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1 Abstract 1

1. Despite significant growth in sustainable and climate finance market, climate finance has
not reached its full potential to attract adequate investments for supporting global
decarbonization activities.

2. The recent effort to standardize climate-related disclosures by the International
Sustainability Standards Board (ISSB) is a positive development, but broader initiatives
among financial supervisors and financial institutions are necessary.

3. Particularly, transition finance for hard-to-abate sectors remains underdeveloped, despite
the urgent need to financially support their emissions-reducing efforts.

4. This paper provides an overview of various approaches intended to enhance credibility

for hard-to-abate sectors while addressing their challenges.
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Introduction

The underdevelopment of climate finance has been associated with several factors. First, many large

companies have pledged to achieve net-zero emissions by 2050 or earlier, but without disclosing consistent
short- and medium-term targets. Basic data, such as greenhouse gas (GHG) emissions—including Scope 1,
Scope 2, and Scope 3—as well as progress toward long-term net-zero emission targets are often inadequate.
Companies’ disclosure regarding credible action plans encompassing operational and capital expenditures

and supplier engagement are also insufficient.

In addition, many investors rely on environment, social, and governance (ESG) ratings assigned to each,
mostly large listed, company, which are provided by dozens of global data providers. Concerns remain
among financial regulators due to the limited consistency among ESG ratings for the same company offered
by different ESG data providers, and even within each segment of E, S, and G—the issue raised by the
International Organization of Securities Commissions (IOSCO) (IOSCO [2021], [2023]). Furthermore,
many green, sustainability bonds, and sustainability-linked bonds are issued with second-party opinions
certifying that issuers’ disclosure and objectives adhere to specific guidelines and standards established by
certain organizations, such as the International Capital Markets Association (ICMA) and the Climate Bond
Initiative (CBI). At the same time, the divergent treatments on the disclosure of GHG emissions data, net-
zero emissions target and 1.5°C pathway, and detailed action plans may lead to labeled bonds with different
qualities. The actual impact of such labeled bond issuances, such as actual emissions reduction, remains

unclear due to limited corporate disclosure.

Meanwhile, a significant and irreversible trend is the increasing momentum toward standardizing climate-
related corporate disclosure since the International Sustainability Standards Board (ISSB) released the
Climate-Related Disclosures in conjunction with the General Requirement for Disclosure of Sustainability-
Related Financial Information in 2023 (ISSB [2023]). The Disclosures play a crucial role in advancing
carbon accounting, measuring GHG emissions with a focus on Scopes 1-3 emissions, and setting emissions
targets, essential for monitoring progress in emissions reduction and the effectiveness of corporate actions.
Each country is expected to mandate ISSB disclosure requirements, starting with large publicly listed
companies in a phased manner. Nevertheless, making the Disclosures mandatory is not the sole solution for
scaling up climate finance. This paper takes an overview of various existing practices aimed at enhancing
the credibility and transparency of corporate disclosures. A particular focus is placed on emissions-intensive
hard-to-abate sectors, while also addressing the challenges they face. Section 2 delves into various

approaches toward transition finance. Section 3 focuses on associated challenges.
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I Growing Attention toward Transition Finance

Transition finance is one of the most challenging, and underdeveloped aspects of climate finance. Finance
for companies operating in hard-to-abate sectors (such as steel, cement, chemicals, and aviation, and
electricity generation from fossil fuels) has been limited compared to green, sustainability, and sustainability-
linked bonds globally. The Organisation for Economic Co-operation and Development (OECD) Industry
Survey on Transition Finance revealed that more than 60% of investors were hesitant to provide transition
finance, either in general or for specific regions, due to inadequate clarity on how to assess credible corporate
alignment with a pathway that aligns with the Paris Agreement’s goals (OECD [2022]). The transition can
involve retrofitting existing assets, developing new production technologies (utilizing hydrogen and
ammonia), and investing in carbon capture, utilization, and storage (CCUS) technology. Given the
considerable uncertainties regarding technological development and the high costs associated with
investment, along with the necessity to establish new supply chain networks, it is unclear at this stage which
technological solutions will become commercially viable. Thus, increasing financing for companies to

explore various options and technologies is essential.

Several developments are underway to promote credibility and transparency on transition finance (see Shirai
[2023] for details and Figure 1). First, with regard to the principles and standards related to bond instruments,
ICMA enhanced recommendations on disclosure for hard-to-abate sectors including Scope 3 emissions using

the existing principles applied to green bonds or sustainability-lined bonds (ICMA [2023]). ICMA does not

Figure 1: Major Approaches to Transition Finance

1. 1.5 °C Aligned Pathway SBT Initiative, Climate Bond
Initiative (CBD), etc.

