1OSR Journal Of Economics and Finance (IOSR-JEF)
e-ISSN: 2321-5933, p-ISSN: 2321-5925.Volume 16, Issue 5 Ser. 5 (Sept. — Oct. 2025), Pp 33-41
www.losrjournals.Org

Climate Risk And Financial Stability

Maya Dasgupta

Abstract

The escalating frequency and severity of climate-related events, coupled with the global transition towards a
low-carbon economy, present unprecedented risks to the stability of the international financial system.! This
paper provides a comprehensive evaluation of the role of green finance in mitigating these climate-related
financial risks and fostering greater financial stability. Climate risks are broadly categorized into physical
risks, stemming from the direct impacts of climate change, and transition risks, arising from the process of
adjustment towards a greener economy.’ These risks are transmitted to the financial system through a multitude
of channels, including the impairment of asset values, increased credit and market risks, and heightened
operational and underwriting risks for financial institutions.’

Green finance, defined as any financial instrument or service that promotes environmental sustainability, has
emerged as a critical mechanism to address these challenges.? This paper examines the various instruments of
green finance, such as green bonds, green loans, and sustainable investment funds, and analyzes their potential
to reallocate capital towards climate-resilient and low-carbon investments. The analysis extends to the role of
policy frameworks, regulatory initiatives, and financial innovation in scaling up green finance.

The paper argues that while green finance holds immense promise, its effectiveness is contingent on addressing
several key challenges, including the lack of standardized definitions and taxonomies, the potential for
"greenwashing,” and the need for robust climate-related financial disclosures. Through an examination of
theoretical frameworks, empirical evidence, and in-depth case studies, this research demonstrates that a well-
structured and transparent green finance ecosystem can not only help mitigate the financial stability risks posed
by climate change but also unlock new investment opportunities and drive sustainable economic growth. The
paper concludes by offering policy recommendations to enhance the contribution of green finance to a resilient
and stable global financial system, emphasizing the need for greater international cooperation, stronger
regulatory oversight, and a more proactive role for central banks and institutional investors.
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I.  Introduction
The Looming Threat of Climate Risk to Global Financial Stability

The 21st century is increasingly defined by the profound and far-reaching consequences of climate
change. Beyond the immediate environmental and social impacts, a growing body of evidence points to the
significant and systemic risks that climate change poses to the stability of the global financial system.> The
Intergovernmental Panel on Climate change (IPCC) has unequivocally stated that climate-related events are
becoming more frequent and intense, leading to substantial economic losses and disrupting livelihoods
worldwide.® These physical manifestations of a warming planet, coupled with the profound economic shifts
required to transition to a low-carbon future, create a new and complex risk landscape for financial institutions,
markets, and regulators.”

The Financial Stability Board (FSB) has identified climate change as a key vulnerability for the global
financial system, capable of triggering a systemic crisis if not adequately addressed.® The transmission channels
of climate risk to the financial sector are manifold and interconnected. Physical risks, such as extreme weather
events, can damage property and infrastructure, disrupt supply chains, and reduce agricultural productivity,
leading to increased insurance claims, loan defaults, and a decline in the value of assets held by financial
institutions.’ Transition risks, on the other hand, arise from the process of adjusting to a greener economy. '?
These include changes in climate policy, technological advancements, and shifts in market sentiment that can
lead to a rapid repricing of carbon-intensive assets, creating "stranded assets" and significant losses for investors
and lenders exposed to these sectors.!!

The potential for these risks to cascade through the financial system underscores the urgency of
understanding and managing them effectively. A sudden and disorderly transition, or a series of devastating
climate-related disasters, could erode the capital buffers of banks and insurers, trigger fire sales of assets, and
disrupt the provision of credit to the real economy. The interconnectedness of the global financial system means
that these shocks can be rapidly transmitted across borders, amplifying their impact and posing a threat to
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overall economic stability.

