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Across the world, a growing number of governments, regulators, standard-setters and
market actors are starting to incorporate sustainability factors into the rules that
govern the financial system. The Inquiry was established in January 2014 to understand
this fast-moving trend and to produce a set of policy options to advance good practice. Our
work with a range of partners including central banks, financial institutions and international
organisations has highlighted a diversity of catalysts and approaches across banking, capital
markets, insurance and investment. In Brazil, integrating environmental and social factors
into risk management is becoming viewed as a way of strengthening the resilience of the
financial system. Better disclosure of environmental and social performance - for example
through stock market and securities’ requirements in Singapore and South Africa - is now
seen as necessary to deliver market efficiency. And to serve lasting value creation in the real
economy, work is underway to upgrade the effectiveness of the financial system, exemplified in the emergence of new principles, standards and incentives for the fast-moving ‘green
bond’ market.
2015 looks set to intensify this process as governments converge to agree a global
framework for financing sustainable development. Critical steps include the Financing
for Development conference in July, the launch of the new UN Sustainable Development
Goals in September and the finalization of the UN Climate Change Conference in Paris.
Across the Inquiry’s work at both the country and international levels, harnessing the financial system to deliver climate security has emerged as a key cross-cutting issue. As a result,
we are focusing this document – the Inquiry’s fourth progress report – on financial reforms
that can reduce the risks of high carbon assets, scale up capital for the low-carbon transition
and invest in protecting economies from natural disasters and climate shocks.
The costs of high carbon growth include severe health impacts and disruption to infrastructure, water and food security, all contributing to increasing market volatility,
as well as livelihood and economic impacts, particularly in developing countries. In
Kenya, for example, existing climate variability is already costing 2.4 per cent of GDP per
year. In essence, market and policy failures have resulted in the structural mispricing of
climate risks, exacerbated by short-termism, misaligned incentives and information asymmetries. This damage is expected to deepen - and risks becoming unmanageable if emissions
of greenhouse gases are not reduced to net zero levels between 2055 and 2070.
A comprehensive approach to financing this transition is required. Stronger action is
needed to drive the demand for green finance – for example, through carbon pricing and
incentives for clean energy. Public finance will also be crucial but can only provide a portion
of the capital required nationally and internationally. In China, annual investment in green
industry could reach US$320 billion in the next five years, with public finance estimated to
provide no more than 10 to 15 percent of the total. To address this challenge, a task force,
co-convened by the People’s Bank of China and the Inquiry, has recently published a comprehensive set of recommendations for establishing China’s ‘green financial system’.
Our findings point to a new way of thinking and practice that is taking shape. The task for
those charged with governing the financial system is to enable the orderly transition from
high- to low-carbon investments and also from vulnerable to resilient assets. This transition
is already underway – for example, with global investments in renewable energy growing 17%
in 2014, so that clean energy now makes up nearly half of net power capacity added worldwide. But the financial needs of low-carbon and resilient economy go far beyond renewables
and require a system-wide response. As with all financial shifts, this is generating a set of
transition risks for incumbent assets – risks that are not reflected in conventional models for
delivering financial stability and so hold out the prospect of stranded assets.
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Placing the financing challenge around climate change within the broader context of the green economy
and sustainable development is essential to mobilise the trillions that are needed. Drawing from the array
of policy innovations at the country level, we have identified a set of measures that can make climate security
part of the overall performance framework of a sustainable financial system. These covers risk, capital mobilization, transparency and culture. Each country will need to decide how these options relate to its financial
system and the priorities for action.

A. Expand the scope of risk
management

B. Enable the orderly
reallocation of capital

C. Make transparency
systemic

D. Strengthen financial
culture

1. Banking: Place longterm sustainability and
climate factors in risk
management systems and
prudential approaches for
lending and capital market
operations (‘green credit’)

5. Capital Markets:
Upgrade debt and equity
capital markets through
standards, regulatory
refinement, indices, enhanced analysis and fiscal
incentives

8. Corporations: Ensure
that corporations and
issuers of securities
publicly report on critical
sustainability and climate
factors to investors and
other stakeholders

10. Capabilities: Build capabilities among financial
professionals and regulators on sustainability and
climate factors

2. Investment: Ensure that
institutional investors
(including pension funds)
manage long-term climate
factors as part of core risk,
fiduciary and other investment obligations

