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tal shift to long-termism to contribute to the addressing of n.:_.:.._wm change
. egislation and litigation alone may not be o:c.:x: in this respect
_rucoﬂ ,Fr”wwa call for global multi-stakeholder multi-level initiatives in
..M._M_ -,_ﬂs.”:mnﬂ_ sector to speed up the mcmﬁm:.mv::% efforts. The fifth n_...pvﬂmn
takes on public interest litigation and the influence cm.mom _.mi.cs .n__:.d&m
change liability. It zooms in on the duty of care mc... r?:#,_m_ institutions
and its potential expansion in the scope of soft law instruments.

——
—

The sixth chapter takes a turn to _“.Eae:.:w_ supervision. It discusses
whether the competent supervisory authorities may, E.=“.~S. the mxmmzzm
legal framework, require Eurozone banks to hold uma:_.oq.s_ capital in
view of their climate risks. Future green monetary policies and their
conformity with the EU Treaties are the topic of chapter seven. These
treaties :w% not only allow such monetary policies, but might even
require such action against global warming,.

In chapter eight we tumn to the role of the management of financial
institutions. More specifically the chapter zooms in on the fit and proper
assessments and discusses whether this supervisory practice can provide
financial supervisors with additional tools to stimulate financial institu-
tions to seriously address and mitigate climate-related risks in their
businesses. Chapter nine deals with management from the perspective
of director’s liability for climate change risk. Directors may be personally
liable for failing to adequately govern the risks associated with climate
change. Chapter ten is devoted to the position of pensions funds. It
discusses in particular the question whether the prudent person rule
allows European pension funds to take account ESG factors in their
investment policy. Finally, chapter eleven explores the development of
sustainability reporting. The analysis focuses on the various frameworks
for integrated reporting and sustainability reporting with regard to listed
companies and financial institutions in the European Union.

CHAPTER 1

BANKING REGULATION AND SUSTAINABILITY

Kern Alexander & Paul Fisher'
1. Introduction

The 2030 United Nations Sustainable Development Goals place climate
action and environmental challenges as central to the required transforma-
tion of the global economy to “end poverty, protect the planet and ensure
prosperity for all”. Following the landmark commitment to limit global
warming, made by the world’s governments meeting at COP21 in Paris
in 2015, the G20 and its Financial Stability Board (FSB) have expressed
concerns that climate change represents a major threat to the future
stability of the global economy. The G20 set up a Sustainable Finance
Study Group and the FSB commissioned the Task Force on Climate
Related Financial Disclosures (TCFD). This chapter seeks to answer
the question of how banks, and banking regulation in particular, can
contribute to sustainability objectives.

Most governments seek to smooth economic growth as far as possible, at
the highest rate, in order to maximize living standards. Monetary and
fiscal policy objectives are generally set to dampen the business cycle
(5-7 years) and the credit cycle (10+ years) so as to deliver monetary and
financial stability. Sustainability risks can be defined as those which might
crystalize over the longer-term horizon of a generation or more (25 years).
As governments become more aware of such risks, policy is shifting to
mitigate them. Growth which continually raises global temperatures and
over-uses the world’s resources, for example, will eventually risk a global
economic catastrophe, not just an environmental one. If there is a trade-off
and hence a policy choice here, it is not between growth and social
outcomes. Rather it is between short-term unsustainable growth and
longer-term sustainable growth.

1 Professor K. (Kemn) Alexander is Professor of Law and Finance, Faculty of Law,
Unuversity of Zurich and P.G. (Paul) Fisher is a Fellow at the Cambridge University
Institute for Sustainability Leadership and Member of the European Commission’s
High Level Expert Group on Sustainable Finance.
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with it once it happens — much more costly.

Many studies have demonstrated the links ww?.m.m: m_‘._<.=c:.~,:m=8_ sustain-
gE_:w challenges and economic and financial :mrm.. m:<:o=:EJB_ E.a
social risks are becoming systemic and m.mowm.s:m_ 58& to m:E._n.E_
stability.! The main environmental mcmaig_u___a\ :mrm.n. physical, :.u:mio:
and liability risks ~ can represent negative mxﬁﬂ:u::mm for the _up:_é.:w
sector and the broader economy. For most noﬁ:c..mv..\ banks play a crucial
role in providing credit and allocating investment capital that can be used to
mitigate these risks whilst enabling the economy to grow and become more
resilient to sustainability challenges.

This chapter discusses how, within this wider policy context, prudential
regulation and supervision can help to direct, incentivize or encourage
banks to support sustainability. In particular, how they can address the
financial risks associated with sustainability issues. The focus is mostly on
climate change and environmental risks, but the analysis generally carries
over to the broader sustainability agenda. Our view is that the existing
global regime for prudential regulation — the Basel rules — already has
sufficient provisions to enable supervisory authorities to assess whether
banks are managing sustainability risks properly. And since the risks are
financially material, both the authorities and authorized firms have a legal
duty to manage them. Nonetheless, international regulation may need to
play a larger a role in developing harmonized standards for bank risk
governance and business model assessment. This would be justified by the

o

M. Camey, ‘Breaking the Tragedy of the horizon - climate change and financial

stability’, speech to Lloyd's of London, September 2015.

3 See Bank of England, The impact of climate change on the UK insurance sector, a
climate change adaption report by the Prudential Regulation Authority’, London,
September 2015, 33, 34, 45, 46 and 48. See also Bank of England Prudential
Regulation Authority, “Transition in thinking: The impact of climate change on
the UK banking sector’ September 2018 <https:/ /www.bankofengland.co.uk/
?&nm::.__‘:ﬁ:_g:oz%:E.E:c:\mc_m\:.u:w:_c?w:.~E:r§m..7nrm3_umnvc~..
climate-change-on-the-uk-banking-sector> accessed 24 October 2018.

4 The World Bank, ‘World Development Report 2014 - Risk and Opportunity -
Managing Risk for Development’, Washington, 2013.
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proposition that, where such risks are material for firms they can create
systemic risks to the banking sector as a whole, which may not be factored
into the decisions of individual firms. As banks are the largest providers of
credit in many economies, how they manage these risks collectively is an
important policy and regulatory concern.

This chapter consists of four further sections and a conclusion. Section 1
discusses the crossover between the banking sector and environmental
sustainability. Section 2 considers some of the main regulatory standards
and supervisory approaches that are emerging from best practice to
address environmental sustainability challenges. Section 3 considers
some specific recent international and regional initiatives which address
how financial regulation and environmental, social and governance (ESG)
factors can be incorporated into financial regulatory and policy frame-
works. Section 4 considers some common challenges in developing more
effective regulatory approaches for supervising banks in the context of the
challenges and financial risks posed by environmental sustainability.