The Emergence of Green Finance as a Potential Solution

In response to the growing recognition of climate-related financial risks, the concept of green finance
has gained significant traction among policymakers, financial practitioners, and academics. Green finance, in its
broadest sense, refers to any financial instrument or service that is designed to deliver positive environmental
outcomes.'? It encompasses a wide range of activities, from the issuance of green bonds to finance renewable
energy projects to the provision of green loans for energy-efficient buildings and the development of sustainable
investment funds that screen for environmental, social, and governance (ESG) criteria. '3

The fundamental premise of green finance is that it can play a dual role in addressing the climate
challenge. Firstly, it can help to mobilize the vast amounts of capital needed to finance the transition to a low-
carbon and climate-resilient economy.'* The International Energy Agency (IEA) estimates that trillions of
dollars of investment will be required annually to meet the goals of the Paris Agreement, and public finance
alone will be insufficient to meet this demand.'> Green finance provides a mechanism to channel private sector
capital towards sustainable infrastructure, clean technologies, and other climate-friendly investments.'®

Secondly, and more central to the theme of this paper, green finance can serve as a powerful tool for
mitigating climate-related financial risks.!” By redirecting capital away from carbon-intensive and climate-
vulnerable sectors towards more sustainable alternatives, green finance can help to reduce the exposure of the
financial system to transition and physical risks. Furthermore, the development of a robust green finance market
can enhance transparency and improve the pricing of climate risks, enabling investors and lenders to make more
informed decisions.

Research Objectives and Structure of the Paper

This research paper aims to provide a comprehensive evaluation of the role of green finance in
addressing the challenges that climate change poses to financial stability. The primary objectives of this study
are:

1. To provide a detailed overview of the nature and transmission channels of climate-related financial risks.

2.To define and explore the key concepts, instruments, and mechanisms of green finance.

3.To critically analyze the potential for green finance to mitigate climate risks and enhance financial stability.

4.To identify and discuss the key challenges and barriers to the growth and effectiveness of green finance.

5.To examine the role of policy, regulation, and international cooperation in fostering a vibrant green finance
ecosystem.

6.To offer evidence-based policy recommendations for leveraging green finance to build a more resilient and
sustainable financial system.

To achieve these objectives, the paper is structured as follows: Section 2 provides a comprehensive
Literature Review, examining the existing academic and policy literature on climate risk, financial stability, and
green finance. Section 3 outlines the Methodology, which is based on a qualitative and conceptual analysis of a
wide range of sources, including academic journals, reports from international financial institutions, and policy
documents. Section 4 presents the core Analysis of the paper, exploring the intricate linkages between climate
risk, green finance, and financial stability, and evaluating the effectiveness of different green finance
instruments. Section 5 offers a broader Discussion of the findings, including the challenges and limitations of
green finance, and the role of various stakeholders. Finally, Section 6 provides the Conclusion, summarizing the
key arguments of the paper and offering a forward-looking perspective on the future of green finance and its
role in safeguarding financial stability.

II.  Literature Review
The Evolving Understanding of Climate-Related Financial Risks

The conceptualization of climate change as a significant threat to financial stability is a relatively
recent development in the academic and policy literature. Early discussions on the economic impacts of climate
change tended to focus on the real economy, with less attention paid to the potential for spillovers to the
financial sector. However, a series of seminal reports and academic papers have fundamentally shifted this
perspective.

A pivotal moment in this evolution was the 2015 "Tragedy of the Horizon" speech by Mark Carney,
then-Governor of the Bank of England, who warned that the catastrophic impacts of climate change would be
felt beyond the traditional horizons of central banks, financial regulators, and most market participants.'® This
speech helped to mainstream the idea that climate change is a first-order issue for financial stability.

The literature now broadly categorizes climate-related financial risks into two main types:
® Physical Risks: These risks arise from the direct physical impacts of climate change, including both acute
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events (such as hurricanes, floods, and wildfires) and chronic changes (such as rising sea levels, changes in
precipitation patterns, and increasing average temperatures).' The academic literature has increasingly
focused on quantifying the financial impacts of these risks.?’ For example, studies have shown that property
values in coastal areas vulnerable to sea-level rise are already being negatively affected, leading to increased
risks for mortgage lenders.?! Other research has highlighted the significant losses faced by the insurance
industry due to a rise in extreme weather-related claims.