6. Green Banks: Establish
green investment banks to
strengthen the structure
of the financial system and
crowd in private capital

9. Financial institutions:
Enhance disclosure by
financial institutions on allocations to green assets,
climate performance and
exposure to risk, as well as
integration in investment
analysis

3. Insurance: Integrate
long-term climate factors
into wider insurance
frameworks for inclusion,
solvency, underwriting
and investment

7. Central Banks: Review
monetary operations
including collateral, refinancing, asset purchases
and others to incorporate
green finance and climate
assets

4. Stress Testing: Across
financial sectors and
markets, develop scenario
based tools to enable a
better understanding
of the impacts of future
climate shocks on assets,
institutions and systems

CULTURE
10. CAPABILITIES
11. INCENTIVES

11. Incentives: Link remuneration, compensation
and broader incentive
structures with sustainable value creation over
the long-term

RISK
1. BANKING
2. INVESTMENT
3. INSURANCE
4. STRESS TESTING

ROADMAPS

CAPITAL
5. CAPITAL MARKETS
6. GREEN BANKS
7. CENTRAL BANKS

TRANSPARENCY
8. CORPORATIONS
9. FINANCIAL
INSTITUTIONS
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Policies to improve risk management and prudential approaches by
banks, insurance companies and institutional investors are key. Examples
include work by state insurance commissioners in the USA to improve disclosure of climate factors and a review of climate implications for the insurance
sector being conducted by the Bank of England’s Prudential Regulatory
Authority. A range of policy tools is also available to mobilise capital. Beyond
‘green bonds’, the Inquiry’s work in India has highlighted considerable scope
for listed investment trusts (or ‘yieldcos’) for clean energy finance. Central
banks can also target their monetary operations at the green economy, as
the Bangladesh Bank is doing with its refinancing mechanisms.
Improved reporting frameworks of sustainability and climate factors
are also critical to ensure accountability. Market forces on their own
have proved insufficient to deliver the necessary breadth, depth or consistency of corporate disclosure, prompting a proposal for a ‘model reporting convention’ in a submission to the Inquiry from the Climate Disclosure
Standards Board (CDSB). Greater disclosure by financial institutions on
green finance flows, carbon footprints and climate risk is also needed. To
make this all happen, financial culture will need to be strengthened through
improved skills and capabilities as well as by aligning incentives to sustainable value creation – both priorities that were highlighted in Switzerland’s
contribution to the Inquiry.
Reinforcing the financial system in these ways is a strategic exercise
that will involve sustained effort. At the national level, the introduction
of long-term strategies, roadmaps and national coordination mechanisms
can have important signalling effects, building market confidence in longterm policy direction. Indonesia’s financial regulator, OJK, for example,
has developed a comprehensive Roadmap for Sustainable Finance,
containing a package of measures to be sequenced over the next decade.
Based on this bottom-up experimentation at the country level, a
number of promising avenues for international cooperation are now
opening up. This could help to evaluate the impacts of existing initiatives,
share good practice and ensure coherence with international regimes.
Beyond the formal negotiations under the UN Framework Convention on
Climate Change, discussions are now underway on how to reflect climate
factors in the global financial architecture. For example, the G20 Finance
Ministers and Central Bank governors have asked the Financial Stability
Board to explore how the financial sector could address climate issues.
Other opportunities include the potential for collaborative research
among central banks, efforts to link national innovations with the Basel
banking accords and coordination among securities’ regulators and
accounting standards bodies to bring coherence to climate reporting.
Actions such as these will not just strengthen climate security – they
will also contribute to a more efficient, effective and resilient financial system. Initial efforts both to remove barriers in the financial system
that could hold back the transition, as well as leverage its innovative
potential are underway. The outlines of a financial system that contributes to keeping global warming to below 2°C are becoming clear and are
set to be deepened in the years ahead. At a time of weak global growth,
low interest rates and unmet needs, a concerted approach to channeling
capital to the next wave of infrastructure and innovation makes strategic
sense. This is the coming financial climate.

More information on the Inquiry, including the
references cited in this summary as well as the
full version of this report, can be found at:
www.unep.org/inquiry
or from:
mahenau.agha@unep.org
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