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The Global Outlook for Green Finance

Sean Kidney, CEO and Founder of Climate Bonds Initiative

Background

The past 20 years has seen a steady growth
in appreciation among institutional investors
around the world of the importance of ESG
(Environmental, Social, Governance) factors
in delivering sustainable investment returns.

Since the signing of the Paris Agreement on
Climate Change there has been a growing
appreciation among global institutional
investors of the risks to the sustainability of
their returns from climate change, both as a
result of climate impacts and the potential
impacts of governments taking more
aggressive steps to address climate change -
described as “transition risk”.

On climate impacts: global greenhouse
gas levels have gone up 80% over the past
150 years, are at such a level that even if
we stop emissions immediately we will
still see a century of much more extreme
weather and related shocks: the firestorms
that California, Australia and the Amazon
have experienced will become frequent;
flood and drought will become way more
severe; typhoons much more intense;
regional food shortages will again drift
into famine unless we can ensure globally
coordinated action on food supply; hundreds
of millions of people will be trying to shift
to better places; and of course associated
pandemics. The mitigation agenda is about
stopping catastrophic climate shocks.

An example of transition risk: perhaps the
most significant risk at present relates to the
automobile and oil industries. China’s policy
push to shift the country to electric vehicles
has mean plummeting costs of purchase;
electric vehicle prices are expected to drop
below petrol vehicles in the next three years,

and operating costs are already significantly
lower. Auto-makers that do not have electric
vehicle lines are likely to be negatively
impacts, and with 60% of oil going to
transport oil companies providing fuel are
also at significant risk of being impacted
negatively.

The current pandemic is often seen as an
unrelated matter. But the origins of COVID-19
lie in pathogens jumping between species
as a result of environmental degradation;
genetic sequencing has now traced the
source to stressed colonies of bats in
China. The International Panel on Climate
Change Health Committee has been
predicting for 20 years now that we will
see a century of pandemics as a result of
climate change and environmental crises;
the current crisis needs to be understood
in that light. At the very minimum, we are
in the middle of a test run for what will be
a lot more abrupt impacts; we're learning
about what we need to do to become more
resilient to such shocks. In the recovery
phase from this crisis we also need to stay
focused on preparing for future crises,
including reducing emissions to reduce the
potential severity of crises - "innoculating"
against catastrophic climate change.

There have been numerous investor statements
about the need to swiftly address climate
change, signed by representing investors with
tens of trillions of assets under management,
and groups like the Climate Action 100+
coalition (of which GPIF is a member) have
pressed companies to change corporate
strategies to address climate change.

In the fixed interest sector investors have
looked for means to shift allocations to
assets and entities deemed to have lower
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risk of being impacted by climate change
and policy risk.

The rise of green bonds

One of the instruments arising from these
developments has been the green bond. Over
the past 10 years the green bond market has
grown from JPY300bn to close to JPY100trn
outstanding globally, built largely on
institutional investor demand.

The Japanese market has seen rapid growth
in green bond issuance over the past 18
months, from close to zero to now around
JPY2.2trn outstanding. Green bonds have
been issued by utilities, rail companies,
real estate trusts and commercial and
development banks.

Green bonds have proven popular because
investments in areas deemed to address
climate change are seen to help mitigate the
risk if climate impacts. As well, investors
have used green bond issuance as a signal
that the issuing entity is taking necessary
action, as indicated share prices rising after
green bond issuance (and staying raised).

Green bonds continue to be regularly
over-subscribed, providing evidence of
strong investor demand if investments
can be designed to meet broad risk yield
requirements.

In recent years, governments and securities
regulators in China, ASEAN, India, Europe
and Japan have started encouraging green
bond issuance with regulatory guidelines
and incentives.

Standardization of eligible investments has
been encouraged by the developments of list
of eligible activities; in the EU the recently
completed “Taxonomy of Sustainable
Finance” is 600 pages long.