® Transition Risks: These risks are associated with the process of adjusting to a low-carbon economy.?? The
literature on transition risks has grown rapidly, with a particular focus on the concept of "stranded assets."
This refers to assets that may suffer from unanticipated or premature write-downs, devaluations, or
conversions to liabilities.”> The most commonly cited examples are fossil fuel reserves that may become
"unburnable" if the world is to meet its climate goals. Research in this area has explored the potential for a
"carbon bubble," where the valuations of fossil fuel companies are based on the assumption that they will be
able to exploit all of their reserves, an assumption that is inconsistent with a transition to a low-carbon
economy.

The literature also highlights a third category of risk, liability risks, which arise from the potential for
legal action against companies and financial institutions for their contribution to climate change or for failing to
adequately manage climate-related risks.?*

The Growth and Diversification of Green Finance
The academic literature on green finance has evolved in parallel with the growing awareness of
climate-related financial risks. Initially, the focus was primarily on defining the concept and identifying the key
instruments. Green bonds have been a particular area of focus, with a large body of research examining their
pricing, performance, and impact. Studies have generally found that green bonds are priced at a slight premium
to conventional bonds, suggesting that there is strong investor demand for sustainable investments.
More recently, the literature has expanded to cover a wider range of green finance instruments and
mechanisms, including:
® Green Loans: These are loans that are specifically earmarked for green projects.?> The literature has explored
the development of green loan principles and the role of banks in promoting this market.
® Sustainable Investment Funds: There is a growing body of research on the performance of ESG funds.
While the findings are mixed, many studies suggest that integrating ESG factors into investment decisions
can lead to improved risk-adjusted returns.
® Green Insurance: This includes insurance products that are designed to promote environmentally friendly
behavior, as well as insurance solutions for climate-related risks.2°
® Carbon Finance: The literature on carbon finance has focused on the development of carbon markets,
including emissions trading schemes (ETS) and carbon offset mechanisms.

A key theme in the recent literature is the need for greater standardization and transparency in the
green finance market.?’” The proliferation of different definitions, standards, and labels for green financial
products has led to concerns about "greenwashing," where financial products are marketed as green without
having a genuine environmental benefit. In response, there has been a growing focus on the development of
green finance taxonomies, such as the one developed by the European Union, which provide a clear and
science-based classification of environmentally sustainable economic activities.?®

The Contested Relationship Between Green Finance and Financial Stability
While there is a growing consensus that green finance has an important role to play in addressing the
climate challenge, the academic literature on its direct impact on financial stability is still emerging and presents
a more nuanced picture.
On the one hand, a number of theoretical and empirical studies have highlighted the potential for green
finance to enhance financial stability. The main arguments in this regard are:
® Risk Mitigation: By channeling capital towards climate-resilient and low-carbon investments, green finance
can help to reduce the exposure of the financial system to physical and transition risks.?’ For example,
investing in renewable energy can reduce the risk of stranded assets in the fossil fuel sector, while investing
in climate-resilient infrastructure can reduce the financial losses from extreme weather events.
® Improved Risk Management: The growth of green finance can encourage financial institutions to develop
more sophisticated tools and methodologies for assessing and managing climate-related financial risks. This
can lead to a more accurate pricing of these risks and a more resilient financial system.
® Enhanced Transparency: The disclosure requirements associated with many green financial products can
improve the availability of climate-related financial data, enabling investors, regulators, and other
stakeholders to make more informed decisions.
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On the other hand, some scholars have raised concerns about the potential for green finance to create

new risks to financial stability.>* These include:

® Green Bubbles: A rapid increase in demand for green assets could lead to the formation of a "green bubble,"
where the prices of these assets become detached from their fundamental value. A subsequent bursting of this
bubble could lead to significant financial losses.