2. Global Common Threshold (e.g., steel and cement) International Energy Agency

3. Technology Road Map Japan

4. Classifying Transition Activities Under the Taxonomies
Gas and Nuclear Power subject to stringent time-bound criteria European Union (EU)
Using Amber label under the Traffic-Light Classification System Singapore, ASEAN

5.ICMA and CBI Certified Bond Principles (or Handbook) and Standards

Recommending Scope 3 emissions data and other disclosure in 2023 International Capital Markets
Association (ICMA)

Labeling "Aligned” and "Transitioning” based on alignment with 1.5°C  CBI
pathway

6. Transition Finance from the Financial Sector Perspectives

Estimating Expected Emissions Reduction based on 1.5 °C Pathway and Glasgow Financial Allliance for
benchmarks Net Zero (GFANZ) Secretariat

7. Early Coal Power Phaseout Singapore, ASEAN, GFANZ
Secretariat

Source: Prepared by the author based on various documents.
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treat transition finance as a distinct financial instrument but provides additional disclosure recommendations
for hard-to-abate sectors to enhance credibility. At the same time, Japan and China have been encouraging
transition bonds as separate labels—for example, using the ICMA handbook. Meanwhile, the CBI has been
developing new technical criteria and certification schemes for labeling “Aligned” (with 1.5°C pathway) and
“Transition” in relation to debt financing instruments and entities (companies) in 2023 (CBI [2023]). The
former indicates that emissions remain greater than net zero but are in line with the sector-specific 1.5°C
pathway, while the latter refers to emissions whose targets are not currently aligned with the 1.5°C pathway

but can be projected to align with it by 2030 as their transition plans make progress.

Second, the sectoral decarbonization approaches have been developed based on carbon budget concept for
some, mostly emissions-intensive, sectors. The approach is widely used across the globe. The IEA attempted
to provide common emission level performance thresholds to promote lower-emissions products in hard-to-
abate sectors, such as steel and cement (IEA [2022]). Some of these approaches focus on alignment or
aligning with a 1.5°C pathway. The concept of the 1.5°C pathway at the global level and sectoral level are
generally based on the remining carbon budget to limit global warming to 1.5°C with a 50% probability
(about 500 gigatonnes [GT] of carbon dioxide [CO2]) based on IPCC estimates (IPCC [2021]). Annual CO2
emissions globally are expected to be halved by around 2030 and reach net-zero by 2050. With this aggregate
remaining carbon budget, sectoral 1.5°C pathways are developed for some emissions-intensive sectors.
Meanwhile, Japan developed Industry Technology Road Maps for emissions-intensive sectors to promote

transition finance and to help hard-to-abate companies to develop credible transition plans.

Third, taxonomies are becoming popular as a tool to increase credibility and transparency for investors.
Some countries and regions have incorporated transition activities into their taxonomies. Notable examples
include the European Union (EU), Singapore, and the Association of South-East Asian Nations (ASEAN).
The Singapore and ASEAN Taxonomies encompass a wide range of transition activities, utilizing a traffic-
light classification system (green, amber, and red categories) and addressing sunset requirements for
transition activities (ASEAN Taxonomy Board [2023], Monetary Authority of Singapore [2023]). According
to the sunset requirements, transition activities will be eventually upgraded to a Green classification if the
Green criteria are met, or alternatively downgraded to a Red classification if not met. These taxonomies also
include early coal power plant phaseout retirements. These approached demonstrate the intention to avoid
locking in unabated fossil fuel energy and other emissions-intensive assets and thus prevent the emergence
of stranded assets. Also, the taxonomies are developed to promote transparency and credibility and mobilize

more finance from global investors.
Fourth, Glasgow Financial Alliance for Net Zero (GFANZ) Secretariat provided the definition and criteria

of transition finance from the perspective of financial institutions (GFANZ [2023]). It focuses on segmenting

transition finance portfolios based on the four strategies (Climate Solutions, Aligned, Aligning, Managed
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Phaseout [of coal power plants]). This approach includes both hard-to-abate sectors and lower-emissions
sectors, which currently have presented 1.5°C aligned emissions reduction pathways or have committed to
transitioning in accordance with 1.5°C aligned pathways. It also covers various technologies, services, tools,
or social and behavioral changes that directly contribute to the elimination, removal, or reduction of real
economy GHG emissions or that directly support the expansion of these solutions. Some investors are
concerned about a potential temporary increase in financed emissions arising from financing hard-to-abate
sectors. In response, GFANZ proposed an approach to calculate Expected Emissions Reduction and its
allocation to financial institutions (required to estimate financed emissions) is also presented to scale up

transition finance.