2. The Banking Sector and Environmental Sustainability

The financial system plays a crucial role in supporting economic growth,
by providing credit and allocating investment capital. In many countries,
most notably Europe (including the UK) the banks dominate credit
provision and creation.” Despite borrowing short and lending long, banks
have a tendency to exhibit relatively short-term behavior when it comes to
risk management, capital and liquidity and the role of banking regulation
has in part been to ensure that banks can withstand medium-term
pressures, so as to protect the system as a whole. To make growth resilient
to longer-term sustainability risks, the banking system can and should be
adapted further by taking an even longer-term view.

Most experts agree that the main environmental sustainability risks —
physical, transition and liability risks — potentially create negative exter-
nalities for the banking sector and broader economy. Prudential regulation
and supervision is ultimately about maintaining financial stability and it is

5 Banks have the unique ability to create deposits when lending and so expand their
balance sheets ex ante without additional funding. So, unlike other credit institu-
tions, they are not just intermediating between savings and investment. See M
McLeay A Radia and R Thomas, ‘Money creation in the modern economy”’ (March
2014) Bank of England Quarterly Bulletin Q1, 14-27.
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Under pressure from custome

As well as managing their own risks, banks also _S<w an .::vo_mn.:ﬁ role to
play in supporting the broader economy’s mamﬁ»m:.os to m=<:.o:3m:8_
changes and building resilience. By reallocating credit to more .mcm"m_:mc_m
sectors of the economy and managing credit and market risks, banks
contribute, in particular, to (i) adapting to the consequences of environ-
mental change over time, (i) reducing the likelihood of environmental
sustainability risks, (iii) mitigating the impact of these risks when they
materialize and (iv) supporting recovery from any given impact.

Across many countries, banks have sought to address these risks by
adopting different types of ‘green’ banking practices. Two distinct areas
of banking practice have emerged:

i) Development of ESG guidelines with a particular focus on risk man-
agement in the area of project finance and reallocating credit to renewable
energy resources. The Equator Principles were established in 2003 to
provide banks with voluntary guidance for incorporating environmental
and social risks into a bank’s assessment of credit and operational risks in
large infrastructure investment projects. As a result, many large global
banking institutions have mainstreamed environmental governance prin-
ciples into project finance.

ii) Most banks primarily provide short-term credit to large corporates and
small and medium-sized firms, and mortgage, savings and investment
products to individuals. They are uniquely positioned to mobilise capital
for :.E green economy, including renewable and clean energy projects, by
making loans and investments to corporates, structuring specialized
transactions and improving the energy efficiency of residential housing by
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offering differentiated credit terms through mortgage products
improvement loans.

and home

As economies adapt to evolving market structures in response to envi-
ronmental sustainability challenges, there is likely to be volatility in asset
prices, restricted availability of credit and borrower defaults in economic

sectors that the market has determined to be environmentally unsustain-
able. These risks include:

i) Corporate credit risk in the banking book - companies that depend on
carbon emissions, such as coal mining or petrol engine manufacturers
could suddenly go out of business, perhaps through consumer
demand changing, possibly encouraged by policy changes by the
authorities (banning petrol and diesel cars by some future date for
example). Climate events could also generate correlations of risk
crystallisation — across sectors or locations — which are unprecedented
and therefore not reflected in bank risk models.®

i) Retail credit risk - most commercial banks will have large portfolios
of mortgages (perhaps corporate as well as residential) secured on
the underlying property. Those properties should be insured against
environmental damage such as floods and storms. But banks do not
know for sure whether home owners maintain their flood insurance.
Hence, in a climate event there could be wrong-way risk when the
borrower can't repay and their collateral is also wiped out.”

i) Capital market risk - as the economy changes and policy takes new
directions, asset prices will change. Banks will typically hold a variety
of assets in their treasury portfolios that will be subject to market risk.®

iv)  Sovereign risk — banks may try to limit their credit exposures by
holding sovereign debt. But climate events could seriously under-
mine the credit of whole countries by damaging particular concen-
trations of industry. Such factors are not part of the methodologies
used by credit rating agencies in assessing sovereign debt risk.
Other examples include systemic crop failures in some African
countries due to global warming; extensive flooding in low lying
countries such as the Netherlands; or severe water shortages in
countries that depend on tourist revenue.”

Bank of England, above n 3, 7-8, 22.
Ibid, 4-5, 39-42.

Ibid, 21-25.

Ibid, 4, 24-25.

oW N
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: ?__.‘n‘< and legal risk - countries such as Brazil and China are
n : : 3 . . . . !
V) te :m::m environmental protection legislation to include the provi-
exte . th
ders of credit to firms that transgress environmental laws.

In recent years, banks have begun 8. do more 8. wn_a%mm m_.ﬁv,m 1&.@ .vv\
gradually W:noqé_...:im or mainstreaming m.ﬁmaﬁmg_._g ?Qc? _Ew their risk
management models and business strategies. In doing so, banks can gnr
improve their risk management and enhance shareholder «.s_:m by developing
more sustainable financial and investment products. This enables banks to
mobilize and reallocate capital away from unsustainable economic activity to
more sustainable sectors of the economy. To do so fully may require innova-
tion. Value-at-Risk risk models, for example, rely on extrapolation of historical
data sets to estimate future risks, the more advanced models using data from
stressed periods. But climate risks have not yet fully materialised and they will
increase with global temperatures and rising sea levels, and growing unpre-
dictability in extreme weather conditions. Those risks cannot be fully reflected
in current historical data sets. Addressing this may require ‘scenario analysis’
in which assumptions about climate and its impact on business are simulated,
over a range of plausible parameter values, in order to assess future risk.

To generate the decisive shift away from fossil fuel energy and related
physical capital that is needed to mitigate climate risks may require more
than these voluntary initiatives. The role of financial regulation in suppor-
ting the transition to a more sustainable economic path has been deemed
critical by many governments. In January 2014 World Bank President Jim
Yong Kim, speaking at the World Economic Forum, recognised the
regulatory gap in this area by stating that “financial regulators must
take the lead in addressing climate change risks”, and that they should use
pricing mechanisms to more effectively control negative externalities or
systemic risks associated with global warming.'!

3. Regulatory Objectives and Tools

;m,o.,.ﬁ:&:m objective of banking regulation is to safeguard financial
stability and build resilience to shocks, wherever the shocks may come

10 See Kem Alexander, “Stability and Sustainability in Banking Reform: Are Envi-
ronmental Risks Missing in Basel [117", Cambridge/UNEP, October 2014, 16-17.

