Network for Greening the Financial System
Technical document

Sustainable Finance
Market Dynamics:

an overview
March 2021

nks and Supervisors
0 reening the Financial System




NGFS
Technical document

MARCH 2021

This document was prepared by the “Scaling up
Green Finance” workstream of the NGFS, chaired by
Dr Sabine Mauderer from the Deutsche Bundesbank.

This report has been coordinated by the NGFS Secretariat/Banque de France. =
For more details, go to www.ngfs.net BANQUEBEFRANCE | NGFS
and to the NGFS Twitter account @NGFS_, or contact the NGFS Secretariat Secrefariaf
sec.ngfs@banque-france.fr

EUROSYSTEME

NGFS

Central Banks and Supervisors
Network for Greening the Financial System


http://www.ngfs.net
https://twitter.com/ngfs_

Table of Contents

Executive summary 3
1. Introduction 5
2. Climate/sustainability-related disclosure and reporting 6
2.1. Markets for data provision 6
2.2. Alignment of disclosure standards and frameworks 6
2.3. Impact management frameworks 8
3. Integrating climate/sustainability considerations into financial
decision-making 10
3.1. ESG scores and ratings 10
3.2. Climate risk integration 10
4. Capital mobilization 13
4.1. Investor/bank-led initiatives 13
4.2. Developments in sustainable bonds and loans 14
4.3. Developments in ESG indices and exchange traded funds (ETFs) 15
5. Concluding remarks 17
6. References 18
7. Acknowledgements 24

° NGFS REPORT
.. ]



Executive summary

This brief report presents an overview of the market
dynamics for mobilizing sustainable finance. It identifies
three main channels through which financial markets
can help steer the necessary transformation of the real
economy towards higher levels of sustainability:' disclosure,
risk management, and the mobilization of capital.
The report also provides examples of policies, regulations,
and guidance addressed to market participants on these
three topics. Lastly, it contains a set of key takeaways
for further consideration by policymakers and market
participants alike.

Disclosure: Appropriate sustainability disclosures by
financial and non-financial institutions help to identify
exposures to climate, environmental and social risks.
Market participants are becoming increasingly aware of
how sustainability risks and opportunities can impact on
the long-term value of assets and are therefore calling
for better sustainability disclosures. Various sustainable
finance reporting frameworks, standards, and principles
have emerged in recent years to meet this demand.
However, there is still a need to improve the quality,
comparability, and reliability of sustainability disclosures
and reporting on the one hand, and to reduce their cost on
the other. Leading global standard setters have therefore
started to collaborate with a view to establishing a single,
coherent, global sustainability disclosure standard,
aligned with the TCFD recommendations.? Beyond that,
sustainability risks also need to be embedded in global
accounting frameworks. In light of this, the development
of a global set of sustainability reporting standards, as
proposed by the IFRS Foundation Trustees, is encouraging.

Risk management: Financial institutions are increasingly
incorporating climate and sustainability factors into their
risk assessment methodologies and decision-making
processes. The identification of climate and sustainability
risks reinforces the view that these risks are a source of
financial risks and facilitates the adequate pricing of
assets. This incentivizes long term changes in the strategic

orientation of firms and a more efficient allocation of
resources. Asset managers, for example, increasingly
agree that material sustainability risks are part of
their fiduciary duty. Financial institutions, in turn, are
incorporating climate and sustainability factors into their
decision-making processes. They are building internal
sustainability capacities and calling on third parties to
provide sustainability ratings and scores. Furthermore,
banks and institutional investors have started evaluating
physical and transition risks using climate scenario analyses
with support from international organizations. Until such
capacities are fully developed and become mainstream
in financial institutions, the riskiness of polluting assets
will not be fully understood or incorporated into risk and
valuation processes. To address this gap, private data
providers are increasingly offering sustainability data and
scores for firms and sovereigns. Moreover, credit rating
agencies are beginning to incorporate sustainability
risks into their credit ratings and provide specialized
sustainability ratings. However, both ESG data/ratings
providers and credit rating agencies still lack transparency
as to how these risks are fed into their methodologies.

Mobilization of capital: Mobilization of capital towards
environmentally friendly activities and technologies
is supported by disclosure and reporting initiatives,
improved risk management practices, increased demand
for green assets, and opportunities in the low-carbon space
becoming more visible. Evidence that“value investments”
do not necessarily carry lower returns and may even deliver
additional yields is also supporting demand. More and
more investors are seeing sustainability indices perform
just as well as conventional indices and sometimes even
outperform them. In response, the supply of sustainability
indices and ETFs tracking these indices has grown at a
brisker pace of late. Market growth in green/sustainable
bonds and loans, on the other hand, has been further
underpinned by principles and reporting standards.
These aim to address investor concerns about greenwashing
and facilitate comparability. Although green/sustainable

1 For the purposes of this report sustainability is a concept intimately related with climate-related and environmental considerations but that also

includes social and governance aspects commonly referred to as ESG.

2 The Task Force on Climate-related Financial Disclosures (TCFD) has developed recommendations applicable to organizations across sectors and

jurisdictions for the voluntary disclosure of climate-related financial risks.
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bond and loan markets are still relatively small in size,
these instruments can play a transformative role by raising
awareness and boosting accountability and transparency.

Key takeaways: The market developments presented in
this report need to be supported by society, regulators,
and international organizations in order to catalyze
the transition to a low-carbon/sustainable economy.

The report therefore provides key takeaways for further
consideration by policymakers and market participants:

1.

There is a need for financial authorities to support:
(i) global disclosure frameworks and efforts to establish
a comprehensive corporate disclosure standard
aligned with the TCFD recommendations; and (ii) the
development of a global set of sustainability reporting
standards.