JJI Challenges Related to Transition Finance

Transition activities are an integral and crucial part of the efforts to reduce GHG emissions to zero, with a
primary focus on sectors that are emissions-intensive and challenging to decarbonize. To scale up transition
finance, additional disclosure or measures appear to be necessary to enhance transparency and credibility.
While there are growing number of approaches to transition activities and its finance as mentioned above,
they differ significantly in terms of the definition of transition finance; data and target disclosure
requirements (such as Scope 3 emissions data and targets); alignment or aligning with the 1.5°C pathways;
the use of time-bound criteria and thresholds; requirement of science-based criteria; and sectoral

decarbonization approaches.

It remains uncertain whether the world economy will collectively pursue the development of a transition
bond (and loans) market with a dedicated “Transition” label, which will be treated differently from the
existing green bonds, sustainable bonds, and sustainability-linked bonds—following the precedents set by
Japan and China. Alternatively, it is possible that financial institutions and investors could pursue disclosing
transition finance based on the four key transition financing strategies developed by GFANZ on their
portfolios without specifying the types of financial instruments (bonds, loans, equity, etc.) and targeted
sectors. The former approach primarily concentrates on developing financing instruments tailored for hard-
to-abate sectors. In contrast, the latter approach encompasses a broader spectrum of sectors and entities. Its
goal is to channel more funds toward all activities and entities contributing to the transition of the economy

to a net-zero status.

At this stage, there is a high degree of uncertainties regarding which approach will become more dominant
over time for two reasons. One reason is due to the existence of various definitions related to transition
finance (Figures 2 and 3). For instance, the OECD and Japan defined transitional finance as financing the
decarbonization of emissions-intensive companies and economic activities that may not currently have cost-

effective low- or zero-emissions alternatives but are essential for future socio-economic development. In
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contrast, GFANZ provides a more comprehensive definition of transition finance by including both high-
and low-emitting companies, including technologies and tools that result in emissions reduction, as well as
extending to managed phaseout or early phaseout of unabated coal-fired power plants. EU, on the other hand,
defines transition finance as investment in green production methods and efforts to reduce emissions as much

as possible, particularly in cases where green technologies are not yet available.

The second reason reflects that it is uncertain whether bond principles and standards setters, such as ICMA
and the CBI, will actively work on establishing separate Transition-labeled use-of-proceeds bonds. As the
CBI proposed the Transition label to entities (companies) and sustainability-linked bonds (and loans), its
certification may be used to develop Transition-labelled equity or funds as well. But the EU appears to
categorize transition finance under existing green bonds or sustainability-linked bonds, which may hamper
a wider deployment of the Transition-labeled bonds. Singapore’s and ASEAN Taxonomies have not
explicitly outlined how their Amber classification could be utilized in practice. GFANZ focuses on transition

finance, which comprises the four key financing strategies and thus cover green finance as well.

Figure 2: Various Definitions of Transition Finance (1)

OECD (2022) Transition finance is generally understood as a means to decarbonize companies or
economic activities that meet three specific criteria: (1) they are emissions-intensive,
(2) they may not currently have economically viable or credible low- or zero-emissions
alternatives, and (3) they play a crucial role in future socio-economic development

GFANZ (2023) Transition finance is defined as investment, financing, insurance, and related products
and services that are necessary to support an orderly real economy transition to net
zero. Transition finance is a means to support four key financing strategies essential
for financing a comprehensive transition to a net-zero economy (Climate Solutions;
Aligned; Aligning; and Managed Phaseout).

ICMA (2023) Transition finance focuses on hard-to-abate sectors for issuers of Green Bond
Principles or Sustainability Bond Guidelines aligned instruments

CBI (2023) Transition finance is defined as encompassing bond financing activities that do not
fall into the category of low- or zero-emissions (i.e., not green) but have a pivotal role,
whether in the short or long term, in facilitating the decarbonization of an activity or
supporting an issuer’s transition toward alignment with the Paris Agreement.
Transition finance is designed to expedite the decarbonization of hard-to-abate
sectors, which is essential for transitioning the economy to a 1.5 C pathway.