11 See World Bank Grou reside i »
V 3 P President im Y 4 S ;
il ks v 201 J ong Kim Remarks at Davos Pres
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from, thus providing for a sustainable source of credit, savings products
and payment services to the broader economy. It is not to ensure that no
bank fails, nor to protect the franchise value of a firm. Banking regulation
- which we take to include supervisory activities - can play an important
role in mitigating the institutional and market impediments to the banking
sector’s ability to provide adequate capital and liquidity for the economy
to meet environmental sustainability challenges. Evidence suggests that
market discipline, on its own, cannot adequately control the externalities in
financial markets associated with environmental sustainability challenges."*
Accordingly, policy or regulatory intervention may be necessary to prevent
a misallocation of resources. Policy intervention, however, if not calibrated
properly, can also produce its own distortions in the market that can
result in further externalities and misallocations of capital and investment.
A careful combination of market innovation and policy frameworks that suit
national circumstances may be needed.

The current global priority for banking regulation and financial policy is to
complete implementation of the extensive financial sector reforms intro-
duced following the global financial crisis."’ This does not just cover
minimum capital and liquidity requirements. Sound legal and institutional
frameworks, effective information dissemination, high standards for dis-
closure and transparency, regulation of business conduct, and consumer
education can all support financial stability. But that priority is aligned
with the sustainability agenda: policy makers can use a systemic approach
to identifying, assessing and managing the potential risks that environ-
mental sustainability challenges, such as climate change, could pose to
financial stability.

In 2016, the European Systemic Risk Board (ESRB) published a paper'* that
recommended policy action in response to the potential systemic risk
involved in the transition to a more environmentally sustainable and green
economy that could involve the use of both short-term and medium-term

12 See J. Landon-Lane, H. Rockoff, R.H. Steckel, (2011) ‘Droughts, Floods and
Financial Distress in the United States’, in Libecap, G.D. and Steckel, RH., The
Economics of Climate Change: Adaptations, Past and Present, (Chicago: University of
Chicago Press) pp 73-84, reviewing the literature.

13 G20, ‘G20 Leaders Statement: The Pittsburgh Summit’, G20 Research Group,
University of Toronto: September, 2009. See also G20, ‘The G20 Seoul Summit
Leaders’ Declaration’, Seoul Summit, G20 Research Group, University of Toronto,
November 2010,

14 ESRB Advisory Scientific Committee, “Too late, too sudden: Transition to a low-
carbon economy and systemic risk’, Frankfurt, February 2016 15f.

13
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regulatory measures. A short-term regulatory _‘ov_ucpw.c SA.EE, rely on a
better understanding of (i) banks’ and other 8:.:28& financial firms’ direct
exposures to non-financial firms with _EBA..Q_W.F, ..._:a emerging ,o_..éEo d
environmental risks and (ii) the consequences of a disorderly transition to 4
low carbon economy. For example, enhanced disclosure of bank exposures
to sustainability risks would facilitate a timely assessment of potential riskg
to financial wET:Q and promote a “smooth rather than an abrupt transition
towards a lower-carbon economy.”"”

Some countries have already begun to address these issues by engaging in
a variety of regulatory and market practices to assess systemic environ-
mental risks.'® In doing so, they have adopted some practices to reduce
the banking sector’s exposure to environmentally unsustainable activity,
As discussed below, regulators in some countries are incorporating
environmental sustainability factors into prudential banking regulation
in the following areas: disclosure, bank governance, risk management and
regulatory capital.

3.1 Disclosure

Bank disclosure of risks to investors is an important regulatory tool to
support market discipline that can encourage banks to mainstream
economically relevant environmental sustainability criteria into their
business practices and to reallocate capital to more sustainable sectors of
the economy. It is also a key element in ensuring financial stability: the
more information in the public domain, the more likely it is that assets will
be correctly priced, and re-priced as risks materialise. So more information
should limit the risks of a systemic change in asset prices.

In many countries, banks and other listed companies are already required
to disclose to investors all material financial risks regarding their economic
w&.?::u:nc.r Some environmental risks can be classified as material
financial risks (ie. lender liability for toxic waste clean-up) but most

15 see FS “orce ~ o
w”. “.LM __m,r Force on Climate-Related Financial Disclosures, ‘Recommendations of
ask Force on Climate-related Financial Disclosures’, page iii, FSB, June 2017.

Sustainability Banking N ‘G
_— u_:; inking Network (SBN), ‘Global Progress Report’, Washington: IFC,

17 Financial Conduct Authority 3
[October 2018] <https:/ /ww
climate-change-and green-f
regulation and prudent
requinng listed comp,

Climate Change and Green Finance, Discussion Paper’

w.fcaorg :r\ﬁcz_n.:_::u\9‘:7;::#?:#.&\,.:"4._@@.

dal 7&”,:%& m_:ﬁl%a 24 October 2018, 7, 11. Capital market

i xw “sulation (pillar 3/Basel ILI) provides the legal basis
es and banks to disclose ‘material’ risks to the market
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environmental and social risks have not hitherto been considered by
regulators to be material financial risks, and therefore have not been
required to be disclosed to the market. However, there is a growing
demand by investors and other market participants for useful information
on bank and other company exposures to such environmental sustaina-
bility challenges as materiality appears to be increasing.

Globally, over four hundred initiatives and voluntary disclosure frame-
works have been identified to encourage companies and financial institu-
tions to report environmental and social risk factors. But the information
is not consistent across markets and countries, lacks comparability, and is
often unreliable. Some countries already use the Basel Pillar 3 market
discipline disclosure regime that entails extensive disclosure obligations
for banks covering quantitative and qualitative aspects of overall capital
adequacy and capital allocation, as well as risk exposures and assess-
ments. This disclosure regime was enhanced after the global financial
crisis resulting in the adoption of stricter disclosure requirements and
greater consistency and comparability across jurisdictions for bank
disclosures.'®

Industry sector groups and policymakers are considering whether further
enhanced disclosures are necessary for banks and other financial institu-
tions to assist investors in assessing the links between sustainability
challenges and potential risks to financial stability.'"” In June 2017, the
FSB’s industry-led Task Force on Climate-related Financial Disclosures
(TCFD) published its final report containing recommendations for impro-
ving principles and practices for voluntary corporate disclosures that can
promote a “smooth rather than an abrupt transition towards a lower-
carbon economy.” The TCFD consisted of representatives from the private
sector including investors, information preparers and other market
participants from a variety of industries and regions. They recommended

18 See Basel Committee on Banking Supervision, Document on Disclosure, BIS
Basel, 2014, and Basel Core Principles for Effective banking Supervision, Princi-
ples 27 & 28.

