financial asset 
only at an amount equal to 12-month expected credit losses; instead, the expected credit losses 
over the remaining life-time of the financial asset would have to be recognised.
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4.2.3. Disclosures

When accounting for financial instruments, 
both the disclosure requirements specific to  
financial instruments under IFRS 7 and the  
disclosure requirements that may result from 
the general principles for the presentation  
of financial statements under IAS 1 must be  
observed.

According to IFRS 7, there are basically no  
specific requirements for ‘green’ financial  
instruments. The relevant requirements for  
all financial instruments have to be applied. 
However, it should be noted that IFRS 7  
establishes a number of specific disclosure  
requirements for different classes of financial 
instruments. This is relevant for ‘green’ finan-
cing, especially with regard to the disclosures 
on credit risk, so that the disclosures required 
to be published to date must now also be  
presented separately for this class of financial 
instruments. In the case of measurement at 
amortised cost, the fair value of the financial 

instrument must also be disclosed in the notes 
in accordance with IFRS 7.25 et seq.

According to IAS 1, above all the disclosures  
on judgements and estimation uncertainty are 
likely to be relevant. In the case of ‘green’  
financing with a high degree of uncertainty 
(e.g., with regard to the fulfilment of the SPPI 
criterion), it will be necessary to take account 
of users' increased information requirements 
with regard to the assumptions and estimates 
used. This could be the case, for example,  
with non-recourse financing. However, the  
respective design must be assessed on a case-
by-case basis.

In addition, the disclosure requirements of 
IFRS 13 must be observed when determining 
the fair value. Particular attention will have to 
be paid to the categorisation of the financial 
instruments concerned to the three levels of 
the fair value hierarchy.

A brief look at German GAAP

The German GAAP presentation [i.e., pursuant to the German Commercial Code: Handels-
gesetzbuch (HGB)] of ‘green’ financing from the investor perspective is based – as is the 
case under IFRS – on the general requirements for the presentation of (financial) assets in 
the balance sheet43. Depending on the given purpose and thus whether the financial asset is 
intended to serve business operations on a permanent basis, ‘green’ finance products have 
to be classified either as fixed assets or as current assets and accounted for accordingly.44 
Consequently, depending on the individual case, the presentation of ‘green’ finance pro-
ducts is possible within different items on the balance sheet.
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In accordance with § [Article] 253 Abs. [para] 1 Satz [sentence] 1 HGB, initial measurement is 
at acquisition cost. In accordance with the realisation principle these [amounts] may not be 
exceeded in subsequent (re)measurement45. According to § 253 Abs. 3 Satz 5 HGB in the 
case of an expected permanent impairment an unscheduled write-down to a lower fair value 
has to be made for fixed assets; in the case of an expected non-permanent impairment,  
there is a write-down option according to § 253 Abs. 3 Satz 6 HGB. In the case of ‘green’  
current assets, pursuant to § 253 Abs. 4 HGB the strict principle of lower of cost or market 
value applies. According to this [principle], the assets are to be written down to the lower of 
the values resulting from a stock exchange or market price at the balance sheet date or the 
value attributed to them when no stock exchange or market price is available.46 Neither in 
the context of initial nor subsequent (re)valuation are there any specific regulations for the 
accounting of ‘green’ financing in the sense of the principles-based commercial accounting.

In contrast to IFRS47, not only the issuer of, but also the investor in, a ‘green’ financing pro-
duct must assess whether it is a structured financial instrument within which an embedded 
derivative has to be separated and accounted for separately.48In the case of a structured  
financial instrument – which includes both assets of a receivable nature (e.g., amounts due 
from loans and securities) and corresponding liabilities – a host contract is legally linked to 
one or more embedded derivatives.49 In principle, structured financial instruments must be 
accounted for as a single financial instrument. However, in deviation from this principle, 
two instruments are involved if the embedded derivative leads to significantly increased or 
additional (different) risks and opportunities. The derivative must then be separated from 
the host contract and accounted for separately.50 Section 4 presents potential cases for  
application in connection with ‘green’ financing.

The [German] commercial law provisions [German GAAP] do not require separate note  
disclosures for ‘green’ financing, so that the general requirements apply. In addition to the 
disclosures of accounting policies for financial instruments51, § 285 Nr. [nos.] 18, 19 and 20 
and § 314 Abs. 1 Nr. 10, 11 and 12 HGB contain disclosure requirements for certain financial 
instruments that may be relevant for ‘green’ financing in individual cases, depending on 
their structure.