It covers not only “sustainable” (and green)
investments, but also “enabling” and
“transition” investments inn sectors not

normally associated with green, such as
capital investments in steelworks to shift
them to being low-carbon.

By creating a Taxonomy that is resolutely
science-based, tied to achieving Paris
Agreement goals and detailed, the EU has
sharpened understanding among investors
and governments about what needs to be
done to meet the objectives of the Paris
Agreement. This looks set to drive a
common and necessarily ambitious global
acceptance of what should (and should not)
be done to address climate change, and
support the commoditization needed for the
market to rapidly scale up.

Recent developments

As the green bond market has grown governments
have begun to realise that it could be a useful
market to mobilize private capital towards
meeting public policy goals around climate
change and environmental remediation.

In 2015, the Chinese central bank introduced
green bond regulations, along with a vetted
list of eligible investments, in an effort to
spur growth of the market. Over time they
have also introduced incentives, such as
lower cost capital at the liquidity lending
window of the central bank where green
bonds are posted as collateral. The Chinese
green bonds market is now the world’s
second largest.

In 2017, the Japanese Ministry of Environment
issued Green Bond Guidelines, along with
an incentive in the form of a subsidy for
independent verification. An updated
version of the Guidelines, along with a more
detailed list of eligible investments, was
released in March 2020.

Green bond guidelines have also been issued
by securities regulators in the Philippines,
Indonesia, Singapore, Malaysia, Thailand,
Hong Kong, India, Morocco, Kenya and
Nigeria.
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In the European Union the EU Technical
Expert Panel on Sustainable Finance
(disclosure: I am a member of the Panel) has
developed an EU Green Bonds Standard,
expected to become part of the EU’s
regulatory framework in latter half of 2020,
and a detailed EU Taxonomy of eligible
investments. The Taxonomy will also
serve as the reference tool for climate risk
disclosure regulation that will require all
investor managers, corporation and banks
to report annually on both their high-carbon
and sustainable investments; and financial
products that claim to be sustainable will
be required to show how they align with the
taxonomy.

The EU taxonomy has been developed with
a brief to identify investments consistent
with achieving the objectives of the Paris
Agreement on Climate Change. It identifies
specific thresholds for emissions or other
metrics to determine whether and asset or
activity is eligible.

It adds metals manufacturing, chemical
manufacturing and electricity grids to the
understanding of priority investments, and
has an energy threshold consistent with the
IPCC’s 2018 1.5C report that excludes any
gas-fired power station that does not have
100% carbon-capture and storage.

Implications for Japan

Guided by the IPCC and the International
Agency, global institutional investors and
key government such as the European
Union are instituting increasingly ambitious
rules about investments that align with the
Paris Agreement. This is putting increasing
pressure on Japanese government agencies
and Japanese industry to stop support for
fossil fuels and increase their emphasis on a
rapid transition to a low-carbon economy.

On the other hand, the “Transitions”
approach of the EU Taxonomy holds open
the opportunity of including in the green
bond market a wide range of Japanese

industrial investments. Work is now needed
on technology pathways that commensurate
with the climate ambition required, as
indicated in both the Japanese Ministry of
Environment’s Green Bond Guidelines and
the EU Taxonomy.

Conclusion

The global green bonds market is a phenomena,
as it is now in Japan also. It has been driven by
growing investor demand to mitigate the risks
of climate change.

Recent developments in regulation and
taxonomies of eligible investments hold
out the promise of both supporting the
commoditization generally required for new
markets to scale up and pressing market
actors to be more ambitious in their climate
related strategies.

In the coming months, governments around
the world will begin rolling out stimulus
policies to help their national economies
recover from the coronavirus crisis. The
sheer scale of these policies will also
determine long-term progress on climate
change.

If these policies support investments that
undermine the Paris Agreement they’ll
lock in future carbon pollution, but if they
promote sustainable and green solutions
they could set the world on a pathway to
zero emissions. The green bonds market
and green bond taxonomies that have been
developed provide a framework for green
stimulus investments.