. Thereis a need for multinational financial institutions

to adopt and promote global voluntary sustainability

standards and disclosure frameworks in the different
jurisdictions in which they operate.

. There is a need for credit as well as ESG rating

providers to enhance transparency surrounding their
methodologies, disclosing the criteria they use to
assess the materiality of climate and sustainability
factors, the manner in which these are measured
and incorporated into ratings, and the weights they
assign to them.

. There is a need for regulators to require financial

institutions to consider material climate and
sustainability factors as financial factors. Financially
material climate and sustainability factors should be
part of the fiduciary duty of asset managers.

. Thereis a need for national and multilateral development

banks to strengthen their support to mobilize capital
towards green investment projects, particularly in
developing and emerging markets.
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1. Introduction

This report presents an overview of the market dynamics
for mobilizing green and sustainable finance. It comes at
a time of growing international recognition and action
on the risks and opportunities related to climate change
and environmental degradation and of heightened
demand for green assets. Almost all the top ten economies
have committed to net zero emissions by mid-century.
This report highlights the main drivers and challenges for
such mobilization and scale-up, while providing a set of key
takeaways for further consideration by policymakers and
market participants. It focuses on analyzing what progress
has been made to date on greening key market segments
of the financial system - mainly banking, institutional
investment, and capital markets.

The report identifies three main channels that can impact
the real economy. First, consistent, comparable, and reliable
climate and environmentally related disclosure and reporting
nurture higher levels of awareness among reporting firms,
investors, sovereigns and other stakeholders such as
employees, consumers, and society at large. Disclosure
and reporting initiatives supported by banks, investors
and capital markets can shed light on good and bad
environmental, social and governance (ESG) practices and

incentivize long term changes in firms. Second, forward
looking risk assessment methodologies, such as scenario
analysis, enable the integration of climate-related risks
into financial decision-making, leading to less distorted
asset prices and a more efficient allocation of resources.
Third, mobilization of capital towards environmentally friendly
activities and technologies is supported by disclosure and
reporting initiatives, improved risk management practices,
increased demand for green assets, and opportunities in
the low-carbon space becoming more visible by green
taxonomies. The three channels will be covered in each
section of the report.

The report acknowledges the issues arising from the
heterogeneity of green and sustainable finance definitions
and the wide variety of ESG approaches taken by many
investors and financial institutions. In line with previous
NGFS publications, the report specifically addresses
market developments regarding climate-related issues,
while acknowledging that sustainability developments
go beyond climate-related topics. Indeed, some market
participants/initiatives specifically address climate-related
issues, but many others take a broader sustainability
approach.
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2. Climate/sustainability-related disclosure and reporting

Awareness that climate and sustainability factors can
materially impact the financial performance of investments
has spurred demand for data and disclosure associated with
these risks. The private data provider industry is responding
to this mounting demand and leveraging new technologies
to step up the supply of ESG data and ratings for firms and
sovereigns. Voluntary reporting frameworks tailored to
different stakeholder needs have also proliferated. Recent
efforts to achieve further alignment among frameworks
and an emerging consensus among standard setters on
the need for a globally accepted framework are promising.

2.1. Markets for data provision

As investors and other stakeholders recognize the financial
materiality of some ESG factors and the effect that managing
sustainability risks can have on the long-term value of assets,
there has been an increase in interest for climate-related
or ESG disclosures. This uptick in demand for climate and
sustainability data has seen a large private market emerge
to support investors and financial institutions. According
to Environmental Finance (2019), there are some 150 ESG
data providers, although the market has been consolidating
and is dominated by a handful of players. Products offered
include climate data, analytics, advisory services, corporate
and country ESG research and scores, alternative data on
controversies, ESG portfolio monitoring, second opinions
on compliance with bond principles, third-party assurance,
certification and verification, and proxy-voting advisory
services. According to some estimates (Opimas, 2020), annual
spending on ESG data has grown at double-digit rates since
2016 and is expected to reach US$1 billion in 2021. At the
same time, multilateral and international organizations are
also helping to make more ESG data publicly available.?

Climate-related and ESG data providers are benefiting
from the use of technological innovations. Many collect,
analyze and verify environmental data using state-of-the-art
digital technologies such as artificial intelligence, distributed
ledger technology and natural language processing-based
machine learning techniques. Furthermore, data are also
collected from remote sensing devices and satellites.

These technologies offer investors and corporations
additional data and contribute to further transparency but
require additional investments and knowhow. An upcoming
NGFS report by the workstream Bridging the Data Gaps will
analyze the use of new data tools and analytics, to facilitate
data collection and make it more transparent.

2.2. Alignment of disclosure standards
and frameworks

The resulting rise in the availability of climate and
sustainability-related data from third-party data providers
can incentivize firms and sovereigns to increase their own
disclosures, given that it offers them an opportunity to
provide their own narrative when engaging investors and
other stakeholders. If they did not, investors would assess
non-reporting issuers purely on the basis of information
provided by third parties.

The disclosure of “decision useful” ESG information by firms
and other issuers offers many benefits. It is a way to signal
to investors and other stakeholders that they are aware of
climate and sustainability risks and opportunities and take
them seriously. Decision useful disclosures enable financial
markets to understand the environmental footprint and
trajectory of firms, sovereigns and assets. Investors can then
allocate resources accordingly, based on their preferences
and risk tolerance. However, in the absence of consistent,
comparable and reliable disclosures, it is difficult for financial
institutions to make such assessments.

Takeaway 1

There is a need for financial authorities to support:

(i) global disclosure frameworks and efforts to establish a
comprehensive corporate disclosure standard aligned
with the TCFD recommendations;

(i) the development of a global set of sustainability reporting
standards.