19 The G20 Energy Efficiency Investor Statement and a new Green Infrastructure
Coalition, both launched in 2015, illustrate investors asking for supportive policy
frameworks for green investment. See G20, ‘G20 Energy Efficiency Investor
Statement’ [2015] UNEP Finance Initiative, and UN Principles for Responsible
Investment, ‘Green Infrastructure Investment Coalition launched at COP21
10 December 2015 <https://staging-web.unpri.org/news/green-infrastructure-
investment-coalition-launched-at-COP21> accessed 27 August 2018.
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that all listed companies, including g:r_v, and financial m:L:::c:m. make
certain disclosures to investors around: (i) The governance of climate risks
within their institutions; (ii) Their strategy for dealing with it; (iii) Thejy
ment approach; and (iv) Their targets and metrics used,
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The TCFD recommendations have been endorsed in many Countrieg
including the UK and EU where s x.n:.mm,ﬁzﬁcmm_m have been made mc_”
implementation by the financial sector.”’ In addition, European Union
(EU) policymakers adopted the Disclosure Directive in 2014%" that requi-
res member states to require listed companies, banks and certain financia]
groups to disclose to the market non-financial information, 5»,_:&:@
environmental sustainability risks and related environmental sustainabi-
lity information related to renewable and non-renewable energy, land use,
water use, air pollution, greenhouse gas emissions and the use of hazard-
ous materials. The obligation to disclose applies only to large listed credit
institutions and large listed insurance companies which are parent under-
takings of a large group, in each case having an average number of
employees in excess of 500, in the case of a group on a consolidated basis,
The legislation does not prevent EU states from requiring disclosure of
non-financial information from undertakings and groups other than those
subject to this requirement by the Directive. As a result, there is a wide

diversity of institutions covered by this disclosure requirement across EU
countries.

Some countries have implemented the minimum requirements, but others,
,5_22::. or explicitly, have included a number of other entities such mm
investment companies, large non-listed companies according to precise
size criteria, state owned companies, pension funds, etc. France has
adopted disclosure requirements that all listed companies (including
listed banking companies) should disclose their carbon exposures as
part c.m v_”cunﬁ climate change reporting requirements. More and =,6_.m
:.57 in G20 countries are vox::::n to include environmental and social
risk reporting in their company reporting requirements. For instance,

20 UK Green F . & F y
35-39 “”M ﬂmm._ﬂ__“.m‘“ a_,r _I:P.,@ Accelerating Green Finance’, London, March 2018,
Sustainable E 8 Level Experts Group on Sustainable Finance, ‘Financing a
2 Directive n,:mﬂm@: WE:::: ', Brussels, January 2018, 25 and 26
regards &:X_Cr,chh W"\ _‘Musu_u C.,naw_x.n i b:ﬁia:i Do mmn
: -financia srsiti ; ; certai
undertakings and groups [2014 10) M”M:L: ersity information by certain large
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Russia now requires that all listed companies (including listed banking
companies) report environmental and social risk exposure to investors.>

These national approaches can inform other countries regarding how
disclosure of environmental sustainability risks can be applied flexibly
in different countries and should accord with current best practices at the
national level and in conformity with international reporting standards.
Even if reporting on material non-financial matters is already required in
many jurisdictions, how the reporting is to be structured and what metrics
should be used might not be clear. Therefore, the comparability and
consistency across sectors and countries could be a challenge to banks
and supervisors. Whilst disclosure is an important regulatory tool to
inform the market about the financial stability risks associated with
climate change, other policy instruments to assess the risks associated
with environmental sustainability challenges should be considered as
well.

3.2 Bank Governance

International policymakers are considering the role of bank and financial
institution governance as a medium term policy response to support
enhanced financial sustainability business practices.”” Indeed, bank
governance mechanisms have been proved necessary to reduce the
incentives for bank managements to take on excessive short-term financial
risks more generally, as well as those that are environmentally unsustain-
able. Therefore, an effective prudential regulatory framework is necessary
to oversee bank risk governance and this should also address environ-
mental sustainability risks.

The main elements for designing bank governance frameworks that
promote environmental and social sustainability are intrinsic to good
corporate governance on two levels: First, good corporate governance
calls on the use of ethical judgment of what is acceptable and what is not.
Second, corporate governance has an important role in overseeing and
ensuring effective risk management for the bank and ensuring sustainable
returns for owners and shareholders. Recent studies suggest that there is a

2 Sergey A Shvetsov, ‘To joint-stock companies, state corporations and companies:
On Corporate Governance Code’ [2014] Letter of the First Deputy Governor of the
Central Bank of the Russian Federation no 06-52/2463, Bank of Russia.

23 See Directorate General, Financial Stability, Financial Services and Capital Markets

Union (FISMA), ‘Commission legislative proposals on sustainable finance’ (2018).
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environmental an
Bank governance is also affected by stewardship codes and both m.on.am_
and informal concepts of fiduciary amm.v\. There have been _mx.m_ opinions
issued in both Australia for all firms® and the C._A mc.n pension funds?®
which conclude that boards, and others with fiduciary duties, must
consider whether climate related risks are financially material and that
failing to do so is a failure of fiduciary duty which could pave the way for

legal challenge.

The concept of stewardship has been informed by the efforts of instituti-
onal investors to harmonise a global understanding of fiduciary duty.?”
For example, under Article 69 of the Russian Code of Corporate Gover-
nance,”® the board of directors of joint stock companies are required to
assess the financial and non-financial risks that relate to environmental
risks, as well as social, ethical, operational and other risks, and to establish
tolerable levels of risk in these areas.”’ And the EU is proposing further
clarification of governance requirements to ensure that sustainability is
explicit, not just implicit, in the requirements and capabilities of boards.

The EU Disclosure Directive™ can play a role in improving bank gover-
nance by improving bank transparency for investors — by making clear
its involvement in unsustainable economic activity. Institutional investors
are already beginning to ask banks about their efforts to mainstream

24 See Center for Sustainability Studies, Federacao Brasileira de Bancos (Febraban),
‘The Brazilian Financial System and the Green Economy: Alignment with Sustain-
able Development’, 34-35, Sao Paulo, 2014.

25 N Hutley SC and S Hartford Davies ‘Climate Change and Directors’ Duties’.
Memorandum of Opinion published by The Centre for Policy Development and
the Future Business Council via Minter Ellison, Solicitors, Melbourne, October,
2016 3ff.

26 K Bryant QC and ] Rickards, ‘The legal duties of pension fund trustees in relation

to climate change’. Opinion commissioned and published by ClientEarth, London,
2016.
27 x Sullivan, W Martindale E Feller and A Bordon , ‘Fiduciary Duty in the 21st
. Century’, UNEP and PRI project report, September 2015.
28 Shvetsov, Central Bank of Russia (n 23).