® Concentration Risk: A large-scale shift of capital towards a limited number of green sectors or technologies
could lead to concentration risk, making the financial system more vulnerable to shocks in these areas.

® Policy and Regulatory Uncertainty: The evolving nature of climate policy and green finance regulations
can create uncertainty for investors and financial institutions, potentially leading to market volatility.>!

The literature increasingly emphasizes that the impact of green finance on financial stability will
depend on a range of factors, including the design of green finance instruments, the robustness of the underlying
policy and regulatory framework, and the ability of financial institutions to effectively manage the associated
risks.

III. Methodology/Approach
This research paper employs a qualitative and conceptual research methodology to evaluate the
multifaceted relationship between climate risk, financial stability, and green finance. The complexity and
evolving nature of this topic necessitate an approach that goes beyond purely quantitative analysis and instead
focuses on a deep and nuanced understanding of the underlying concepts, mechanisms, and policy debates. The
research design is based on a comprehensive and systematic review of a wide range of sources, which allows
for the synthesis of diverse perspectives and the development of a holistic analytical framework.

Research Design and Data Sources
The core of the research methodology is a systematic literature review, which is structured to provide a

comprehensive and unbiased assessment of the current state of knowledge on the topic. The selection of sources

has been guided by a set of clear inclusion and exclusion criteria to ensure the quality and relevance of the

information used in the analysis. The primary sources of data for this research include:

® Academic Journals: A wide range of peer-reviewed academic journals from the fields of finance,
economics, environmental studies, and public policy have been consulted. These include leading journals
such as the Journal of Finance, The Review of Financial Studies, The Quarterly Journal of Economics,
Nature Climate Change, and Energy Policy. The use of academic journals ensures that the research is
grounded in rigorous and evidence-based analysis.

® Reports from International Financial Institutions (IFIs): Reports and publications from institutions such
as the International Monetary Fund (IMF), the World Bank, the Bank for International Settlements (BIS), and
the Financial Stability Board (FSB) are a key source of data and analysis. These institutions are at the
forefront of the global debate on climate-related financial risks and have produced a wealth of high-quality
research on the topic.

® Policy Documents and Regulatory Publications: Policy documents from governments, central banks, and
financial regulators around the world provide valuable insights into the evolving policy and regulatory
landscape for green finance. This includes national climate strategies, central bank mandates on climate risk,
and regulations on climate-related financial disclosures.

® Publications from Think Tanks and Non-Governmental Organizations (NGOs): Research and analysis
from reputable think tanks and NGOs that specialize in climate change and sustainable finance have also been
used to provide a broader range of perspectives and to supplement the analysis from official sources.

Analytical Framework
The analysis in this paper is structured around a conceptual framework that links the key concepts of

climate risk, financial stability, and green finance. This framework, which is developed on the basis of the

literature review, provides a clear and logical structure for the analysis and helps to ensure that the research is

focused and coherent. The analytical framework is based on the following key components:

1.Identification and Categorization of Climate-Related Financial Risks: The framework begins by
identifying and categorizing the different types of climate-related financial risks, including physical,
transition, and liability risks.3? It then explores the various channels through which these risks are transmitted
to the financial system.

2.Mapping the Green Finance Ecosystem: The framework provides a detailed overview of the green finance
ecosystem, including the key actors (e.g., investors, financial institutions, regulators), instruments (e.g., green
bonds, green loans), and enabling conditions (e.g., taxonomies, disclosure standards).

3.Evaluating the Role of Green Finance in Risk Mitigation: The core of the analytical framework is an
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evaluation of the potential for green finance to mitigate climate-related financial risks. This involves a critical
assessment of the effectiveness of different green finance instruments and mechanisms, drawing on both
theoretical arguments and empirical evidence.

4. Assessing the Challenges and Limitations: The framework also includes a critical assessment of the
challenges and limitations of green finance, including the risks of greenwashing, the potential for market
bubbles, and the need for a just transition.