The last few years have seen various green and sustainable
finance reporting frameworks, standards, and principles
emerge to cater for different stakeholders. These have

3 Forinstance, the World Bank recently launched its Sovereign ESG Framework and Sovereign ESG Data Portal (https.//datatopics.worldbank.org/esg/).
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been advanced by private and public entities at a global,
regional, and national level. The average number of such
new initiatives has increased more than fivefold over the
last decade (compared to the previous one), according
to analysis from the FC4S Network (UNEP Inquiry and
FC4S, 2020).

The private sector-led Task Force on Climate-related
Financial Disclosures (TCFD) framework is emerging as
the preeminent framework for climate-related disclosures.
Its recommendations on scenario analysis and emphasis
on financial materiality are having a significant impact
on financial institutions and regulators (NGFS, 2020a).
The number of financial institutions supporting the
TCFD framework continues to increase, representing
USS$150 trillion in assets as of September 2020 (TCFD,
2020). However, actual disclosure of the potential financial
impact of climate and sustainability risks on firms'activities
remains low and of varying quality. A small proportion of
the recommended TCFD disclosures are made public and
the information is difficult to compare and verify.* The need
to accelerate TCFD disclosure is likely to be a leading topic
for discussion at the COP26 meetings in 2021.

The large number of standards and disclosure frameworks
for corporate sustainability and climate-related issues,
as well as different definitions and taxonomies for green
assets, makes it difficult to compare the climate-related,
green and sustainability information available to market
participants. This multiplicity of reporting frameworks and
standards can be taxing for firms, some of which end up
reporting under different frameworks. When firms make
information public, they often do so across different reports
(annual reports, sustainability reports and corporate social
responsibility reports), making it difficult to locate.

Leading global voluntary reporting frameworks and
standard setters are increasingly collaborating with
the goal of establishing a single, coherent, global ESG
disclosure and reporting standard, aligned with the TCFD
recommendations. This promising development would,
among other benefits, help firms collect information
once, while providing it to different users. The reporting
frameworks and standard setters that are collaborating
include CDP, the Climate Disclosure Standards Board (CDSB),

the Global Reporting Initiative (GRI), the International
Integrated Reporting Council (IIRC) and the Sustainability
Accounting Standards Board (SASB).> They recently
published a TCFD based sustainability reporting prototype
(CDP et al., 2021).

Takeaway 2

There is a need for multinational financial institutions
to adopt and promote global voluntary sustainability
standards and disclosure frameworks in the different
jurisdictions in which they operate.

The growing importance of sustainability is also
coming to the attention of accounting standard
setting bodies. The initiative launched by the
International Financial Reporting Standards (IFRS)
Foundation to set out a Sustainability Standards Board is
encouraging. The IFRS released a consultation paper in
October 2020 to assess demand for a global sustainability
standard setting board and explore mechanisms to
contribute to the development of such standards to
improve transparency and accountability (IFRS, 2020).
The IFRS has concluded that there is a growing and
urgent demand to improve the global consistency and
comparability in sustainability reporting, as well as the
necessity for the IFRS Foundation to play a role in this
(IFRS, 2021). If the IFRS Foundation trustees propose
sustainability-related financial reporting standards, these
will be distinct from, but conceptually integrated with
the accounting standards developed by the International
Accounting Standards Board (IASB). The International
Federation of Accountants (IFAC, 2020) and International
Organization of Securities Commissions (I0SCO) are
backing this initiative. IOSCO is committed to working
with the IFRS Foundation trustees as they develop a plan
for the establishment of a Sustainability Standards Board
(I0SCO, 2021).

It is important to extend efforts to implement common
and comparable global standards to emerging markets.
By assessing and reporting on risks and opportunities
at the subsidiary level in emerging and less developed
markets, international financial institutions and real

4 The low level of disclosure of climate and sustainability risks by firms is not confined to the TCFD.

5 In November 2020, [IRC and SASB announced they are merging into the “Value Reporting Foundation” (International Integrated Reporting Council, 2020).
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economy firms have an opportunity to help accelerate
the adoption of global voluntary standards through their
own local reporting.

There are no standards for sovereigns to report on climate
and environmental considerations, so investors develop
their own bespoke frameworks for engaging with sovereigns
on these issues. A sovereign reporting framework based
on lessons learned from the voluntary standards and
disclosure frameworks mentioned above could help align
the interests of investors and sovereign issuers and improve
transparency. The World Bank is developing a ‘TCFD for
Sovereigns’ framework and guidance set to be published
later this year (World Bank, 2021).

2.3. Impact management frameworks

On a related note, groups of investors are developing
instruments to help identify sector-specific environmental
and climate performance metrics which could guide investors'

Box 1

portfolio decisions to have an impact on the real economy
(University of Cambridge Institute for Sustainability Leadership,
2019). Some of these instruments are focused on measuring
the alignment of portfolios with the Paris Agreement and the
UN Sustainable Development Goals (SDGs). Examples include
work done by the members of the Impact Management
Project founded in 2016, UNDP’s SDG impact standards for
bond issuers, private equity funds and enterprises of 2020,
and the Operating Principles for Impact Management of the
International Finance Corporation (IFC, 2019). Also, several
tools have been developed to assess the impact of business
operations on biodiversity (Berger et al., 2018).

In response to investor demand for impact measurement
tools, the International Organization for Standardization
(ISO) is developing a standard for assessing and reporting
the climate-related impact of financing activities.
This standard addresses how climate change affects the
value of a firm, and how firms’ activities have an impact
on the climate (double materiality) (2° Investing Initiative,
2017).1SO/FDIS 14097 is due to enter into effect in 2021.