29 See Kern Alexander, ‘Greening Banking Policy’, Input paper in support of the G20

d Green Finance Study Group ‘Greening Banking Policy’, September 2016.
30 C_?ﬁ_f 2014/95/EU of 22 October 2014 amending Directive 2013/34/EU as
regards disclosure of non-financial and diversity information by certain large
undertakings and groups [2014 | OJ L330/1. . .
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sustainability challenges into their business models and their strate
mobilize capital for sustainable economic activity.

gies to

Most countries do not yet require banks to incorporate environmental
sustainability risks into the bank’s risk governance and management
strategy, but some countries have begun to do so. Both China and Brazil
regulate bank corporate governance regarding environmental risks. China
adopted ‘Green Credit Guidelines’ in 2012 that require banks to adopt
green governance strategies. Brazil has incorporated green governance
into its Basel III pillar 2 supervisory review assessments. Specifically,
Brazil has adopted the principle of proportionality for individual banks to
decide — based on the bank’s particular risk exposures — to what extent
environmental sustainability risks should be incorporated into the bank’s
governance and risk strategy.

3.3 Risk Management

Environmental sustainability poses a major challenge for banks in assess-
ing how such risks will affect the banking business. Risk management
practises are probably the key mechanism through which firms protect
themselves from these risks. Because of that, oversight of risk management
by supervisors is a natural way to ensure that best practice prevails.

The US Office of the Comptroller of the Currency (OCC) has issued
guidelines for supervisors in connection with the supervision of banks
in relation to their “Oil and Gas Exploration and Production Lending.””!
These are guidelines on prudent credit, interest rate, liquidity, operational
and reputational risks management. In Brazil, the industry body the
Brazilian Banking Association (Febraban) has adopted voluntary stan-
dards to enhance bank assessments of environmental risks. Based on this,
the Central Bank of Brazil published in 2014 a mandatory Resolution 4327
on the Social and Environmental Responsibility for Financial Institutions
that requires banks to incorporate socio-economic factors into their risk
governance frameworks. In doing so, each bank is required to do an
assessment of its environmental risk exposure based on the principles of
proportionality and relevance. Similarly, the China Banking Regulatory
Commission (CBRC) ‘Green Credit Guidelines’ of 2012 encourage banks to

31 See Office of the Comptroller of the Currency ‘Oil and Gas myv_cn..:c.,_ and
Production Lending’ OCC Comptroller’s handbook booklet, Office of the Comp-
troller of the Currency, Washington, March 2016, 41ff.
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conduct environmental and social risk .,mmcmm:dc:? and to owmmiﬂm more
greeni Ioans, By 2015, the majority of Chinese vn:rv controlling c«.,cn 80°,
of Chinese banking assets had adopted ee\:.w::._.msg_ and social rigk
management practices. France uacﬁnmm legislation in N.Sm.:#: requires
financial institutions to incorporate c:e.:c::uwzs_ sustainability risks into
the institution’s risk management strategy.”™ The Russian Centra] Bank
issued recommendations in 2014 to listed joint-stock companies that they
take into account the environmental risks that they are exposed to,
Indonesia has taken a step in this direction with its regulatory body
- the Financial Services Authority — announcing a Sustainable Finance
Roadmap in 2014 that would require all financial firms and g:_a:w
institutions to develop business plans and risk management strategies to
offer green financial products and lending guidelines. The Bank of m:m-
land followed up its report on the insurance industry in 2015 with a wider
report on its response to climate change (2017) which initiated a similar
study on the banking sector.*

34 Regulatory Capital

Minimum regulatory capital requirements, expressed through Pillar [ of
the Basel 1l regime, do not cover environmental risks explicitly. Never-
theless, the United Kingdom and Switzerland have followed policies
which consider that Basel 1ll does provide adequate flexibility for bank
supervisors to work with banks in identifying sustainability risks that are
material to the stability of the banking sector. Environmental risks, along
with others not reflected in minimum requirements, are required to be
included in the bank’s own assessment of its capital needs — which may be
E.xrz. than minimum requirements. Supervisors can also intervene on a
.:J:&.«..?S basis if they consider the risk management regime of a bank
is inadequate for the risks it is facing, or that they have particular business
Bonw_ risks. This has teeth: supervisors can _.\mac:m temporary capital
requirement add-ons until the problem is fixed and this is considered via
.:.c regular Supervisory Review Evaluation Process (SREP)* process that
15 usually undertaken at least once a year for major institutions. In the UK

32 See * o .
See 2015 Energy Transition Law (Law no. 2015-992 of 17 August 2015 related to
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such add-ons can be large, with PRA publications indicating an order of
magnitude of about 1% extra on the required capital ratio.

Although the Basel Accord does encourage banks to calculate regulatory
capital for credit and operational risk exposures to borrowers who are in
violation of environmental regulations,” there is no broader international
recognition that regulatory capital risk weights should be adjusted to
include environmental sustainability risks. More data and stress testing
would be needed before most G20 countries would act in this area under
their current approaches.

Pillar I capital risk weights, e.g. for credit risk, and bank internal models,
are normally based on historical assessments of crystallised risk. It is not
clear that a backward looking approach can allow climate or other long-
term sustainability risks to be properly evaluated. As described above for
VAR models, to capture risks that have never previously crystallised
would require something more like scenario analysis, using a range of
plausible distributions. It is unclear at this stage whether the Basel
Committee on Banking Supervision would be prepared to change its
methodology to properly accommodate future risks.

There are other issues. As it stands, there are no green or brown asset
classes to apply differential risk weights to. The European Commission is,
in 2018, embarking on establishing a taxonomy for green assets that rules
and regulations could then draw on. That will take some years to prepare
properly. Meanwhile, the risks may - or may not - be applicable to any or
all of the various individual assets covered by the risk weight regime.
Subject to the problem of a lack of historical data, it might be possible for a
firm to assess the risks across its balance sheet by using an internal model.
But the standardised approach for credit risk, for example, would not
seem to be amenable to properly incorporating asset-specific risks.

Whilst it may seem attractive to encourage green lending through capital
requirements, it is important that the prudential regime be risk-based, not
based on other objectives. Otherwise the whole regime could be under-
mined, causing risks to financial stability that would undermine the longer
term agenda. For example, it is not obvious that lending to green assets is
any less risky than implied by existing risk weights. What is more likely is
that the extra risk of lending to unsustainable activities - a risk not hitherto

35 See Basel Capital Accord, pillar 1, para. 510
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Despite these technical issues, there has been moE.m aon:m to adjust nwv_.a_
weights. The Central Bank of Brazil has begun to inv nw:m..:m under _q.___m_. 1
whether environmental and social n_v.r,m can serve as va.cx._mm .moq Q.om: m.:a
other types of financial risks. And the European ﬁo:::vm_o:. is no:m_am‘::m
if it is desirable to allow banks to take ad :.c.n regulatory BE_W__ deductions
against assets (lending and trading book risk) :51 are classified m.w ‘green’
assets, on incentive grounds. But the EC has promised that any adjustment
would be ‘risk-based’ so as to preserve the financial stability purpose of the

capital regime.

