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Central Banks and Supervisors Need to
Take a Clear Stance on the Net-zero Transition

Professor Ulrich Volz, SOAS, University of London

The imperative of net-zero

Through the 2015 Paris Climate Agreement,
the international community committed to
limiting global warming to well-below 2°C
above pre-industrial levels and undertake
efforts to constrain temperature rise to
1.5°C. In 2018, the Intergovernmental Panel
on Climate Change alerted that global
warming must not exceed 1.5°C above pre-
industrial temperatures if the world is to
stand a chance to avoid catastrophic climate
change. To achieve this, global greenhouse
gas emissions must halve by 2030 and fall to
net zero by 2050.

Aligning finance
with net-zero is crucial

Finance is critical to achieving the net-zero
transition. Indeed, Article 2.i.c of the 2015
Paris Agreement sets out the goal of “making
finance flows consistent with a pathway
towards low greenhouse gas emissions
and climate-resilient development”. As
highlighted by Mark Carney, the UN Special
Envoy on Climate Action and Finance, at the
present “the financial system as a whole is
funding temperature increases of over three
degrees centigrade.”

As guardians of the financial system, central
banks and supervisors need to ensure that
finance is aligned with the climate goals.
Central banks and supervisors have become
increasingly involved in responding to the
threat that climate change poses to the
financial system. This has involved both
acknowledging and responding to climate-
related financial risks and stimulating
far broader discussion of climate factors
across the financial system. Financial
authorities are now signalling an array

of new expectations in terms of micro-
and macroprudential management, and,
increasingly, are considering how to adjust
monetary policy and the management of
their own portfolios. Central banks and
supervisors have been clear that responding
to the catastrophic threats of climate change
is fully in line with their existing mandates.
Most actions taken by central banks and
supervisors, however, have been framed
without a clear positioning on net-zero and
the 1.5°C target.

Central banks and supervisors
now need to take a strategic
position on net-zero

Central banks and supervisors now need to
take a strategic stance on net-zero. While
action by banks and investors is primarily
driven by their fiduciary duties and aims
to deliver returns, central banks and
supervisors will need to take a systemic
perspective, addressing both micro- and
macroprudential risks, and, by implication,
working to ensure that all financial flows
become aligned with net-zero. They also
need to ‘walk the talk’ so that their own
policies and operations are consistent with
net-zero.

The rationale for doing this is two-fold: first,
net-zero is the best way of minimising the
risks of climate change to stability of the
financial system and the macroeconomy;
and second, central banks and supervisors
need to ensure that their activities are
coherent with net-zero government policy.

Safeguarding macroeconomic
and financial stability

For central banks and supervisors, the
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pursuit of their core financial and price
stability objectives provides a strong
rationale for aligning their own operations
as well as the financial systems they oversee
with net-zero. The ability of central banks
and supervisors to mitigate climate risks
and safeguard macroeconomic and financial
stability will become progressively impaired
if global temperatures rise beyond 1.5°C,
threatening the functioning of the financial
system and the macroeconomy.

The fact that achieving net-zero in ways that
are aligned with 1.5°C of warming is the best
outcome for the stability of the financial
system does not make it the most likely - far
from it. Doing all that they can to ensure
that the financial system becomes aligned
with 1.5°C becomes a way for central banks
and supervisors to provide a quantitative
target around which to organise climate
interventions. This requires central banks
and supervisors to focus on the prudential
issues that arise from delivering as smooth
a transition to net-zero as possible across
financial markets. Vigilance is needed to
respond to both potential issues of ‘stranded
assets’ in high-carbon sectors and possible
‘green bubbles’ in growing clean economy
sectors. Setting a clear strategy for net-
zero would greatly enhance the chance of
realising an ‘orderly’ scenario, in contrast
to a ‘disorderly’ scenario or even ‘hot house
world’ or ‘too little, too late’ scenarios, as
described by the Network for Greening the
Financial System, a group of around 100
central banks and financial supervisors.

With their oversight of the financial sector
and the macroeconomy, central banks and
supervisors are also well placed to identify
macrofinancial risks stemming from the
net-zero transition and can provide advice
to governments on addressing these risks.
Using their role as guardians of the financial
system, central banks need to ensure that
the financial sector at large aligns with net-
zero targets, which would also accelerate
the transition in the real economy and
help to avoid macroeconomic and financial
instability in the future.

Furthermore, there are specific challenges

that can only be addressed at the system
level, not least the ‘tragedy of the horizon’
- the lag between the actions of financial
institutions and the impacts in terms
of catastrophic and irreversible climate
damage. To date, climate scenarios have
been developed as a way to bring the future
into today’s financial decision-making. But
given the front-loaded nature of the net-
zero investment challenge, the next task for
businesses, financial institutions and also
financial authorities is to supplement these
long-term perspectives with tools focused
on the action that is needed in the near term.
The shape of the decarbonisation curve is
critical to climate success and understanding
how this is delivered in reasonable
increments of time that link to the business
cycle is key. Financial authorities need to
ensure credible and consistent strategies by
regulated firms for translating 2050 targets
into near-term action. Requiring financial
institutions to set net-zero transition plans
is an effective tool for translating long-term
climate goals into tangible action.

Clearly stating that central bank climate
policies are oriented around the goal of
net-zero from a stability perspective has a
number of systemic advantages. It would
help to provide clarity and predictability
in the marketplace. It would also serve to
prevent the possibility for firms to game
narrowly defined risk-based strategies.
It also builds on the concept of double
materiality, which is gaining increasing
traction in financial decision-making. This
means that financial institutions need to
understand and manage not only the risks
that environmental factors pose for their
balance sheets and operations, but also the
risks that their activities create in terms
of intensifying climate change. Double
materiality is highly relevant for the way in
which monetary and financial authorities
can consider their role in achieving net-zero.
For example, in terms of monetary policy
operations, central banks should take care
to avoid providing liquidity to operations
that are inconsistent with net-zero; failing
to do so would intensify carbon risk on
central bank balance sheets and in the wider
financial system that could then reverberate
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back in the future.