Examples of policies, regulations, and guidance
on disclosure and reporting

The number of green and sustainable finance reporting
and disclosure measures increased from 76 (60 mandatory
and 16 non-mandatory) in 2016 to 98 (77 mandatory and
21 non-mandatory) in 2019 (Green Finance Platform, n.d.).

The most measures were in developed countries and

more prevalent in institutional investment and capital

markets than in banking. Examples include the following:

« the Sustainable Stock Exchanges (SSE) report that as of
March 2021, 56 of the 106-member stock exchanges
had published ESG reporting guidance for their listed
companies. These stock exchanges cover 40,155 listed
companies with US$56.45 trillion in market capitalization
(SSE, n.d.);

« theEuropean Unionimplemented disclosure requirements
covering large non-financial firms as well as a range of
financial institutions, including investment funds, pension
funds, individual portfolio management and investment
advice (European Commission, 2020a, 2020b, 2020c);

«+ the Investor Advisory Committee of the US Securities
and Exchange Commission (SEC) recommends that the
SEC promulgate ESG-specific disclosure policies and
incorporate them into the integrated disclosure regime
(SEC, 2020). At a state level, the State of lllinois issued a
Sustainable Investing Act which requires public funds
to implement sustainable investment policies (lllinois
General Assembly, n.d.);

« the UK Financial Conduct Authority (FCA) requires
commercial firms with a UK premium listing to make
climate-related disclosures, in line with the TCFD
framework, on a“comply or explain” basis, starting in
January 2021. Firms are required to guide investors on
where they can find these disclosures in their annual
reports. The UK government has also targeted a gradual
mandatory adoption of TCFD-aligned disclosures across
the UK economy by 2025 (HM Treasury, 2020);

Y
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Hong Kong’s Green and Sustainable Finance Cross-
Agency Steering Group has announced mandatory
TCFD-aligned disclosure across relevant sectors in
Hong Kong by 2025 (HKMA, 2020a);

China has mandated the reporting of green loan data
and mandatory provisions on reporting and disclosure
of information related to the use of proceeds of green
bonds (Zhang, 2020);

- the Financial Services Authority of Indonesia (OJK)

regulation on sustainable finance requires large and
foreign banks to report annual action plans implementing
the sustainable finance initiative (SBN, 2019); and
South Africa’s King Report on Corporate Governance
recommended that companies’reports be in line with
the International Framework <IR> of the IIRC (Institute
of Directors, Southern Africa, 2016).
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3. Integrating climate/sustainability considerations into financial

decision-making

Financial institutions, responding to the recognition that
some climate-related and sustainability factors are material
and to the demand from stakeholders, are incorporating
these factors into their decision-making processes. This is
reflected by the increase of ESG specialists at global asset
managers. One estimate (Opimas, 2020) shows that the
number of ESG specialists has grown on average by close to
230% between 2017 and 2020 among the top 30 global asset
managers. Nonetheless, it s likely that investors will continue
to rely on external ESG rating providers. This is due to the
unavailability of consistent, comparable, and reliable data,
and because collecting and interpreting such data requires
increasingly specific expertise, capacity, and significant time.
An upcoming NGFS report by the workstream Bridging
the Data Gaps will analyze the availability of comparable
and reliable climate-related data in more depth and
propose solutions.

3.1. ESG scores and ratings

In this fast-moving space, there were already more than
600 ESG ratings (data products) on offerin 2018 (SustainAbility
Institute, 2020). Coverage at major ESG rating providers ranges
between roughly 4,000 and 22,000 firms (Escrig-Olmedo et
al.,, 2019). However, ESG and sustainability ratings still lack
transparency and face methodological challenges. Lack of
consistent, comparable, and reliable data, and differences
in methodologies among providers, including the relative
importance assigned to the’E;’S; and ‘G’ categories of the total
ESG ratings assigned to firms, has led to dispersion and low
correlation of corporate ESG ratings (OECD, 2020).

Responding to the growing demand for ESG data and ratings,
big data providers and credit rating agencies have entered
these markets, mostly through acquisitions of existing
specialized players. Credit rating agencies have also started
to integrate climate-related and ESG risks into their ratings.
However, there is still little clarity about how these risks are
being embedded in the ratings (Climate-Related Market Risk
Subcommittee, 2020). The European Securities and Markets
Authority (ESMA) published guidelines to provide greater
clarity, calling on credit rating agencies issuing a credit

rating or rating outlook to disclose whether ESG factors were
considered key driving factors and to explain why these
ESG factors were material to the credit rating (ESMA, 2019).

Takeaway 3

There is a need for credit as well as ESG rating providers to
enhance transparency surrounding their methodologies,
disclosing the criteria they use to assess the materiality of
climate and sustainability factors, the manner in which
these are measured and incorporated into ratings, and
the weights they assign to them.

In the case of sovereign ESG scores, research by the World
Bank shows that there is a high correlation among scores
generated by major providers, except for the ‘E’ category
(World Bank, 2020). World Bank research also highlights that
one key driver of greater convergence among sovereign ESG
scores versus corporate ESG scores is a strong and statistically
significant relationship between sovereign ESG scores and
a country’s level of wealth. This same research cautions
that, without adjusting data for wealth, the integration of
these scores into investment decision-making may have
the perverse incentives of driving capital away from lower-
income countries and towards wealthier countries, widening
SDG funding gaps (Gratcheva and Emery, 2021).