Overall, it seems like supervisory intervention under Pillar II is the more
likely approach to yield results, and to do so quickly. In addition to the UK
and Switzerland, Brazil and China are also utilising Pillar 2 to require
banks to assess whether additional capital is required for a bank because
of its exposures to environmental sustainability risks. These assessments
can involve forward-looking stress testing of bank portfolios against
macroprudential or system-wide risks associated with unsustainable
economic activity.

Based on the above, growing evidence suggests that environmental
sustainability risks have important implications for financial stability in
the banking sector, although the analysis of the complexity of the potential
risks to the financial sector is still at an early stage. The banking sector is
most immediately affected by the financial risks associated to the transi-
tion to a more sustainable economy (i.e. a low-carbon economy), which
could affect banks’ exposure to systemic risk both via impaired GDP
growth and via banks’ exposure to elevated environmental risk assets.
Banks are slowly growing aware of these considerations.

In considering the above regulatory and supervisory practices, it appears
that flexibility and coordination in designing regulatory frameworks to
address the financial stability risks associated with environmental sustain-
..w.::«. should be based on the application of international standards and
3591& in a manner tailored to national circumstances. For instance,
.Q::m.m Green Credit Guidelines suggest a particular approach that
involves a combination of ‘carrots’ and ‘sticks’ to induce banks to make
more credit available to sustainable sectors of the Chinese economy. In
contrast, Brazil’s regulatory approach

2

reflects the growing recognition that
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environmental risks and sustainability challenges pose risk management
and strategic business risks for banks but each bank is different and
should assess its own particular risk exposures based on the
proportionality and relevance.

principles of

Many bank supervisors have the :G:E_:w under the Basel Capital Accord
and Core Principles for Effective Banking Supervision™ to begin assessing
the environmental risks that are material to their banking and financial
sectors. The Core Principles could be considered an international platform
from which to encourage bank supervisors to consider banking sector
stability risks associated with the transition to a more environmentally
sustainable economy and what regulatory tools and practices should be
incorporated into banking regulatory framewaorks to address these risks.
Moreover, the Basel Committee adopted a revised set of bank corporate
governance principles in 2014 which were subject to further consultation
in 2015. For example, Basel Committee principles 6 to 8 emphasise the role
of the board of directors in understanding the banking business and how
financial risk affects the business, and in establishing clear lines of
accountability from line managers to senior management and the board.””

Flexibility is demonstrated by some advanced developed countries in the
EU and the United States, which focus on creating sound market-based
economic frameworks that promote the efficient pricing of assets and
reducing fiscal subsidies for unsustainable economic activity. Other coun-
tries — mainly large emerging market countries — use state-owned banks
and national development banks to take the lead in investing in renewable
and clean energy projects. In addition, some countries have begun con-
sidering and using certain regulatory measures to encourage banks to
address the institutional and market challenges to providing green
finance.

Despite these considerations, it should be noted that the prudential
regulatory regime must be allowed to serve its primary purpose job of
maintaining financial stability. If it became a more general mechanism for

36 See Basel Committee on Banking Supervision, ‘Core Principles for Effective Bank-
ing Supervision’, Basel: BIS, 2012. The Basel Core Principles are used as a
benchmark for assessing the quality of bank supervisory systems and for identi-
fying future work to achieve a common ground of sound supervisory practices.

37 See Basel Committee on Banking Supervision, ‘Guidelines: Corporate Governance
Principles for Banks’ [July 2015] <www bis.org/bcbs/publ/d328 pdf> accessed
21 February 2018.
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4. Other International and Regional Initiatives

4.1  European Commission High Level Expert Group on Sustainable Finance

The European Commission appointed a High Level Expert Group (HLEG)
on Sustainable Finance in 2016 to conduct a study and issue a report
regarding the role of policies to support sustainable finance. The HLEG
issued its final report in January 2018 making a series of recommendations
about how financial policy and regulations can steer the European
economy on to a more sustainable development track. The HLEG report™®
makes m:vcnua recommendations for the banking sector regarding how
bank lending and financing can be aligned more fully with the EU’s
sustainability objectives. The HLEG took the view that further develop-
ment of best practice on ESG and longer-term sustainability risk assess-
ments is still needed to ensure that sustainability is better integrated into
the banking sector, while at the same time ensuring financial stability.

HLEG recommended that bank supervisors should ensure that banks
appropriately include ESG risks in their risk management systems. This
could be pursued under Pillar II of the Basel I11 regime, as implemented by
European Directives. In some cases, this approach might lead to changes
in an individual bank’s capital requirements if risk management has not
taken into account the financial risks associated with environmental
sustainability. To coordinate such considerations across Europe, the
Commission has already adopted one of the HLEG’s recommendations
which was to ensure that sustainability is explicitly written in to the remit

3 European Commission High Level Experts Group on Sustainable Finance, Finan-
ang a Sustainable European Economy’, Brussels, January 2018.
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of the European Supervisory Agencies (the ESAs). That includes the
European Insurance and Occupational Pensions Authority (EIOPA), the
European Securities and Markets Authority (ESMA) and the European
Banking Authority (EBA). The latter is the relevant body for coordinating
approaches to bank regulations across national authorities, although the
Single Supervisory Mechanism of the ECB is clearly now the dominant
supervisory body within Europe.

The HLEG report observes that two issues are notable as potential
constraints on long-term and sustainable bank financing. First, the current
capital framework charges some ‘traditional’, non-complex lending
operations and long-term exposures more than may be warranted by
risk considerations.” Second, the complexity of EU banking regulation
- the thrust of which has been designed for large banks and which, in the
United States, is applied solely to the largest banks (about 20) - creates a
burden for smaller banks.

The HLEG also debated the merits of proposals by the European Banking
Federation (amongst others) to lower capital requirements for lending to
the green or more sustainable sectors of the economy in order to create
incentives for lenders to finance transactions involving green assets. The
HLEG rejected an ad hoc reduction in risk weights, concluding that capital
requirements must remain risk-based.

The European Commission had previously announced at the One Planet
Summit in Paris in December 2017 that European regulators view positi-
vely the possible introduction of a ‘green supporting factor’ to boost
lending and investments in low-carbon assets. The HLEG considered this
and concluded that certain conditions for a green supporting factor should
be in place for it to be used in banking regulation.

i) Definitions of ‘green’ and, also ‘brown,” asset classes are needed to
which differential capital requirements could be applied. The defini-
tion of green assets eligible for lower potential capital charges will
have to be set by official public bodies and not by banks themselves.
Producing such a green taxonomy was a separate HLEG recom-
mendation which has been accepted.