5. Analyzing the Policy and Regulatory Landscape: The final component of the framework is an analysis of
the policy and regulatory landscape for green finance. This includes an examination of the role of
governments, central banks, and international organizations in creating an enabling environment for the
growth of green finance.

By using this analytical framework, the paper is able to provide a comprehensive and well-structured
evaluation of the role of green finance in promoting financial stability in the face of climate change. The
qualitative and conceptual approach allows for a deep and nuanced analysis of the complex issues involved,
while the use of a wide range of high-quality sources ensures that the research is well-grounded and evidence-
based.

IV.  Analysis / Findings / Framework
The Transmission of Climate Risk to the Financial System: A Deeper Dive
The stability of the financial system is predicated on the accurate pricing of risk and the ability of
financial institutions to absorb unexpected losses. Climate change fundamentally challenges these foundations
by introducing a new set of complex and correlated risks that are not fully captured by traditional risk
management models.>* A granular analysis of the transmission channels reveals the pervasive nature of this
threat.

Microprudential Channels: The Impact on Individual Financial Institutions
At the level of individual banks, insurers, and asset managers, climate risks manifest primarily as credit

risk, market risk, underwriting risk, and operational risk.

® Credit Risk: This is perhaps the most significant channel through which climate risk affects the banking
sector. Physical risks can lead to an increase in loan defaults as businesses and households suffer from
climate-related damages. For example, a bank with a large mortgage portfolio in a coastal region is exposed
to the risk of widespread defaults in the event of a major hurricane or persistent sea-level rise.>* Transition
risks also translate into credit risk.’> A bank that has lent heavily to fossil fuel companies faces the risk of
these loans becoming non-performing if a sudden and stringent climate policy renders the assets of these
companies stranded.>

® Market Risk: This relates to losses arising from changes in market prices. Climate risks can trigger a rapid
and significant repricing of a wide range of financial assets.?” For instance, the announcement of a carbon tax
could lead to a sharp fall in the stock prices of carbon-intensive companies, resulting in losses for asset
managers and other investors holding these stocks. Similarly, the physical impacts of climate change can
affect the value of real estate and agricultural commodities, leading to losses for investors in these asset
classes.®

® Underwriting Risk: This is a key concern for the insurance industry. An increase in the frequency and
severity of extreme weather events can lead to a surge in insurance claims, eroding the profitability and
capital buffers of insurers.* In some high-risk areas, climate change may make it impossible for insurers to
offer affordable coverage, leading to the emergence of "insurance deserts" and leaving households and
businesses unprotected.*’

® Operational Risk: This refers to the risk of losses resulting from inadequate or failed internal processes,
people, and systems, or from external events. Climate change can increase operational risk for financial
institutions in a number of ways. For example, a flood or a wildfire could damage a bank's physical branches
or data centers, disrupting its operations.*!

Macroprudential Channels: The Threat of Systemic Risk
While the microprudential impacts of climate risk are significant, the greatest threat to financial
stability arises from the potential for these risks to become systemic.*? Systemic risk is the risk that the failure
of one financial institution or a shock to one part of the financial system could trigger a cascade of failures and a
broader financial crisis. Climate change can amplify systemic risk through several channels:*
® Correlated Exposures: Climate risks are often systemic in nature, meaning that they can affect a large
number of financial institutions and sectors simultaneously.** For example, a severe drought could lead to
widespread loan defaults in the agricultural sector, affecting all banks with exposure to this sector. This high
degree of correlation can undermine the benefits of diversification and make the financial system more
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vulnerable to shocks.®

® Feedback Loops and Second-Round Effects: The impacts of climate change can create negative feedback
loops that amplify financial instability.*® For example, a climate-related shock that leads to a fall in asset
prices could force financial institutions to sell assets to meet their obligations, leading to further price declines
and a vicious cycle of deleveraging.