3.2. Climaterisk integration

Several banks are integrating environmental and social
risk management systems (ESRMS) into their mainstream
credit processes. These systems entail a set of ESG risk
analysis procedures, policies and manuals, including the
categorization of projects according to risk exposure, the use
of exclusion lists, and the use specific tools provided by third
parties. Adoption of the Equator Principles for project finance
by 116 banks in 37 countries is a sign of progress (Equator
Principles, n.d.). A recent update to the principles requires
an assessment of risks related to physical and transition
impacts of climate change for projects with significant
adverse environmental risk. All projects that exceed carbon
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emissions thresholds need to assess transition risks (Equator
Principles, 2020).

Going forward, it is important for risk managers at banks
and institutional investors to have a clear grasp of how
climate-related risks can impact cash flows and financial
results. To this effect, and in line with the Strategy Pillar
of the TCFD recommendations, risk managers at financial
institutions have started applying forward-looking scenario
analysis.® Since 2018, the United Nations Environment
Programme Finance Initiative (UNEP-FI) has developed
a series of TCFD pilot projects for banks, investors, and
insurers to develop practical approaches to evaluating
physical and transition risks using climate scenario analyses.
Pilots have been supported by climate modellers and risk
experts. However, this is not yet a common practice. In
the absence of internal capacities, financial institutions
mostly rely on advisory services. Until such capacities
have been developed and become mainstream at financial
institutions, the riskiness of polluting assets will not be
properly understood or incorporated into risk and valuation
calculations used to underwrite debt and equity. They may
even be underestimated in highly exposed industries,
leaving balance sheets impaired and at risk.

Thereis a growing consensus that the financial materiality of
climate-related and sustainability risks is part of the fiduciary
duty of asset managers.That is the position taken in the Final
Report on Fiduciary Duty in the 215t Century (UNEP-FI,2019a)
and the International Corporate Governance Network Global
Stewardship Principles (ICGN, 2016). Regulators in countries
such as Canada, South Africa, Sweden, and the UK, support
these views and have indicated that non-consideration of
financially material environmental and climate-related risk

factors in investment decision-making could be a violation
of fiduciary duty (PRI, 2017).

Takeaway 4

There is a need for regulators to require financial
institutions to consider material climate and
sustainability factors as financial factors. Financially
material climate and sustainability factors should be
part of the fiduciary duty of asset managers.

About 40% of the members of the Basel Committee on
Banking Supervision have issued, or are in the process
of issuing, more principle-based supervisory guidance
regarding climate-related financial risks (BIS, 2020a).”
Within central banks, reputational risk and a desire to set a
good example are key motivations for adopting Sustainable
and Responsible Investment considerations in their portfolio
management (NGFS, 2020b).

The International Organization of Pension Supervisors
(IOPS) has published non-binding supervisory guidelines
on the integration of ESG factors into the investment
and risk management of pension funds (IOPS, 2019). In a
recent survey of securities regulators by IOSCO, 41% of the
members believed they should get involved in defining
ESG-related risks as financial risks in addition to providing
transparency and avoiding greenwashing (I0SCO, 2020).
The International Association of Insurance Supervisors (IAIS)
recommends that insurance supervisors address the risks
that arise from climate change holistically and consider
physical and transition risks in addition to reputational
risks (1AIS, 2020).

6 The market has also seen the development of some tools that focus on risks associated with transition to a Paris-aligned scenario. These include
scenario analysis by 2DII, the Transition Pathway Initiative (TPI) tool, Carbon Tracker’s 2 Degrees of Separation framework, and GeoAsset (Eccles and

Klimenko, 2019).

7 Responses to the stocktake came from 27 members and observers in total, including the European Central Bank (ECB) and the European Banking

Authority (EBA).
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Box 2

Examples of policies and regulations on risk management

The number of green and sustainable finance-related

measures by authorities in risk management increased

from 17 (7 mandatory and 10 non-mandatory) in 2016

to 40 (11 mandatory and 29 non-mandatory) in 2019

(Green Finance Platform, n.d.). While there is a growing

consensus that these measures should focus on financial

and environmental materiality, many of the regulatory
initiatives addressing risk management are still at a relatively
early stage of development. Examples include the following:

+ the European Central Bank (ECB) in 2020 published a
guide on climate-related and environmental risks for
banks. The guide explains how the ECB expects banks
to prudently manage and transparently disclose such
risks under current prudential rules (ECB, 2020);

« the Insurance Commissioner of California in 2016
issued a call to insurance companies to divest from
coal and required insurance firms with US$100 million
in annual premiums to disclose investments in fossil
fuels (Business Insurance, 2017);

« the United States Commodity Futures Trading
Commission (CFTC) has urged all relevant federal

financial regulatory agencies and the Financial Stability
Oversight Council (FSOC) to incorporate climate-related
risks into their mandates and oversight functions and
to develop a strategy for integrating these risks in their
work (CFTC, 2020);

the UK Prudential Regulation Authority (PRA) issued a
supervisory statement for banks and insurers in 2019
regarding their consideration of climate risk across four
areas: governance arrangements, risk management,
stress testing and scenario analysis, and disclosure
(PRA, 2019);

the German Federal Financial Supervisory Authority
(BaFin) issued a supervisory guidance notice focused
on the management of sustainability risks for financial
institutions (BaFin, 2020); and

the Hong Kong Monetary Authority (HKMA) in 2020
issued guiding principles for banks on climate-
related issues, including governance, strategy, risk
management, and disclosure, and it will conduct pilot
climate risk stress testing for banks to assess the climate
resilience of the sector (HKMA, 2020b).
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4. Capital mobilization

Several factors are contributing to mobilize capital towards
climate-related and social friendly activities and technologies:
improved disclosure and reporting practices; consideration
in decision making of ESG material factors and forward-
looking risk management practices; greater visibility of
sustainable opportunities provided by green taxonomies;
and also important, demand for green assets.