In the management report, ‘green’ financing must also be taken into account in accordance 
with the general requirements.52 The requirements for the group management report are 
further specified53 in [German Accounting Standard] GAS 20, which provides for separate 
reporting on the use of financial instruments. 
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5. ACCOUNTING FOR ‘GREEN’ FINANCING  
FROM AN ISSUER PERSPECTIVE

If a ‘green’ financial instrument is a financial  
liability, it is necessary to assess whether it 
contains an embedded derivative that must  
be separated out and therefore accounted for 
separately. For this purpose, the first step is to 
clarify whether the definition of a derivative 
within the meaning of IFRS 9 is met.

A derivative is a financial instrument or another 
contract within the scope of the standard 
when it demonstrates the following three  
characteristics cumulatively55:

1.  its value changes in response to the change 
in a specified interest rate, financial instru-
ment price, commodity price, exchange rate, 
index of prices or rates, credit rating or credit 
index, or other variable, provided in the case 

of a non-financial variable that the variable 
is not specific to one of the parties to the 
contract (also referred to as ‘underlying’);

2.  it requires no initial net investment or an  
initial net investment that is smaller than 
would be required for other types of contracts 
that would be expected to have a similar  
response to changes in market factors; and

3. it is settled at a future date.

For most of the types of green bonds and 
green loans described in section 2.2., it cannot 
be assumed that the definition of a derivative 
is fulfilled, at least with regard to sustainabili-
ty aspects, because the contractual arrange-
ments usually only provide for the financing of 
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a ‘green’ project, without specifying sustaina-
bility-specific impacts on the agreed cash 
flows.56 However, this may be particularly  
pertinent for ESG-linked bonds, for which the 
interest rates are usually contractually linked 
to a company-specific sustainability factor or 
to the issuer’s sustainability rating and thus 
the value of the bond is also subject to chan-
ges depending on an ‘underlying’. Neverthe-
less, for such a linkage the definition of a deri-
vative cannot be regarded as fulfilled across 
the board, since for the assessment of the first 
criterion mentioned above it is still decisive as 
to whether the sustainability factor represents 
a financial or a non-financial variable of the 
contracting party.

The assessment of the type of variable (i.e.,  
financial vs. non-financial) depends primarily 
on whether the sustainability factors have a 
direct influence on the issuer's credit risk.

If the issuer concludes that the specific sustain-
ability factor linked to the contractual cash 
flows of the financial liability has a direct  

impact on the issuer's credit risk, the sustaina-
bility factor is primarily a component of credit 
risk and therefore qualifies as a financial vari-
able. In this case, the definition of an embed-
ded derivative would be fulfilled. Following on 
from this, IFRS 9.4.3.3 requires an assessment 
of whether the embedded derivative should 
be separated from the host contract. In line 
with the previous conclusion that the sustain-
ability factor has a direct impact on the 
issuer's credit risk, the economic characteris-
tics and risks of the embedded derivative and 
the host contract can be considered as being 
closely related. Therefore, the embedded deri-
vative is not separated.

If the specific sustainability factor linked to the 
contractual cash flows of the financial liability 
has no direct impact on the issuer's credit risk, 
the sustainability factor is a non-financial vari-
able that is also entity specific. It has yet to be 
clarified whether or not such cases of non-fi-
nancial variables that are specific to a contrac-
ting party are excluded from the definition of a 
derivative in the meaning of IFRS 9.57

A brief look at German GAAP

GIn principle, the accounting treatment of ‘green’ financing from the issuer's point of view, 
as for all liabilities, is that these are to be recognised at their settlement amount in ac-
cordance with § 253 Abs. 1 Satz 2 HGB58. If the settlement amount of a liability is higher than 
the issue amount, the difference may be recognised as deferred income in accordance with 
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§ 250 Abs. 3 HGB, which is to be released to income on a pro rata basis. If this option is not 
exercised, the difference is recognised directly as an expense.

With regard to the subsequent (re)measurement the so-called maximum value principle  
applies. According to this principle, the devaluation of a liability below the initially recognised 
settlement amount is not permissible. However, an increase in the liability is required if the 
settlement amount increases. In order to comply with the realisation and imparity principle, 
it may be necessary in the case of ‘green’ financing when the contractually agreed repay-
ment amount depends significantly on the success of the project (e.g., in the case of green 
project bonds) to recognise an amount above the issue amount as a liability. However, this 
is not a special feature of ‘green’ financing, but also applies to other project financing.

The issuer of a ‘green’ financing must check whether an embedded derivative is to be sepa-
rated and accounted for separately. The mere fact that the variability of the interest rate of 
an issued financial instrument is based on the development of ESG factors does not result 
in any accounting peculiarities compared to financial instruments that bear interest at a  
different variable rate. The settlement amount of cash benefit obligations corresponds to 
the non-discounted nominal value.59 Changes in contractually agreed interest payments 
therefore have no impact on the settlement amount of the liability.