® The Risk of a "Climate Minsky Moment'": A "Minsky moment" refers to a sudden and sharp collapse in
asset prices following a long period of unsustainable growth. Some observers have warned of the potential for
a "climate Minsky moment," where a sudden and unexpected shift in market sentiment about climate change
could trigger a disorderly repricing of assets and a major financial crisis.

Green Finance as a Mitigating Force: An Evaluation of Key Instruments
Green finance offers a range of instruments and mechanisms that can help to mitigate these climate-
related financial risks by reallocating capital towards a more sustainable and resilient economy.*’

Green Bonds: The Flagship of Green Finance
Green bonds are debt securities that are issued to raise capital for projects with positive environmental

benefits.*® Since the first green bond was issued by the European Investment Bank in 2007, the market has

grown exponentially, with issuance now exceeding hundreds of billions of dollars annually.

® Role in Risk Mitigation: Green bonds can help to mitigate transition risk by financing the shift to a low-
carbon economy.* By providing a dedicated source of funding for renewable energy, energy efficiency, and
other green projects, they can help to reduce the reliance on fossil fuels and lower the risk of stranded
assets.>® Green bonds can also help to mitigate physical risk by financing climate adaptation projects, such as
flood defenses and climate-resilient infrastructure.

® Case Study: The Rise of Sovereign Green Bonds: A growing number of countries, including France,
Germany, and the United Kingdom, have issued sovereign green bonds to finance their national climate
strategies.’! These bonds have been instrumental in scaling up green investment and have sent a strong signal
to the market about the commitment of these governments to the green transition. For example, the proceeds
from Germany's sovereign green bonds have been used to finance projects in areas such as clean
transportation, renewable energy, and sustainable agriculture. The issuance of these bonds has been
accompanied by a high degree of transparency, with detailed reporting on the use of proceeds and the
environmental impact of the financed projects.?

Green Loans and Sustainable Supply Chain Finance
Green loans are another important instrument for channeling capital towards sustainable activities.3?

These loans are often provided at preferential interest rates to encourage businesses and households to invest in

green technologies and practices.>*

® Role in Risk Mitigation: Green loans can help to reduce the carbon footprint of the real economy and lower
the transition risk exposure of the banking sector. For example, a bank that provides green loans for energy-
efficient home renovations is not only helping its customers to reduce their energy bills and emissions, but is
also reducing its own exposure to the risk of rising carbon prices.

® Innovation in Sustainable Supply Chain Finance: A particularly innovative area of green finance is
sustainable supply chain finance. This involves providing financing to suppliers on the basis of their
sustainability performance.> For example, a large corporation could partner with a bank to offer its suppliers
access to cheaper financing if they meet certain environmental standards. This can create a powerful incentive
for suppliers to improve their environmental performance and can help to green the entire supply chain.

The Growing Influence of Sustainable Investment
Sustainable investment, which incorporates ESG factors into investment decisions, has become a major

force in the global financial markets. Institutional investors, such as pension funds and insurance companies, are

increasingly using their financial clout to push companies to adopt more sustainable practices.’®

® Role in Risk Mitigation: By divesting from carbon-intensive companies and investing in sustainable leaders,
investors can reduce their exposure to transition risk. Furthermore, by engaging with companies on climate-
related issues, investors can encourage them to improve their climate risk management and disclosure, which
can contribute to greater financial stability.>’

® The Rise of Climate-Focused Shareholder Activism: A growing number of shareholder resolutions are
being filed at the annual general meetings of major corporations, calling on them to take more ambitious
action on climate change. In some cases, these resolutions have been successful in forcing companies to set
emission reduction targets, disclose their climate-related lobbying activities, and appoint climate-competent
directors to their boards. This activism is a powerful demonstration of how investors can use their ownership
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rights to drive the green transition.

The Critical Role of an Enabling Policy and Regulatory Framework

The growth and effectiveness of green finance are heavily dependent on the existence of a supportive
policy and regulatory framework. Without clear and consistent signals from policymakers and regulators, the
private sector will be reluctant to make the large-scale investments in green finance that are needed to address
the climate challenge.