Demand for environmental and sustainable investments
is large and on the increase. Long-term-oriented pension
funds, institutional investors, and retail investors, particularly
millennials, are showing an increasing interest in these
investments. Demand is also being driven by growing evidence
and acknowledgement that“value investments”do not carry
lower returns and may even yield additional returns when
coupled with certain ESG strategies. The supply of green or
sustainable financial products is rising but still insufficient to
meet investor demand. In some countries in particular, there
seems to be a shortage of sustainable investment opportunities.
The supply of sustainable investment opportunities is likely to
pick up once the under-pricing of carbon emissions, short-term
bias in policies, and underestimation of the risk of high-carbon
assets have been corrected.

4.1. Investor/bank-led initiatives

Institutional investors are playing a key role in the mobilization
of green capital. Individually and through associations, they
are increasingly using their influence to accelerate transition
to low carbon corporate business practices. As of February
2021, over 3,300 asset owners and investment managers were
signatories to the Principles for Responsible Investment (PRI)
initiative and their collective assets under management (AUM)
represented US$100 trillion (PRI, 2021). PRI supports its global
network of investor signatories in incorporating ESG factors
into theirinvestment and ownership decisions. At a regional
level, the European Institutional Investors Group on Climate
Change (IIGCC) is a platform for investor collaboration on
climate change with 250 members and €33 trillion in AUM.

Banks are also participating via other initiatives focusing on
green/sustainable capital mobilization. After acknowledging
that the needs and demands of their clients and stakeholders
had shifted, nearly 200 banks joined the Principles for
Responsible Banking (PRB) with a view to aligning portfolios
with the SDGs.2

There are several multi-stakeholder initiatives to
decarbonize portfolios, including: (i) the Net-Zero
Asset Owner Alliance, a group of institutional investors
representing nearly USS$5 trillion in AUM that are
committed to transitioning their investment portfolios
to net zero greenhouse gas emissions by 2050 (UNEP-FI,
2019b); (ii) the Portfolio Decarbonization Coalition (n.d.)
of 32 investors representing over US$800 billion, which
have committed to gradually decarbonize their portfolios;
(iii) the Science Based Targets Initiative, which supports
financial institutions in setting science-based targets and
aligning their lending and investment activities with the
Paris Agreement (Science Based Targets Initiative, n.d.);
(iv) the IGCC's Net Zero Investment Framework launched
in December 2020, which provides recommended
methodologies for investors to assess and implement
alignment of their portfolios towards net zero, in order
to maximize their contribution to decarbonizing the real
economy (IIGCC, n.d.).

Institutional investors have been shifting their shareholding
and engagement approach to green investments. They are
moving from recommending that the firms they invest in
adopt specificaction or policies such as disclosure and risk
oversight to striking up a broader discussion on the impact
of environmental and social risks on a company’s long-term
value. Examples of investor-led organizations focusing on
active ownership include the Climate Action 100+ initiative,
set up by 450 investors with over US$40 trillion in AUM.
Signatories of this initiative have committed to engaging
target companies to strengthen climate-related financial
disclosures, improve governance and curb emissions.
The PRI, through its Active Ownership 2.0 initiative,

8 Eighteen months after signing, banks must report on their impact, how they are implementing the principles, the targets they have set, and the
progress they have made. They are held to account against their commitments through an annual review of their individual progress (UNEP-FI, n.d.).
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supports results-driven investor engagement with firms.?
Announcements'® by some of the biggest asset managers
to take active ownership on ESGissues and climate-related
risks will likely drive stronger climate-related commitments
by investee companies. Despite their promising impact,
these investors led initiatives are mostly reaching large
firms, and therefore their impact on small and medium-
sized entities is limited.

Active ownership is also taking place through the use
of shareholder rights as ESG proxy voting trends show.
According to Morningstar (2020), from 2005 to 2019 the
average support for resolutions addressing environmental
and social issues increased from 10% to nearly 30%.

4.2. Developments in sustainable
bonds and loans

Growth in green/sustainable bonds and loans has
been underpinned by principles and frameworks. Bond
frameworks issued by the International Capital Market
Association (ICMA) include the Green Bond Principles in
2014, updated in 2018 (ICMA, 2018a); the 2018 Sustainable
Bond Guidelines (ICMA, 2018b); and the Sustainability-
Linked Bond Principles (ICMA, 2020). ICMA’s Green Bond
Principles are complemented by the Climate Bond
Standards of the Climate Bonds Initiative, which provide
assurance to bondholders. Together, these address
investor concerns about greenwashing and provide
comparability for compliant bonds. Use of external reviews
(second party opinions) has become a market practice
that provides credibility and value to the label. However,
green and sustainable bonds are also perceived as having
high transaction costs associated with verification and
compliance with principles. As to global loan frameworks,
the Loan Syndications and Trading Association issued
the Green Loan Principles in 2018 (LSTA, 2021) and the
Sustainability Linked Loan Principles in 2019 (LSTA, 2020).

Additionally, there are initiatives for regional and national
green bonds and also to establish green loan principles,
including from developing countries.!!

As of September 2020, the total value of outstanding
green bonds (US$1.06 trillion), sustainability (US$0.12 trillion)
and sustainability-linked bonds (US$0.01 trillion)
was equivalent to 1% of the total bonds outstanding
(BloombergNEF, 2020).1n 2019, listings were concentrated
in Europe (46%), North America (26%) and Asia (20%).
Developing and emerging countries have also been
increasingly active in green/sustainable bond markets.'?
In the context of COVID-19-related volatility, issuance of
green/sustainable bonds rose in the first nine months of
2020. In the case of sustainability/sustainability-linked
bonds, growth rates reached triple digits, albeit from a low
level. Given the relatively small size of green bond markets
and the perceived lack of liquidity in this instrument,
solutions that offer investors the possibility of swapping
green bonds for conventional government bonds provide
liquidity and could help a term structure emerge for green
bonds. One example of this are Germany’s sovereign twin
bonds (German Federal Ministry of Finance, 2019).

