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POLICY BRIEF - SCALING UP SUSTAINABLE FINANCE TO ENABLE SUSTAINABLE ECONOMIC RECOVERIES

Abstract

To enable sustainable recoveries from Covid-19 and meet the goals set out in the Paris agreement and in
the Agenda 2030 for Sustainable Development, the global financial system needs to be rewired. Finance
needs to properly account for sustainability risks and impacts, and it needs to be aligned with
internationally agreed sustainability goals. To scale up sustainable finance and align all financial flows
with climate and sustainability goals, this policy brief makes ten recommendations for the G7: (1)
Intensify efforts to develop, align and implement science-based sustainable finance taxonomies across
the G7. (2) Make disclosures of climate-related risks and opportunities mandatory for all publicly quoted
companies, large private companies, and supervised financial institutions and introduce a harmonised
standard across the G7. (3) Make the publication of net-zero transition plans mandatory for all publicly
quoted companies, large private companies, and supervised financial institutions. (4) Introduce and
advance mandatory climate stress testing. (5) Adjust prudential frameworks to account for climate-
related and other environmental risks. (6) Decarbonise the portfolios and operations of all public
financial institutions and central banks. (7) Enhance the role of national development banks (NDBs) and
explore options for creating new NDBs to scale up financing for the SDGs. (8) Harness the potential of
digital finance to scale up sustainable finance and investment and strengthen citizen-centric finance. (9)
Promote the issuance of sustainability-linked and just transition bonds. (10) Scale-up sustainable and

climate finance for developing countries.
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POLICY BRIEF - SCALING UP SUSTAINABLE FINANCE TO ENABLE SUSTAINABLE ECONOMIC RECOVERIES

Challenge

Germany’s G7 presidency has made coordinated and ambitious climate action its central priority. Besides
carbon pricing, the Finance Track is focusing on international climate finance, sustainable financing to
conserve biodiversity, and strengthening sustainable finance in the international financial system (G7
Germany 2022). The economic shock caused by the Covid-19 pandemic and the resulting fiscal challenges
threaten to set back the climate and sustainability agendas. To enable sustainable recoveries from Covid-19
and meet the goals set out in the Paris agreement and in the Agenda 2030 for Sustainable Development,
the global financial system needs to be rewired. Finance needs to properly account for sustainability risks

and impacts, and it needs to be aligned with internationally agreed sustainability goals.

One the one hand, there is an urgent need to massively scale up sustainable finance through investment in
climate-resilient infrastructure, low-carbon technologies, and other areas to achieve the SDGs and a just
transition. For instance, the International Renewable Energy Agency estimates that USS5.7tn in annual
investment is needed every year until 2030 for solar, wind and other forms of clean power to ensure that

global warming does not exceed “dangerous thresholds” (IRENA 2022).

On the other hand, the financial system needs to stop financing companies that engage in harmful activities
that worsen environmental degradation and the climate crisis, and undermine the achievement of the
internationally agreed sustainability goals. Although the importance of environmental, social and
governance (ESG) risks has been widely recognised and ESG investments have bourgeoned, there is a
prevalent problem in finance with “greenwashing”, i.e., the practice of providing misleading claims of the
supposed environmental impact of financial asset. Moreover, while a growing number of financial
institutions have pledged to align their portfolios with “net-zero”, finance continues to flow into areas that
are clearly undermining the climate goals. In 2021, major global banks provided US$742bn in financing to
coal, oil and gas companies (RAN 2022). Since the signing of the Paris Agreement in 2016, the world’s 60
largest banks have provided a total of US$4.6tn to financing fossil fuels. Global financial institutions also
continue to fund activities that drive deforestation and land-use change, major sources of global carbon
emissions and important drivers of biodiversity loss. Between March 2015 and October 2020, 150 financial
institutions provided around USS5.5 trillion of capital to the 350 companies with the greatest exposure to
tropical deforestation (Forest 500 2022). Many of the financial institutions funding fossil fuel exploitation or

deforestation globally are headquartered in G7 countries.