Japan (METI 2021) Transition finance refers to a financing means to promote long-term GHG emissions
reduction initiatives that are taken by a company in emissions-intensive sectors
considering tackling climate change for the achievement of a decarbonized society

Source: Prepared by the author based on various documents.
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Figure 3: Various Definitions of Transition Finance (2)

EU Taxonomy (European Transition activities refer to activities for which no technologically and economically
Commission 2023) feasible low-carbon alternatives currently exist but support the transition towards
achieving net-zero emissions

Companies are expected to adopt cross-sectoral or sector-specific decarbonization
scenarios and science-based pathways consistent with the 1.5 C scenarios

* Investments aimed at achieving the EU Taxonomy alignment within 5 years (10 years
under certain circumstances) are recognized as capital spending fully in line with the
Taxonomy

* Issuing use-of-proceeds green bonds for transition purposes using the European
Green Bond Standard promotes financing economic activities expected to become
Taxonomy-aligned within 5 years (with an exception of 10 years)

* Sustainability-linked bonds can be tied to Taxonomy key performance indicators and
a time frame aligned with the transition

Singapore (Monetary Amber (Transition) label encompasses activities under the Trafic-Light Classification
Authority of Singapore System that are either in the process of transitioning to Green within a specific time
2023) frame or facilitating significant short-term emissions reductions

* To identify and classify transition activities evolving over time, two approaches can
be employed: (a) climate transition plans that outline planned actions at the company
level toward achieving net-zero goals, and (b) a Measures-Based Approach, which
entails a list of eligible technologies or Green and Transition

* Early coal phaseout activities will Not be categorized using the traffic-light system.
The phaseout of unabated coal combustion in the coal plant aligns with or occurs
earlier than 1.5 ‘C-aligned coal phaseout deadlines (retiring no later than 2030 in
developed economies and 2040 in other countries in accordance with the IEA Net Zero
pathway). The coal plant’s operational duration is limited to 25 years.

ASEAN Taxonomy Plus Standard include Amber Tier 2 and Tier 3 as transition activities:
(2%525/;\'\' Taxonomy Board Amber Tier 2 activities refer to those that support a transition towards a Green pathway

within a defined timeframe; AND that (a) results in a contribution to climate change
mitigation with the lowest carbon emitting technology and a prescribed sunset date; OR
that (b) enables or promotes the implementation of a Green activity. Minimum threshold
is applied for lifecycles emissions.

Amber Tier 3 activities refer to (i) an activity supporting the meeting of NDC emissions
targets of ASEAN member countries that do not have a net-zero 2050 timeline; OR (ii)
an activity meeting the Technical Screening Criteria of Amber Tier 2 or Green, but
assessed that it will do some level of significant harm to other Environment Objectives
(will be remediated within 5 years)

* Coal power plants are classified under the Green, Amber Tier 2 and Amber Tier 3
activities. The conditions for Green label include (1) phaseout coal plants by 2040,
(2) coal plants built before 2023, and (3) operation period capped at 35 years, etc.

* Amber T2 category is applied if phaseout coal plants by 2050, (2) coal plants built
before 2023, and (3) operation period capped at 35 years. Amber T3 category is
applied if operation period capped at 35 years, coal plants built during 2023-2027, and
adopt best-in-class technology.

Source: Prepared by the author based on various documents.

The approach to transition finance has gained significant momentum in recent years, particularly in the Asia
and the Pacific region. This region relies heavily on coal-fired power generation, often with shorter operating
lifespans compared to those in developed economies. Consequently, there is a growing need to explore early
phaseout possibilities while simultaneously driving decarbonization through the development of new
technologies, including CCUS, ammonia, and hydrogen. Concurrently, the region is expected to remain a
key hub for global economic development and manufacturing, resulting in increased demand for products
from coal-fired power and hard-to-abate sectors. Therefore, it would be advantageous for governments and
financial regulators in the region to initiate more information sharing and informal discussions regarding
individual approaches related to corporate disclosure and supervisory approaches, as well as approaches
related to transition finance. A deeper understanding of each other’s approach and some efforts to promote

interoperability and standardization could ultimately contribute to the expansion of transition finance.
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From these perspectives, the author initiated the ADBI-ADB Asian Climate Finance Dialogue in November
2023 as a collaborative project between the Asian Development Bank Institute (ADBI) and the Asian
Development Bank (ADB). This initiative aims to provide an informal roundtable for promoting information
exchange and fostering mutual understanding among financial authorities and central banks in ASEAN plus
China, Japan, and South Korea with regards to climate-related corporate disclosure, transition finance,
avoided emissions, climate scenario analysis and stress testing, and other crucial themes. Capacity building
workshops have been provided for regulatory authorities in Asian developing countries. Additionally, the
project plans to launch a platform in 2025 within ADB website to provide information on the efforts of each

country and region regarding climate initiatives.
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