The Importance of Carbon Pricing

A robust and predictable price on carbon is widely seen as the most effective way to internalize the
external costs of climate change and to create a level playing field for green investments. Carbon pricing can be
implemented through a carbon tax or an emissions trading system (ETS).*® By making carbon-intensive
activities more expensive, carbon pricing can create a powerful incentive for businesses and consumers to
reduce their emissions and to invest in low-carbon technologies.

Green Finance Taxonomies and Disclosure Standards

To address the problem of greenwashing and to ensure that capital is directed towards genuinely
sustainable activities, there is a growing need for clear and consistent definitions and standards for green
finance.”® Green finance taxonomies, such as the one developed by the EU, provide a science-based
classification of environmentally sustainable economic activities.® These taxonomies can provide greater
clarity and certainty for investors and can help to prevent the mislabeling of financial products.®!

In addition to taxonomies, there is a growing demand for mandatory climate-related financial
disclosures. The recommendations of the Task Force on Climate-related Financial Disclosures (TCFD) have
become the global benchmark for climate reporting. By requiring companies to disclose their climate-related
risks and opportunities, these disclosures can improve the availability of climate-related financial data and
enable investors to make more informed decisions.

The Evolving Role of Central Banks and Financial Regulators
Central banks and financial regulators have a critical role to play in managing climate-related financial
risks and in supporting the growth of green finance.®? A growing number of central banks are now incorporating
climate change into their financial stability mandates. This includes:
® Climate Stress Testing: Central banks are increasingly conducting climate stress tests to assess the resilience
of the financial system to different climate scenarios.5
® Supervisory Expectations: Regulators are setting clear expectations for how financial institutions should
manage and disclose their climate-related financial risks.%*
® Greening Monetary Policy: Some central banks are exploring ways to align their monetary policy
operations with climate goals, for example by adjusting their asset purchase programs to favor green bonds.
By taking a proactive approach to climate change, central banks and financial regulators can help to
ensure that the financial system is resilient to the risks of a warming planet and is able to support the transition
to a sustainable economy.

V.  Discussion

The Promise and Perils of Green Finance: A Balanced Perspective

The analysis presented in this paper suggests that green finance holds significant promise as a tool for
mitigating climate-related financial risks and promoting financial stability. By reallocating capital towards
sustainable investments, improving the pricing of climate risks, and enhancing transparency, green finance can
help to build a more resilient and future-proof financial system. The rapid growth of the green bond market, the
increasing integration of ESG factors into investment decisions, and the growing recognition of the importance
of climate-related financial disclosures are all testament to the transformative potential of green finance.

However, it is crucial to maintain a balanced perspective and to acknowledge the significant challenges
and limitations that still need to be addressed. The green finance market is still relatively small compared to the
overall financial system, and its impact on financial stability will be limited until it reaches a much larger scale.
Furthermore, the effectiveness of green finance is heavily dependent on the broader policy and regulatory
context. Without a strong and credible commitment from governments to tackle climate change, the private
sector will not have the incentives it needs to fully embrace green finance.

Addressing the Challenges: The Path to a Sustainable Financial System
To unlock the full potential of green finance, a concerted effort is needed from all stakeholders to
address the key challenges and barriers that are currently hindering its growth and effectiveness.
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Overcoming the "Greenwashing" Hurdle

"Greenwashing" remains a significant threat to the integrity and credibility of the green finance
market.®® To combat this, there is an urgent need for greater standardization and transparency. The development
of internationally recognized green finance taxonomies is a critical step in the right direction, but these
taxonomies need to be widely adopted and enforced to be effective. Independent verification and certification of
green financial products can also help to build investor confidence and to ensure that capital is directed towards
projects with genuine environmental benefits.