In the issuer's management report, the information on the capital structure in accordance 
with GAS 20.81 et seq. is particularly relevant. For further required disclosures in the notes 
and management report, please refer to the comments on commercial law in section 3.
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6.  CONCLUSION AND POSSIBLE SOLUTIONS

For investors the most significant aspect of 
‘green’ financial assets with cash flow variabili-
ty stemming from sustainability factors is the 
assessment of the SPPI criterion in the context 
of the classification according to IFRS 9, since 
this determines whether they are recognised 
at fair value or at amortised cost. On the liabi-
lities side, it is the analysis of ‘green’ financial 
liabilities for existing embedded derivatives 
that have to be separated under certain condi-
tions especially poses challenges to issuers.

The present problems in applying the current 
IFRS to ‘green’ financing probably also stem 
from the fact that ‘green’ financial instruments 
hardly played a role in practice at the time 
IFRS 9 was adopted in 2014 and thus the  
standard setter did not need to address them 
specifically. In the meantime, however, the  
circumstances have changed significantly.  
Instruments that have a contractual linkage 
between cash flows and sustainability factors 
have now arrived within the capital market  
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and are likely to become a widespread means 
of financing in the near future. In the EU, a  
major driver of this development is the political 
will from the ‘Green Deal’.

As presented above, the assessment of the 
SPPI criterion is not free from interpretation 
uncertainty. This impacts all parties involved, 
including the supervisory authorities. Interpre-
tation certainty in regard to this issue is only 
likely to be achieved if the IASB addresses this 
issue and establishes clear requirements, thus 
giving legal certainty specifically for this type 
of financing. A functioning capital market  
requires rules and regulations that are robust 
and clearly comprehensible.60 For example,  
clarifying the basic principle as well as the  
elements of ‘basic lending arrangements’  
according to IFRS 9 would be a comparatively 
simple way for the international standard  
setter to address this. In this context there 
should be a clear statement that certain  
contractual agreements as to sustainability 
factors and the resulting variability of cash 
flows are in line with the basic principle of  
the standard. This should be supplemented by 
corresponding explanations in the application 
guidance to IFRS 9. A number of permissible 
ESG factors could thus be established (e.g., 
with reference to existing ‘green’ taxonomies), 
without of itself resulting in ‘green’ financial  

instruments being measured at fair value 
through profit or loss. This could eliminate  
any unintended accounting consequences, 
which might otherwise stand in the way of  
the political and societal intention to change 
investment behaviour towards sustainable  
products.

In view of the current IASB agenda, in principle 
the upcoming post-implementation review 
(PiR) of IFRS 961 would be suitable for addressing 
this issue and filling the gap in existing regula-
tions. However, in view of the current rapid  
European, but also global developments in this 
area, there is a need to acknowledge that the 
timetable for a possible revision of the standard 
as a result of the PiR is likely to come too late. 
Therefore, it seems desirable in the short term 
for the IASB to include a separate project  
aimed towards a limited amendment of IFRS 9 
in its work plan. In the past the IASB has pro-
ven that it can react at short notice to urgent 
market developments which have an impact  
on accounting (e.g., in the context of the IBOR 
Reform as well as in the introduction of  
clearing central counterparties in derivatives 
trading) and thus contribute to the appropriate 
and consistent application of IFRS. From the 
IDW's point of view, the importance of this  
issue justifies rapid and decisive action on the 
part of the standard setter.
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7. OUTLOOK

 

Taken as a whole, the European efforts to develop a more sustainable economy and society and 
the resulting increasing importance accorded to ‘green’ financing are to be welcomed. The deve-
lopment of an EU-wide taxonomy (in particular providing a clear definition of ‘green activities’), 
the standardisation of disclosure requirements and the creation of an EU Green Bond Standard 
should foster companies’ willingness to issue ‘green’ financing, and, at the same time, especially 
with regard to investors, increase the transparency and comparability of the various products.

The number of issues of ‘green’ financial products is expected to increase further in the coming 
years. Likewise, the diversity and complexity of such products will increase. Therefore, an inten- 
sive discussion as to how to deal with issues concerning the accounting for these novel financial 
instruments is indispensable. In order to achieve the most appropriate and transparent presenta-
tion possible in reporting entities’ financial statements, it is essential that the respective require-
ments of the two sets of standards (IFRS/German GAAP) are interpreted and applied in a sensible 
manner on a case-by-case basis, as there are currently no special regulations at either international 
or national level governing the accounting of ‘green’ financing.

From the point of view of the [German auditing] profession, it is urgently necessary to deal inten-
sively with this new type of financial instruments and their accounting both at the global level 
(IFRS) and at the national level (German GAAP). As far as the international standard setter (IASB) 
in particular is concerned, it would be desirable for a new project to be put on the agenda in the 
short term in order to clarify the issues presented concerning accounting for ‘green’ financing and, 
if necessary, to make adjustments to the respective requirements or their interpretation.
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