Institutions

by José Manuel Mansilla-Fernandez

Recent international commitments to climate change

The United Nations (UN hereafter) Climate Change Conference (COP20),
which was held in Glasgow (UK), brought together many of the world’s leaders
to address concerning issues related to climate change. The headline decision
of COP 26 was the Glasgow Climate Pact, an initiative of the UK COP
Presidency to capture progress beyond the formal agenda. The
Intergovernmental Panel on Climate Change (IPCC) released a report in
2018 that identified that global emissions would need to reduce to zero level
by at least 2050 to retain a ‘high-confidence’ level to limit the rise of
temperatures to sustainable levels (Masson-Delmotte et al., 2018). The US
Treasury Secretary Janet Yellen stated that “rising to this challenge will
require the wholesale transformation of our carbon-intensive economies” and
that “addressing climate change is the greatest economic opportunity of our
time.” (COP26, 2021; Depledge et al., 2022).”

On the heels of the COP26 Finance Day, the banking industry leaders also
met in Glasgow to discuss the leadership role of the banking sector toward
net-zero emissions.UN-convened Net-Zero Banking Alliance also committed
to coordinating climate actions for financial institutions and aligning their

7. The World Economic Forum and PwC released jointly the Harnessing Technology for the Global Goals
report that identified the significant role that digital technology can play in improving resilience to
global warming related, natural hazards, reducing emissions, and improving the ability for humans to
take the necessary steps to achieve the zero net target (World Economic Forum & PwC, 2021).
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lending and investments portfolios with zero-net emissions by 2050. At the
time of writing this note, the Alliance brings together around 100 banks
worldwide, representing over 40% of global banking assets. The Alliance
acknowledges the crucial role of banks in supporting the transition of the real
sector to a greener economy (see Beyene et al,, this issue).

The European Commission’s sustainable finance strategy

The High-Level Expert Group on sustainable finance was created in 2016
and included members from the civil society, the financial sector, and the
Academia from international institutions.® Notably, the 2018 group’s final
report established the pillars for the Action Plan on Financing Sustainable
Growth, which is intended to develop the European Union’s sustainable
finance strategy and to incorporate environmental, social, and governance
(ESG) considerations into the European financial system (European
Commission, 2019, Gonzalez-Martinez, 2021). The Taxonomy Regulation
(Regulation (EU) 2020/852 of June 2020) is the cornerstone of the whole
Action Plan since it establishes the classification system for the ‘sustainable’
economic activities.”® Interestingly, the EU Ecolabel for retail financial
products is dedicated to expressing investors’ preferences regarding
sustainability and the more straightforward access to sustainable products.

8. The European Commission defines sustainable finance as the process of dully taking environmental
and social contemplations into account when making long-term decisions in sustainable activities
(European Commission, 2018). Accordingly, the so-called Capital Markets Union is a priority, and a
key step for implementing the Paris Agreement and the European Union’s sustainable agenda.

9. See also Regulation (EU) 2019/2088 and Regulation (EU) 2019/2089.

10. In this regard, the European Commission introduced two supplements. First, the Commission
Delegated Regulation (EU) 2021/2139 supplements Regulation 2020/852 by establishing the
technical screening criteria for determining the conditions under which an economic activity qualifies
as contributing substantially to climate change mitigation or climate change adaptation and for
determining whether that economic activity causes no significant harm to any of the other
environmental objectives. Second, Commission Delegated Regulation (EU) 2021/2178 supplements
regulation 2020/852 by specifying the content and presentation of information to be disclosed by
undertakings subject to Articles 19a or 29a of Directive 2013/34/EU, the methodology to comply with
that disclosure obligation.
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Disclosures

The Financial Stability Board created the Task Force on Climate-related
Financial Disclosures (TCFD), which provides recommendations for assessing
and reporting their climate-related strategy.!! In particular, the final report
makes sector-specific recommendations on how companies should disclose
climate-related financial risks to inform better their investors, lenders, and
insurers (Campiglio, 2016; Campiglio et al.,, 2018). Notably, the PCAF Global
Greenhouse Gas Accounting and reporting Standard for the Financial
industry offers detailed statistics on measures and disclose emissions for
specific assets. The Science Based Target initiative (SBTi) published the
Financial Sector Science-Based Targets Guidance which enables companies
to set emissions reductions targets according to the foremost climate science
(SBTi, 2021).

The European Commission adopted in April 2021 a proposal for Corporate
Sustainability Reporting Directive (CSRD) that introduces stricter reporting
requirements and widens the scope of applicability with respect to the existing
non-financial reporting directive (NFRD). Furthermore, Regulation (EU)
2019/2088 will apply from March 2021. Regarding the development of a
European Union Green Bond Standard, in early July 2021 the European
Commission presented its proposal based on a voluntary framework that
remarks transparency, the need for external review, and the European
Securities and Markets Authority should supervise it.

Remarkably, integrating ESG risks into the Supervisory Review and
Evaluation Process (SREP) performed under the Pillar 2 as not exempt from
difficulties. However, the EC has considered these recommendations in
developing the EU Banking Package that finalises the implementation of
Basel III in Europe. Formally, Pillar 3 disclosure requirements are expanded

from applying to large, listed institutions to all in the scope of the CRR (EBA,
2021; Marullo Reedtz, this issue). Importantly, as a part of the Pillar 3 disclosure
and the NFRD, the Green Asset Ratio measures the “greenness” of the bank’s
balance sheet, and it will allow investors and regulators to evaluate and foster

11. Disclosures of the financial impacts of climate-related and environmental risks are crucial for
achieving the transparency necessary to preserve market discipline. In other words, promoting peer
pressure incentivizes companies to manage and diminish their individual risk (ECB, 2020).
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new legislation toward green finance. Recently, in January 2022 the European
Banking Authority (EBA) released the final draft of the Implementing Technical
Standards (ITS) on Pillar 3 disclosures on ESG risks (Mikkelsen et al., this issue).

The role of central banks

Globally, the Network of Central Banks and Supervisors for Greening the
Financial System (NGFS) in December 2017 was aimed at defining and
promoting good practices, conducting analysis, fomenting climate risk
management in the financial sector, and mobilising funds needed for a transition
towards a sustainable economy (NGFS, 2021). In Europe, the national central
banks incorporate climate-related questions intro their actions. Furthermore,
central banks not belonging to the Eurosystem are even introducing
environmental questions into their design of the monetary policy. Central banks
have begun integrating sustainable and responsible investment (SRI) principles
into their portfolio management (NGFS, 2019, 2020). Outstandingly, the
European Central Bank is progressing in evaluating and limiting the potential
aftermaths of climate change (ECB, 2021a,b; Reghezza et al., 2021).The European
Central Banks is advancing on preparing and executing the ECB Thematic
Review on Climate-Related and Environmental (C&E) Risks and the ECB Climate
Stress tests that include transition and physical risks in a horizon of 30 years.
Accordingly, the SSM included climate-related risks in its 2019 and 2020
roadmaps that draw up supervisory expectations for relevant banks (Alonso and
Marqués, 2019; Gonzalez and Nufiez, 2020, 2021).
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