Closing the Climate Data Gap

The lack of high-quality, reliable, and comparable climate-related financial data is a major obstacle to
the effective management of climate risks.®” While the recommendations of the TCFD have helped to improve
the situation, there is still a long way to go. The mandatory disclosure of climate-related financial risks, in line
with the TCFD framework, should be a priority for governments and regulators around the world. Furthermore,
greater investment is needed in the development of sophisticated climate risk models and analytics to help
financial institutions and investors to better understand and manage their exposures.

Ensuring a Just and Orderly Transition

The transition to a low-carbon economy will inevitably create winners and losers. While green finance
can help to facilitate this transition, it is important to ensure that it is managed in a just and orderly way.® This
means providing support for workers and communities that are dependent on carbon-intensive industries, and
ensuring that the benefits of the green transition are shared widely. A failure to manage the social and economic
consequences of the transition could lead to political backlash and could undermine the stability of the financial
system.

The Role of Stakeholders in Driving the Green Finance Agenda
Building a sustainable financial system is a shared responsibility that requires action from a wide range
of stakeholders.
® Governments have a critical role to play in setting clear and ambitious climate targets, implementing
effective carbon pricing mechanisms, and creating a supportive policy and regulatory framework for green
finance.®
® Central Banks and Financial Regulators need to continue to integrate climate change into their financial
stability mandates, conduct regular climate stress tests, and set clear supervisory expectations for financial
institutions.
® Financial Institutions need to develop and implement robust strategies for managing climate-related
financial risks, scale up their green finance offerings, and improve their climate-related disclosures.
® Institutional Investors have a powerful role to play in using their financial leverage to push companies to
adopt more sustainable practices and to advocate for stronger climate policies.”
® International Cooperation is essential for addressing the global challenge of climate change. Greater
collaboration is needed between countries to harmonize green finance standards, to share best practices, and
to mobilize the financial resources that are needed to support the green transition in developing countries.
By working together, these stakeholders can help to create a virtuous circle, where stronger climate
policies drive the growth of green finance, and a more sustainable financial system helps to accelerate the
transition to a low-carbon economy.

VI.  Conclusion

The evidence is clear: climate change poses a significant and systemic threat to the stability of the
global financial system.”! The physical impacts of a warming planet and the economic shifts required to
transition to a low-carbon future create a complex and unprecedented risk landscape that financial institutions,
markets, and regulators can no longer afford to ignore.” In this context, green finance has emerged as a critical
and indispensable tool for navigating the challenges of the 21st century.

This paper has provided a comprehensive evaluation of the role of green finance in mitigating climate-
related financial risks and fostering greater financial stability. The analysis has shown that by mobilizing capital
for sustainable investments, improving the pricing of climate risks, and enhancing transparency, green finance
can help to build a more resilient and future-proof financial system. From the rapid growth of the green bond
market to the increasing influence of sustainable investment, the momentum behind green finance is
undeniable.”

However, the journey to a truly sustainable financial system is far from over. Significant challenges
remain, including the need to combat greenwashing, to close the climate data gap, and to ensure a just and
orderly transition. Overcoming these challenges will require a concerted and collaborative effort from all
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stakeholders, including governments, central banks, financial institutions, and institutional investors.

The key policy implications that emerge from this research are clear. First, there is an urgent need for
governments to provide a clear and credible long-term policy signal on climate change, including the
implementation of a robust and rising price on carbon. Second, greater international cooperation is needed to
harmonize green finance standards and to prevent a race to the bottom. Third, central banks and financial
regulators must continue to take a proactive approach to managing climate-related financial risks, including
through the use of climate stress tests and the setting of clear supervisory expectations. Finally, a greater focus
is needed on ensuring that the transition to a sustainable financial system is inclusive and equitable, leaving no
one behind.

In conclusion, while green finance is not a panacea, it is an essential part of the solution to the climate
crisis. By embracing the principles of sustainable finance and by working together to create an enabling policy
and regulatory environment, we can harness the power of the financial system to accelerate the transition to a
low-carbon, climate-resilient, and prosperous future. The stability of our financial system, and the health of our
planet, depend on it.
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