39 See D.P. Monteiro and R. Priftis, ‘Bank Lending Constraints in the Euro Area’,
Brussels: European Commission, 2017
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More generally, HLEG concluded that cmurm need to ensure that their
assessment of material risks covers financial and non-financial risks. In
many banks, ESG issues are already a core part of the .vEnmmw of risk
Bu:wmeamsn but in other banks urgent mavq.o,\m:ﬁ:" is needed. The
HLEG report made the following recommendations:

i) That the Commission supports the development, coordination and
sharing of best practice on ESG and longer-term sustainability risk
assessments for banks. Therefore all European supervisors should
ensure that all national supervisors encourage their banks to have
and use such instruments of risk management.

i) In relation to a green supporting factor, initially it should be
investigated whether there is a risk-differential justifying such a
factor (this investigation should include subsidies, taxes and public
guarantees not covered by the HLEG). The Commission subse-
quently agreed that any changes would be risk-based.

iii)  With overall EU regulation, the HLEG recommended that the
Commission explicitly consider the impact on (sustainability) len-
ding in its impact assessment before transposing the Basel recom-
mendations of December 2017.

iv)  The HLEG also urged the Commission to consider greater propor-
tionality in applying the Basel Il framework to different banks.

The potential for a “green supporting factor” has been criticised as creating
regulatory arbitrage opportunities for banks to create complex financing
structures involving “green” assets that could undermine regulatory capital
objectives and financial stability. Further, it has been argued that “green” is
not always prudentially safer than “brown”, and that, based on experience
of the SME supporting factor, there is no evidence that lower capital
requirements would encourage greater lending and investment. Also, a
green supporting factor would have to be very large (i.e., involve a large
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reduction in capital requirements for a “green” loan) in order to increase
significantly credit for sustainable sectors of the economy.

Following its final report, in January 2018 the Commission acted quickly
to publish an action plan in March 2018 and legislative proposals in May
2018* in order to make changes during the lifetime of the current
European Parliament.*’ The HLEG initiative suggests a number of regu-
latory measures and governance practices that could be explored by other
countries including enhanced disclosure, risk management, bank gover-
nance, capital adequacy, and financing structures. The FSB and other
international standard setting bodies can support national efforts in addres-
sing the linkages between financial risks and environmental sustainability
by encouraging the exchange of information between national supervisors
and regulators and the development of common definitions of green finance
and data registries for banks and bank supervisors to draw on to develop a
better understanding of environmental and social risks in the banking
sector. Brazil and China incorporate environmental risk assessments into
prudential bank regulation and link-up regulatory practices with market-
based reforms and government-supported finance for renewable and clean
energy projects. Financial innovation and market developments will encou-
rage countries to develop forward-looking strategies at assessing the
financial risks related to environmental sustainability challenges and to
adopt appropriate regulatory measures to control and mitigate these risks.

4.2 Sustainability Banking Network

Some developing country central banks, regulators and global banks have
formed an international body — the Sustainability Banking Network (SBN) -

40 Commission, ‘Action Plan: Financing Sustainable Growth” COM (2018) 97 final;
Commuission, ‘Proposal for a Regulation of the European Parliament and of the
Council on the Establishment of a Framework to Facilitate Sustainable Investment’
COM (2018) 353 final; Commission, ‘Proposal for a Regulation of the European
Parliament and of the Council on Disclosure Relating to Sustainable Investments
and Sustainability Risks and Amending Directive (EU) 2016/2341° COM (2018) 354
final; Commission, ‘Proposal for a Regulation of the European Parliament and of
the Council Amending Regulation (EU) 2016/1011 on Low Carbon Benchmarks
and Positive Carbon Impact Benchmarks” COM (2018) 355 final

41 ‘MEPs back resolution on Sustainable Finance’ (News European Parliament, 29 May
2018) <http://www.europarl.europa.eu/news/en/press-room/201805291PR04517 /
meps-back-resolution-on-sustainable-finance> accessed 28 August 2018.
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SBN guidance takes the form of three pillars: i) Mandatory policies (as
adopted by China, Indonesia and Peru), ii) Voluntary industry principles

(Malaysia, Columbia, Kenya) iii) Hybrid governmental and industry
measures and initiatives (Brazil, South Africa).

The SBN recommends 15 mandatory policies or principles that include
requirements for financial institutions to conduct E&S due diligence and to
report E&S performance of individual institutions. The SBN encourages
their member countries to adopt the 15 national policies or principles for
financial institutions to perform E&S risk management and to assess the
impact of E&S risk on the banking business and the bank’s ability to
comply with regulatory standards. 11 countries have further required
banks to conduct risk categorizations to guide credit decision making.
Financial institutions should be required to improve further their E&S risk
management practices and to monitor continuously E&S performance of
their portfolios over time. Countries are assessed on outcomes. Most
countries achieve good overall outcomes, except in the areas of climate
strategy and clarity of climate risk management goals.

Almost all 15 existing sustainable finance policies or principles require
banks to design and publish their E&S policies. Most specify the scope of

42 Sustainable Banking Network (SBN), ‘Global Progress Report’, Washington: IFC,
February, 2018.
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projects or clients to which the F&S policy applies - mainly covering
project finance or corporate finance where the greatest E&S impacts and
risks exist. The SBN principles and policies recognise the importance of
financial institutions [dentifying, assessing, and mitigating risks that are
critical components for any sustainable finance management strategy. The
report recommends deploying third party experts and site visits are
recommended to improve the quality of E&S risk assessment, which is
required by some policies or principles (such as China) for the riskiest
projects. Several policies or principles also provide guidelines and tools to
help financial institutions assess these risks on their own without regula-
tory oversight.

The SBN’s Global Progress Report shows the current status of sustainable
finance of the participating countries. The assessment was conducted on
the basis of the SBN measurement framework, built upon three pillars:

i) The E&S Risk Management Pillar allows evaluating the extent to which
national policies or principles provide financial institutions with compre-
hensive and detailed guidelines and requirements for the management of
E&S risks, also in regard to climate risk, and the degree to which these
guidelines are applied by financial market participants.

i) The Green Finance Flows Pillar concerns the introduction of market
infrastructures with the aim to encourage financial institutions to lend
to projects and companies with a climate friendly effect and the impact on
capital flows.

iii)  The Enabling Environment Pillar assesses factors that have proved to be
multiplying or undermining in achieving the first two pillars.*

The SBN found that all participating countries initiated programmes
supporting sustainable finance, but they are at different stages of devel-
opment. While 15 countries have already introduced policies or principles,
the other 19 members, as oflate 2017, were at the stage of initiation. The
goal of the SBN Global Progress Report is to support its less advanced
members in establishing or refining their sustainable finance policies and
principles by synthetizing common barriers, good practice and
recommendations.