While the volumes of green and sustainable lending and investment have increased substantially over
recent years, financial markets are far from being aligned with climate and sustainability goals. As
highlighted in the G20 Sustainable Finance Roadmap, agreed by the G20 under the Italian Presidency, the
emerging rules, frameworks and architecture for sustainable finance are fragmented and need to be
internationally better aligned to increase the integrity of markets (G20 SFGW 2021). Empirical evidence
suggests that banks increase their cross-border lending in response to higher climate policy stringency in
their home countries (Benincasa et al. 2021). It is hence important that G7 countries not only work towards

a global consensus for basic sustainable banking and finance standards, taxonomies and regulations, but
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POLICY BRIEF - SCALING UP SUSTAINABLE FINANCE TO ENABLE SUSTAINABLE ECONOMIC RECOVERIES

also make sure that their domestic sustainability standards apply to overseas financing activities of

domestic financial institutions.

Proposals

To scale up sustainable finance and align all financial flows with climate and sustainability goals, we

propose that the G7 take the following ten actions:

1. Intensify efforts to develop, align and implement science-based sustainable finance taxonomies across
the G7. In all G7 countries except the United States, green taxonomy regulations or guidance are already in
place (EU member countries and Japan) or currently under development (Canada and the United
Kingdom).! The EU and China have been leading efforts in harmonising taxonomies through the
International Platform on Sustainable Finance (IPSF), whose membership includes also Canada, Japan and
the United Kingdom. The IPSF is currently developing a green Common Ground Taxonomy — a uniform basic
taxonomy that offers a methodology for comparing taxonomies in various jurisdictions. Currently, this
taxonomy is focussed on a comparison of the EU and the Chinese green taxonomies. The Common Ground
Taxonomy constitutes a meaningful step towards aligning standards for sustainable finance and is in
accordance with other international fora and their roadmaps, including the roadmap of the G20 Working
Group on Sustainable Finance. The G7 should support the Common Ground Taxonomy and constructively
engage in further developing the methodology and expanding this taxonomy to new sectors. Moreover, the
G7 should work towards developing a dirty taxonomy, a defined classification and list of high-emission or
otherwise harmful economic activities. The identification of high-risk assets could be a useful approach for
sustainable finance policymakers to identify, reduce and mitigate the risks of environmentally harmful

investments.

2. Make disclosures of climate-related risks and opportunities mandatory for all publicly quoted
companies, large private companies, and supervised financial institutions and introduce a harmonised
standard across the G7. Canada, the EU, Japan, and the UK have already started to make sustainability- or
climate-related financial disclosure requirements mandatory for parts of the corporate sector, or
announced to do so, while in the US the Securities and Exchange Commission has recently revealed a
proposal to require that public companies disclose climate-related information (Table 1). The G7 should
seek agreement to make disclosures of climate-related risks and opportunities mandatory for all publicly
guoted companies, large private companies, and financial institutions, in line with the recommendations of
the Taskforce on Climate-related Financial Disclosures (TCFD). The G7’s financial authorities should also
issue clear and harmonised guidelines regarding the use of metrics for disclosures. Disclosure requirements
should be enhanced to include disclosures of nature-related risks once the recommendations of the
Taskforce on Nature-related Financial Disclosures (TNFD) are released in 2023. In this context, the G7

authorities should also engage with private sector initiatives seeking to create a global baseline for

L For an overview of global green taxonomy development see Xu et al. (2022).
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POLICY BRIEF - SCALING UP SUSTAINABLE FINANCE TO ENABLE SUSTAINABLE ECONOMIC RECOVERIES

sustainability disclosure standards and to improve the consistency, comparability and reliability of

reporting, including the recently formed International Sustainability Standards Board.