Related bond products such as catastrophe bonds (cat
bonds), while not new, could also contribute to green
capital mobilization. Cat bonds can transfer the physical
risk of extreme climate events from an issuer to capital
markets. Mexico has issued sovereign cat bonds to cover
earthquake and hurricane risks. Cumulative issuance of
this type of instrument reached US$135 billion in 2020
(Artemis, 2021). More recent innovative products include
nature performance bonds, created by the Finance for
Biodiversity Initiative in September 2020, which aim at
encouraging developing countries to protect ecosystems
and biodiversity (Finance for Biodiversity, 2020).

It should be noted that a share of green and sustainable
bonds issuance can sometimes result from vanilla bonds

9 TheTransition Pathway Initiative tool is a global initiative in partnership with PRI. It is an open access platform that assesses companies’ preparedness
for transitioning to a low-carbon economy, and can be used as a basis for decision-making and engagement with companies on their progress towards

specific targets (TPI, n.d.).

10 Such as those made by BlackRock (2020), State Street (2020), Vanguard (2019), Amundi (n.d.) and GPIF (2020).

11 Examplesinclude the EU Green Bond Standard (TEG, 2019), Egypt’s Financial Regulatory Authority Green Bond Guidelines 2018 (Financial Regulatory
Authority, n.d.); Japan’s Green Bond Guidelines 2020, Green Loan Guidelines 2020, and Sustainability Linked Loan Guidelines 2020 (Ministry of the
Environment, 2020) and Mexico’s Green Bonds Principles 2018 (Climate Finance Advisory Group, 2018).

12 For example, Bangladesh, Brazil, Colombia, Kenya, Mexico, Mongolia, Morocco, Nigeria, South Africa, and Vietnam have introduced sovereign green
bond frameworks and have engaged in capacity building in financial institutions (SBN, 2019 and IFC, 2019).
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that satisfy green bond principles and can therefore be
relabeled as green bonds. While relabeling like this does not
mobilize additional green investment per se (BIS, 2020b),
it can help meet the increasing market demand for green
assets and be beneficial through a lower cost of funding
when refinancing takes place. More generally, although
the size of green/sustainable bond markets is still small
compared to the overall market, these instruments can play
a transformative role by generating greater accountability
and transparency of their intended impact.

Corporate green bond markets are still dominated by
high-carbon or polluting companies. Thus, investors should
understand how the green projects being funded by a green
bond fit into the companies’ overall transition strategies to
low carbon. To preserve credibility of green bond markets
and ESG investments, it is important that robust standards
are being implemented. Retail investors should take note
that some institutional investors’ climate/sustainability
narratives are not always backed up by the data, and that
some banks’lending to high-carbon/polluting activities
has increased, as evidenced by transparency reports from
stakeholder groups (BankTrack, 2020).

Global volumes of green and sustainability-linked loans
increased from US$38 billion in 2016 to US$232 billion in
2019.1n 2019, loan issuance was concentrated in Europe
(64%) and Asia (20%), with Canada and USA ranking in
third place (15%). Loan issuance took place predominantly
in the corporate sector (86% of the total) (BloombergNEF,
2020). Green securitization can further mobilize green/
sustainable capital. As the U.S. Commodity Futures Trading
Commission notes, “by isolating and allocating climate
risk to investors willing to accept it, [securitization]
may prove to be critically important for financing the
transition” to a low-carbon economy (Climate-Related
Market Risk Subcommittee, 2020).'* According to the
Association for Financial Markets in Europe (AFME),
“green securitization” should be reserved exclusively
for transactions collateralized by green assets, based on
established taxonomies (AFME, 2019). Also, banks with
deep experiencein trading and derivatives products could
support the development of carbon credit and trading

tools to help clients and countries meet their net zero
commitments.™

Takeaway 5

There is a need for national and multilateral development
banks to strengthen their support to mobilize capital towards
green investment projects, particularly in developing and
emerging markets.

Aligning public development banks’ strategies,
investments, and operations with climate objectives
could be a powerful way of redirecting finance flows
(Finance in Common, 2020). Particularly in developing
and emerging markets, mobilization towards climate/
sustainable investments is still constrained. This is mainly
due to a lack of projects, insufficient information related
to their environmental and social impacts, as well as the
potential underestimation of the riskiness of high-carbon
investments. Given the limited capacity and shorter-term
focus of commercial banks, national and multilateral
development banks are well suited to raise support to
mobilize sustainable investment projects (ODI 2020).
Many already have the capacity to analyze sustainable
investment opportunities, provide technical assistance,
offer blended capital market vehicles, and de-risk financing
in the form of risk guarantees. In addition, development
banks can support green securitization as a way of reusing
existing bank capital and unlocking new private green/
sustainable loans.

4.3. Developments in ESG indices
and exchange traded funds (ETFs)

Large index providers have been offering ESG equity
indices since 1990 and ESG fixed-income indices since 2013.
Investors have increasingly noted that ETFs tracking these
indices are performing well and sometimes even better
than conventional indices. The resulting rise in demand
for ETFs that benchmark these indices is a major reason for
the growing variety of ESG indices on offer. These include

13 In addition to traditional asset classes, new asset classes suitable for green securitization could include leases from solar and wind assets, loans for
energy efficiency upgrades, and loans for battery and storage projects (Climate Bonds Initiative, 2017).