The key findings regarding the E&S Management recommendations was

that a policy needs to be accompanied by operational guidelines in the

43 Ibid., xi.
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“Where policies or principles require wvﬁmmn,xcwﬁ:;:nc c.m E&S issues to be
established, they need to clearly define the 5&:::.03.: ,n.._umn:v\ to be developed
and maintained, through training and the reporting line and authority of the
ESRM function. The Guidelines on ESRM for ma:Arv,.:i Ev.i Bangladesh, for
instance, provide clear direction on the roles of m.?v specialists, legal advisors,
risk managers, and directors. China’s Green Credit Key Performance Indicators
also define the FI Board’s role in setting an overarching strategy, and senior

management’s role in implementation

The report emphasises the importance that at project or client level,
financial institutions must monitor E&S risks on an ongoing basis after
disbursement. For instance, Bangladesh adopts a few policies and princi-
ples into their regulatory practices that demonstrate the importance of
E&S considerations into prudential regulation and supervision. The report
concludes that regulatory monitoring efforts must be commensurate with
E&S risks associated with the borrowers and that a combination of legal
and regulatory measures, on the one hand, and softer guidance and
technical assistance on the other is necessary for an effective E&S regula-
tory and bank governance framework.

4.3 Network for Greening the Financial System

The Paris One Planet Summit in 2017 saw the launch of a new grouping of
central banks and banking supervisors. The new network, known as the
Network for Greening the Financial System (NGFS), will share experience
of supervisory best practices and views on developing green finance, and
echoes a similar global grouping of insurance supervisors (the Sustainable
Insurance Forum (SIF)). The NGFS was formed by eight national super-
visors (Mexico, Singapore, China, France, Germany, Netherlands, Sweden,
and UK) and has rapidly expanded its membership. Several international
organisations are observers, including the BIS, EBRD, OECD and the SIF.

The NGFS has three workstreams: Supervision, Macrofinancial and Green
Finance.

Banking regulation and sustainability

5. Banking Regulation and Sustainability Risks: the way forward

Countries have taken significant steps to develop banking policy instru-
ments to address the environmental challenges associated with a more
sustainable economy. However, no common definitions of key terms, such
as ‘green assets’ or ‘green finance’, are yet accepted by countries or by
banking associations.

Without basic definitions of green banking and sustainable economic
activity, it will be very difficult - if not impossible - for policymakers,
regulators and bankers to agree standards for measuring whether a
country or individual banks and market sectors are progressing towards
a more sustainable economic path. The European Commission commit-
ment to complete the HLEG's proposals for a Green Taxonomy could be
an important first step that could be recognised and imported by others.

Through the new networks, national regulators can share data with one
another on green finance and greening sectors of the economy; they could
develop data registries providing information on how countries define
certain terms such as green assets and to measure the impact of policy
measures on a country’s transition to a more sustainable economy. Data
registries could also contain surveys and industry indices to show
baselines for measuring progress in achieving sustainability objectives.
Although not standard setting bodies, these informal networks will be
important in ensuring that best practice is spread across the globe and that
the solutions to difficult challenges can be shared.

The FSB and international financial standard setting bodies such as the
BCBS should continue further work in measuring financial risks associated
with environmental sustainability challenges:

The variety of institutional approaches and policy levers used by countries
to address sustainability challenges in banking suggests that policymakers
and banking practitioners are in uncharted areas in a world of increasing
environmental sustainability risks and their consequences for economic
growth and development. Generally, these initiatives are aimed to reduce
environmental risks, transform our economies to be environmentally
sustainable, and build economic and financial resilience against the
systemic risks caused by unsustainable economic activity. Regulators are
given the important task of adopting guidelines and standards to encou-
rage increased bank lending and funding for more sustainable sectors of
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sustainability risks.

6. Conclusion

Sustainability challenges, such as complying with international environ-
mental standards (i.e., the Paris Climate Change Agreement), and social
inclusion are vital for ensuring that economies move to a more sustainable
development path. Such changes will require adaptation to evolving
market structures that may result in risks and dislocations that could
threaten economic and financial stability. This has important implications
for banking policy and regulation because banks are the largest providers
of capital for most countries and how they manage these sustainability
risks and support national economies in meeting environmental targets is
an important policy concern.

The chapter suggests that banking regulation has a useful role to play in
identifying the financial risks associated with environmental sustainability
challenges, and some countries are using regulatory tools to address these
risks. Potential measures include enhanced disclosure, risk management,
bank governance, capital adequacy. The existing Basel framework has
enough relevant applications that it can be used to drive sustainability into
the heart of risk management, if the authorities are willing to do so. That
would be a very positive step towards reallocation of capital and it does
not require changes to capital risk weights, which would be time-
consuming, technically demanding and ultimately difficult to justify.

The March 2018 Action Plan of the European Commission, and sub-
sequent legislative proposals, in response to the recommendations of its
High Level Experts Group, should ensure that banks in Europe do
embody sustainability issues into risk management within the next few
years. For some banks, ESG issues have already become core features
of their risk management, but other banks have yet to incorporate or
mainstream ESG factors into their risk management at all.** The High

44 Bank of England, 2018, above n 3t.
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Level Expert Group therefore recommended that the European Super-
visory Agencies (EBA, FIOPA and ESMA) play a role in coordinating the
efforts of national authorities, to bring everyone up to best practice. The
Commission also agreed to assess whether the risk differential between
green and brown assets should justify the adoption of a risk-based green
supporting factor. And the Commission will need to consider in its impact
assessment, before transposing international banking standards into EU
banking regulation, the impact on sustainable lending of adopting the
Basel standards of 2017 without adjusting them to take account of
sustainability factors.

The FSB, BCBS the EBA and other international standard setting bodies
can support national efforts in addressing the linkages between financial
risks and environmental sustainability by encouraging the exchange of
information between national supervisors and regulators and the devel-
opment of common definitions of green finance and data registries for
banks and bank supervisors to draw on to develop a better understanding
of environmental and social risks in the banking sector. This is not just a
first-world matter: among other emerging market economies, Brazil and
China incorporate environmental risk assessments into prudential bank
regulation and link-up regulatory practices with market-based reforms
and government-supported finance for renewable and clean energy pro-
jects. Financial innovation and market developments will encourage
countries to develop forward-looking strategies for assessing the financial
risks related to environmental sustainability challenges and to adopt
appropriate regulatory measures to control and mitigate these risks.
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