Planned or enacted regulation

Date
announced
/ adopted

Enforceable

Applicable to

enhance and standardise climate-
related disclosures for investors

Canada [The Office of the Superintendent of April 2022 Starting in 2024 All federally regulated financial institutions
Financial Institutions will consult
federally regulated financial
institutions on climate disclosure
guidelines in 2022
European Union Sustainable Finance Disclosure December March 2021 /Asset managers and pension providers offering
Regulation 2019 investment products, and financial advisers
Proposal for a Corporate Sustainability April 2021 Under All large companies (2 out of 3 criteria met) with
Reporting Directive negotiation, revenues > EUR 40 million, total assets > EUR 20
expected to million, or > 250 employees; all companies with
apply from listed securities on EU-regulated markets, except
Uanuary 2024 micro-undertakings. Listed small and medium-
sized enterprises benefit from +3 years for
implementation.
France Article 173-VI (for investors) and IAugust June 2017 Investors with a balance sheet of above €500
Article 173-IV (for companies) of 2015 million and listed companies
France’s Law on Energy Transition for
Green Growth
Japan [The Financial Services Agency and the March April 2022 Initially for companies listed on the prime
[Tokyo Stock Exchange are expected to 2020 market, but then expanding to cover all
revise the Corporate Governance icompanies that submit annual securities reports.
Code to enhance climate disclosures
of companies listed on the prime
market.
United Kingdom Climate-related reporting November December 2021 Premium listed companies, issuers of standard
requirements by the Financial Conduct 2020 listed shares and global depositary receipts,
Authority asset managers, life insurers, and FCA-regulated
pension providers.
Companies (Strategic Report) January IApril 2022 /All Relevant Public Interest Entities (UK
(Climate-related Financial Disclosure) 2022 companies that have more than 500 employees
Regulations 2022 and the Limited and have either transferable securities admitted
Liability Partnerships (Climate-related to trading on a UK regulated market or are
Financial Disclosure) Regulations 2022 banking companies or insurance companies); UK
registered companies with securities admitted to
the Alternative Investment Market with more
than 500 employees; UK registered companies
not included in the categories above, which have
more than 500 employees and a turnover of
more than £500m; large Limited Liability
Partnerships (LLPs) which are not traded or
banking LLPs and have more than 500 employees
and a turnover of more than £500m and; traded
or banking LLPs which have more than 500
employees.
United States [The US The Securities and Exchange March Proposed to be IAll companies (including foreign companies)
Commission proposed rules to 2022 phased in during publicly traded in the US.

fiscal year 2023
for inclusion in
the annual
report to be filed

in 2024

Table 1: Overview of G7 disclosure standards and initiatives.

Source: Compiled with information from national authorities and the European Commission.

3. Make the publication of net-zero transition plans mandatory for all publicly quoted companies, large

private companies, and supervised financial institutions. Transition plans for financial and non-financial

institutions are increasingly seen as an important forward-looking instrument to assess alignment and

transition risks and deliver policy goals to reach net-zero emissions before 2050. The UK Government is

requiring large companies and certain financial sector firms to publish a transition plan from 2023.

Mandatory transition plans have also been proposed for large EU corporates as part of the expanded

Corporate Sustainability Reporting Directive put forward by the European Commission in April 2021. To
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POLICY BRIEF - SCALING UP SUSTAINABLE FINANCE TO ENABLE SUSTAINABLE ECONOMIC RECOVERIES

overcome key prudential risk assessment challenges, leading European supervisors have called for a
requirement for banks to publish transitions plans that could be assessed by supervisors, potentially also
leading to a capital add-on in case of a misalignment with the EU’s climate policy target of net-zero by 2050
(Elderson 2021, Villeroy de Galhau 2022). The G7 should agree to make net-zero transition plans mandatory
for all publicly quoted companies, large private companies, and supervised financial institutions and

explore the role of supervisors in their design and assessment.

4. Introduce and advance mandatory climate stress testing. Climate stress test are a powerful tool to
assess the largest direct and indirect losses for financial institutions conditioned to climate scenarios, and
to assess under which conditions financial institutions can absorb or amplify risk (Battiston and
Monasterolo 2022). Central banks and supervisors in all G7 countries have started working on climate
stress tests to evaluate both short-term and long-term climate risks for individual financial institutions and
at the level of the financial system (e.g., Allen et al. 2020, ECB 2021, EIOPA 2021). Many supervisors have
built on the development of supervisory climate scenarios co-developed by the Network of Central Banks
and Supervisors for Greening the Financial System (NGFS) with an expert group of climate scientists and
economists. However, the current generation of supervisory scenarios still neglects the role of finance and
its complexity. Recent research showed that accounting for investors’ expectations and how investors
adjust risk pricing when those expectations change, can change the orderly and disorderly transition
trajectories considerably, leading to market instability and insufficient allocation of capital to low-carbon
investments, thus making the difference between achieving or failing the low-carbon transition (Battiston
et al. 2021). It is therefore necessary to enhance current NGFS climate scenarios to capture the missing
feedback from financial actors’ expectations to firms’ investment decisions and scenarios, to properly
assess climate financial risks and opportunities (Gourdel et al. 2021). Importantly, the G7 financial
supervisors should make climate stress tests mandatory for all financial institutions. Moreover, financial

supervisors should conduct regular stress tests of the financial system at large.