14 The development of voluntary carbon markets has been taken up by the Task Force on Scaling Voluntary Carbon Markets, which recently released

a consultation document for scaling voluntary carbon markets (lIF, 2020).
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green and sustainable bond, equity, and transition indices,
as well as indices based on sustainability criteria, and more
recently climate change indices as well. The number of ESG

Box 3

indices rose globally by 40.2% from September 2019 to
September 2020, following a 13.9% increase over a similar
period one year earlier (lIA, 2020).

Examples of policies and regulations on capital mobilization

Green and sustainable finance-related measures in the
field of capital mobilization include, among others,
supervisory guidance on green lending, roadmaps and
protocols for sustainable finance, and regulations on

ESG factors. These increased from 58 (19 mandatory and

39 non-mandatory) in 2016 to 106 (30 mandatory and

76 non-mandatory) in 2019 (Green Finance Platform, n.d.).

Some specific examples include the following:

« the EU in 2019 published a regulation on EU climate
transition benchmarks, EU Paris-aligned benchmarks,
and sustainability-related disclosures for benchmarks
(European Commission, 2019);

« the Bankfor International Settlements in 2019 launched
an open-ended fund for central bank investments
in green bonds, thereby helping them to integrate
environmental sustainability objectives into their
reserve management (BIS, 2019);

Investors that choose ESG ETFs respond to different drivers:
general strategies to mitigate risks and enhance returns,
identify the best performing companies or leaders in
a specific industry, or focus on particular sustainability
themes (i.e. low carbon). ESG ETFs are quickly becoming
a mainstream investment product. Investment in ETFs
grew by 157% from 2018 to 2019 (from US$22.1 billion to
US$56.8 billion) (Indexology Blog, 2020). Increased
transparency surrounding ESG index methodologies,
data that are comparable, consistent, and reliable, as well
robust support from independent ESG index providers are
conditions for a massive uptake of this asset class.

« the Reserve Bank of India in 2019 revised its guidelines
on priority sector lending. These guidelines define the
renewable energy sector as a priority lending sector
(Reserve Bank of India, 2019);

« the Monetary Authority of Singapore in 2019 launched a
US$2 billion green investments program to invest in public
market investment strategies with a strong green focus.
This is part of MAS'Green Finance Action Plan to broaden
green financing solutions and markets (MAS, 2019);

« Luxembourg in 2018 established a legal framework
for green covered bonds to finance renewable energy
generation (Journal Officiel du Grand-Duché de
Luxembourg, 2020); and

« Bank Negara Malaysia, together with the financial
industry, in 2020 introduced an ESG impact assessment
framework for renewable energy, energy efficiency
and palm oil sectors to facilitate financial flows (Bank
Negara Malaysia, 2020).

This chapter has described promising financial developments
that contribute to the mobilization of sustainable capital.
These developments, however, are not sufficient to mobilize
capital at the scale needed. In the absence of a price of
carbon that reflects its social cost, some polluting assets
will continue to be utilized even where it is economically
efficient to switch towards greener assets. The insufficient
substitution of inefficient polluting assets limits the supply
of green investment opportunities and could also explain
the mismatch between the supply and demand for green
investments.
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5. Concluding remarks

This report examines key financial market developments
that can help transition the real economy in line with the net
zero emission targets that are increasingly being adopted
by countries. The structural transformation of economies
needed to meet these ambitious targets represents a
massive investment opportunity for the global financial
system.

This report identified three developments in financial
markets that are critical to support this transformation.

First, environmental and climate-related disclosure by
financial and non-financial institutions is increasing at
pace.This development is being driven by both voluntary
and mandatory standards and disclosure frameworks.
The emergence of impact measurement frameworks
and tools to measure and align portfolios with the Paris
Agreement is helping to identify environmental and climate-
related performance metrics and the impact of investments
on the real economy.

Second, financial institutions are incorporating
climate-related and sustainability factors into their
decision-making processes. This comes in response to
the increasing relevance of climate-related risks, new
forward-looking risk methodologies, voluntary and
mandatory environmental risk disclosures, and calls
from retail investors, shareholders, employees, and other
stakeholders. This trend is being supported by large ESG
data and rating providers. Credit rating agencies have
also begun to embed climate-related risks in their rating
methods.

Third, financial institutions are moving to support the
transition to low-carbon corporate business practices.
Institutional investors, individually and through associations,
are playing a key role in the mobilization of green capital,
increasingly using their influence. Attractive sustainable
investment opportunities and a better understanding
of the risks of polluting investments are supporting
mobilization. Central banks and supervisors can reinforce
these developments by endorsing climate-related/ESG
reporting and accounting standards while continuing to
promote tools and methodologies for risk assessment.

While climate-related/ESG developments in information
reporting, risk management and products innovation are
promising, much needs to be done. Initiatives such as the
COP26 Private Finance Initiative can play an important role
in accelerating these developments. The UK and Italian
governments, in setting up this initiative, have identified
a number of priority areas, most of which are addressed
in this report: reporting, risk management, returns, and
mobilization (Carney, 2020).

Going forward, carbon emissions need to reflect their true
costs to society. This will enable financial markets to mobilize
resources ata scale thatis needed to achieve net zero emissions
by mid-century. Otherwise, forward-looking transition risks
as well as physical risks could be underestimated, delaying
even further the required replacement of inefficient polluting
assets by greener efficient assets. Ultimately, the goal of
society, regulators, and international organizations should
be for financial markets to foster the transformation of the
global economy towards net zero emissions.
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