As a result, in order to fulfil their core
stability objectives in the long term, central
banks must take a more proactive stance to
foster the needed net-zero transition. Doing
this would mark a material shift in emphasis
from current approaches, but one that would
be fully consistent with their mandate.

Ensuring policy coherence

The second reason why central banks
and supervisors need to adopt an explicit
strategy on net-zero is to ensure that
their activities are coherent with net-zero
government policy. To date, more than
130 countries have set or are considering
setting a target of reducing their greenhouse
gas emissions to net-zero by 2050. At a
minimum, central banks and supervisors
need to make sure that their actions don’t
run contrary to the government’s climate
goals. For instance, it has been shown
that central banks that have engaged in
quantitative easing policies have had a
heavy carbon bias in their corporate asset
purchases. By taking a “market-neutral”
approach, central banks and supervisors
have been effectively perpetuating the
carbon bias in the financial sector.

In addition to their core mandates for price
and financial stability, many central bank
mandates include a secondary objective
to support the economic policies of their
government, provided this does not interfere
with the achievement of their primary goals.
Central banks with a secondary mandate
to support government economic policies
in a jurisdiction where the government has
committed to net-zero should therefore
play a catalytic role in supporting the zero-
carbon transition.

The imperative of net-zero policy coherence
has been accentuated by the COVID-19
crisis, which has produced a broad-based
consensus from policymakers and leading
central banks on the need to support a green
and inclusive recovery from the pandemic.
So far, however, few central banks have
explicitly incorporated climate factors into

their crisis response measures. Committing
to aligning their activities with net-zero
therefore will be essential to support a green
recovery that fast-tracks climate action.

Signalling expectations

Taken together, the dual rationale of
safeguarding macroeconomic and financial
stability and ensuring policy coherence
provides a strong foundation for central
banks and financial supervisors to take a
proactive stance on the net-zero transition.
In this context, it is important to highlight
that the actions - as well as inactions - of
central banks and supervisors inevitably
have an impact on expectations and
behaviour in financial markets and can
indeed shape markets. Markets respond
to signals from central banks, and the
seriousness of intent with which they
consider net-zero targets is likely to have
a profound bearing on financial market
decisions that will ultimately determine
capital formation and, thus, the carbon
trajectory of the economy. As a result, there
is a path dependency to actions taken today
by central banks and market actors alike.
It is crucial to avoid path dependency in
financial markets and the economy that
inhibits an orderly transition to net-zero.

Translating net-zero central
banking into practice

In a recent report, we have put forward a set
of seven recommendations for central banks
and supervisors to adjust their current
approaches and measures in line with net-
Zero.

First, central banks and supervisors need to
develop a net-zero roadmap including long-
term expectations and near-term actions.
This would include the promotion of liaison
and coordination between central banks,
supervisors and policymakers on net-zero.

Second, prudential supervisors should make
net-zero a core element of supervisory
practice at micro and macro levels, aligning
supervisory expectations and prudential
instruments with net-zero. This could
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involve requiring all regulated financial
institutions to submit net-zero transition
plans, as well as addressing climate risks in
regulatory ratios. Disclosure frameworks
such as that of the Task Force on Climate-
related Financial Disclosures (TCFD) will
also need to include net-zero.

Third, central banks and supervisors need
to make forward-looking scenarios more
consistent with a net-zero pathway to
limiting warming to 1.5°C. They need to
signal clearly that they are not indifferent
to the outcome (e.g. whether net-zero is
achieved or not) and complement long-term
scenarios with short-term outlooks.

Fourth, central banks need to consistently
integrate climate change into monetary
frameworks and models to adequately
account for the impacts of climate change
on macroeconomic outcomes. In addition,
central bank instruments and policy
portfolios need to become operationally
aligned with net-zero.

Fifth, central bank should adopt sustainable
and responsible investment practices for
their portfolios. These should include a net-
zero target and central banks should each
publish a transition plan to achieve this.

Sixth, central banks should explore the
implications of net-zero for jobs and
livelihoods to mitigate potential downside
sectoral and regional consequences. They
should also examine how financial services
can support parts of the economy that are
adversely affected by the shift to a low-
carbon economy, and thereby support a just
transition.

Seventh, net-zero needs to be incorporated
into key international financial and
regulatory frameworks and processes. There
is also a great potential for international
cooperation and sharing of best practice.
Especially central banks and supervisors
in developing and emerging economies
will benefit from international in capacity
building and training. The establishment of a
new Central Banks’ and Supervisors’ Climate
Training Alliance is an encouraging sign.

Highlighting the crucial role that central
banks and supervisors ought to play does not
diminish the leading role that governments
must take in setting the policy frameworks,
as without this a net-zero transition cannot
succeed. Indeed, there are many areas where
central banks and supervisors will have to
rely on government policies and regulations.
Central banks and supervisors can play an
important role by complementing, catalysing
and amplifying governments’ net-zero
policies, but they cannot substitute these.
Within their mandates, central banks and
supervisors need to strike the right balance
between anticipating and addressing
macrofinancial risks to the economy, and
supporting governments’ economic and
climate policies.

This article is based on a report on ‘Net-zero central
banking: A new phase in greening the financial system’
written by Nick Robins, Simon Dikau and Ulrich Volz
that was published by the Grantham Research Institute
on Climate Change and the Environment at the London
School of Economics and Political Science and the
Centre for Sustainable Finance at SOAS, University of
London. (https://doi.org/10.25501/SOAS.00034895)