5. Adjust prudential frameworks to account for climate-related and other environmental risks. Climate
and other environmental risks need to be properly reflected in prudential frameworks. Because the analysis
of climate-related financial risks is complex and complicated by data gaps and imperfect metrics,
supervisors have understandably hesitated to adjust capital requirements or other regulatory instruments.
However, given the urgency to mitigate the major risks not only for individual financial institutions but also
the financial system and economy at large, regulators should address stranded asset risks from fossil fuel
exposures that are straightforward to identify. Whilst continuing to work on more sophisticated risk
assessment methodologies, G7 supervisors should agree to introduce stricter capital requirements for
carbon-intensive lending as systemic risk buffers (Dafermos and Nikolaidi 2021) and explore the
implications of the proposal for ‘one-for-one’ capital requirements for financial institutions funding new
fossil-fuel projects (Philipponnat 2020, Lallemand 2021). Such a one-for-one standard was recommended
by the Basel Committee on Banking Supervision (2021) for certain cryptocurrencies’ exposures and is fully

in line with established supervisory practices.
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6. Decarbonise the portfolios and operations of all public financial institutions and central banks. Public
financial institutions should lead by example when it comes to supporting the scaling up of green finance
and aligning their portfolios with the net-zero transition. However, for the time being, many publicly owned
financial institutions, including export credit agencies and state-owned banks, continue to finance high-
emission activities (Macquarie et al. 2020). Moreover, G7 central banks have shown a carbon bias in their
policy portfolios (Matikainen et al. 2017, Dafermos et al. 2020, Schoenmaker 2021). G7 governments
should request all public financial institutions in G7 countries to align their lending and/or investment
portfolios with net-zero pathways, exclude the financing of new carbon-intensive projects, and provide no
new funding to large corporations that have no credible net-zero transition plan. G7 governments should

also urge multilateral development banks to do the same.

7. Enhance the role of national development banks (NDBs) and explore options for creating new NDBs to
scale up financing for the SDGs. NDBs can play an important role in advancing a just transition to a low-
carbon, climate-resilient economy and in financing the SDGs as financiers of low-carbon, climate-resilient
infrastructure investment, as mobilisers of external finance, as pipeline developers that can identify and
develop bankable projects and/or invest in demonstration projects and new technologies that prove
commercial viability, and as policy influencers that can help shape broad and specific policy frameworks to
encourage and channel private investment to LCCR infrastructure (Griffith-Jones et al. 2020). The G7 should
increase the capital of existing NDBs and update their missions with the goal of supporting a just, net-zero
transition. The G7 should also explore options for creating new NDBs in order ramp up climate and SDG

finance.

8. Harness the potential of digital finance to scale up sustainable finance and investment and strengthen
citizen-centric finance. Numerous barriers limit the mobilisation of sustainable finance, including data gaps
and challenges in quantifying risks and impacts. Digital technologies (including big data, artificial
intelligence, mobile platforms, and distributed ledger technologies, 10T, and earth observation
technologies) can help to address the barriers that limit the scalability of sustainable finance. Digital finance
can also help to promote goals such as financial inclusion and energy justice, both of which are key issues in
achieving a just transition. Central banks, supervisors and policymakers can assume the role of digital data
infrastructure enablers and developers to enhance the ability of digital technologies to help the
mainstreaming and scaling up of sustainable finance (Dikau et al. 2022). Working with market participants,
they can build digital infrastructures to unlock access to standardised, quantified and comparable
sustainability data; and support the development of digital infrastructure for disclosure data as well as for
sourcing and aggregating data directly from the real-economy (Dikau et al. 2022). G7 central banks and
supervisors should work with the Bank for International Settlements’ Innovation Hub and market
participants to foster digital sustainable finance solutions for fostering inclusion and innovation in the real
economy by broadening sustainability choices and providing new sources of finance, not least to micro,
small and medium enterprises. G7 central banks and supervisors should also work with public and private
financial institutions to advance innovative fintech solutions to scale up sustainable investment and novel

approaches of citizen-centric finance (DFTF 2020, Chen and Volz 2022).
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9. Promote the issuance of sustainability-linked and just transition bonds. To deal with the potentially
large distributive effects of structural economic changes affecting employment and livelihoods associated
with a transition away from fossil fuels and cascading climate risks and spillovers, governments need to
proactively support a just transition. To finance such policies, G7 governments should issue sovereign just
transition bonds — sovereign bonds whose proceeds are ring-fenced for activities that support a just
transition (Robins 2020). This would not only raise funds for governments to finance targeted investments
supporting structural change and new employment opportunities in regions affected by the
decarbonisation of the economy. It would also have an important signalling effect across the financial
system on the significance of the just transition (Robins 2020). The SDG-linked sovereign bond issued by the
Mexican government in 2020 to raise funds for the country’s most vulnerable municipalities (1ISD 2020) is a
good example. G7 governments should also consider the issuance of sovereign sustainability-linked bonds,

following the recent example of Chile.

10. Scale-up sustainable and climate finance for developing countries. Developing and emerging
economies have enormous investment needs in climate adaptation and mitigation, and other areas to
attain better and more inclusive economic, social, and environmental conditions. Before Covid-19, the UN
estimated that developing countries were facing an annual financing shortfall of USS2.5 trillion for
advancing the Sustainable Development Goals. The pandemic and the effects of the Russian invasion in
Ukraine on global food and commodity prices have widened this financing gap for many countries, while
limiting their ability to raise public and private capital. There is an urgent need to scale up financing for
development, and to make sure that all financial flows are aligned with climate and other sustainability
goals. Critically, all G7 members need to fulfil their development and climate finance commitments. In
terms of climate finance, the G7 should go beyond the USS$100 billion annually committed and live up to
their historical responsibilities to address loss and damage in the Global South. To this end, they should
provide additional funding to a newly established a Loss and Damage Facility as proposed by the G77 and
China at COP26 in Glasgow. Moreover, all G7 countries should commit to donating all Special Drawing
Rights (SDRs) they have received from the International Monetary Fund’s historic $650 billion allocation in
August 2021 either to multilateral development banks or other prescribed holders of SDRs so they can be
used to finance sustainable development and climate action. Last but not least, G7 countries should also
work with China, other G20 countries and groups of debtor countries on an ambitious scheme for sovereign
debt relief from private and public creditors for all countries that need it to provide the basis for green and

inclusive recoveries (Volz et al. 2022).

Implementation

As the G7 comprises major key players in global finance, it provides an important platform for advancing
the sustainable finance agenda and working towards a global governance architecture for sustainable
finance with standards and regulations that are grounded in science. While most of the proposed actions
can be taken unilaterally by individual G7 countries, a collective approach would be desirable in order to
establish international standards for disclosures, taxonomies and regulatory practices to combat

greenwashing, better mitigate risks and scale up sustainable finance. All G7 members are also members of

. V£
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POLICY BRIEF - SCALING UP SUSTAINABLE FINANCE TO ENABLE SUSTAINABLE ECONOMIC RECOVERIES

the G20 Sustainable Finance Working Group (SFWG) and as such should seek to raise the SFWG’s ambitions
and advance discussion on the proposed actions at the G20 level. The G20 Sustainable Finance Roadmap
(G20 SFWG 2021) is promoting a rather narrow risk-based approach and is placing too much emphasis on
market forces to adequately price climate and environmental risks. While establishing common standards
through harmonised taxonomies is fundamental, and enhancing transparency through disclosures and
stress tests is crucial, a more proactive regulatory approach by policy makers and supervisors is needed to
align finance with climate and sustainability goals. The G7 — or at least a subgroup of G7 countries — should
seek to raise the ambition of the G20 SFWG to not only scale up sustainable finance and investment, but
also rule out the financing of harmful activities that undermine the achievement of the Paris climate goals

and thereby threaten global prosperity.
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