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‘Evolving ESG and Green_

Finance Landscape
Require Greater
Awareness by Banks
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Environmental, Social and Governance
(ESG) issues have come sharply into focus

among banks, financial institutions and their RIT.ERHEERTHEE
regulatory bodies, especially as governments "‘:%%E B FIRIE M
are focusing on the direction the long- REA(ESG)#HE, LRE
term response to COVID-19 should take. In BEMEFR D IRERIZES
many instances, the ongoing health crisis B K B IERI A2 B,
has accelerated pre-existing trends towards ESGERL A= MRS %= 57l

greater ESG integration by underscoring AR EEL RIFIFEEKR

the role the business and banking sectors BELH, FEFEXER A
o8 can play in confronting societal and RITREEL M EFIRIESE
HA e FHERER, IRT
TFEBHBNESGTTER
BEZ

environmental issues.
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products such as ESG-related funds - has been an

unmistakable trend over the last couple of years. It could
even be argued that ESG sceptics have been largely silenced.
Within the ESG space, the emergence of Green Finance has
been particularly significant, as it addresses the imminent
challenge of climate risk head on.

The growing interest in ESG - and the demand for

As set out in this article, the rise of Green Finance has been
essentially market-driven. This has prompted banks and other
financial institutions to respond to what is both a client

need and a real business opportunity. At the same time, the
regulators and other bodies are playing a key role in raising
awareness and facilitating market appetite.

www.hkib.org

The formation in 2017 of the Network for
Greening the Financial System (NGFS), which
comprises 83 central banks and financial
supervisors, was a key development in

the international regulatory landscape.

In Hong Kong, the Hong Kong Monetary
Authority (HKMA) and the Securities and
Futures Commission (SFC) have established
the Green and Sustainable Finance Cross-
Agency Steering Group, which includes
Hong Kong Exchanges and Clearing Limited
(HKEX), the Mandatory Provident Fund
Schemes Authority (MPFA) and the Insurance
Authority, as well as various government
departments. Since its establishment, the
Steering Group has been stepping up its
efforts to coordinate pertinent issues in
the financial sector in Hong Kong, while
supporting international initiatives and
alignment to strengthen Hong Kong’s
financial ecosystem in order to support a
greener and more sustainable long-term
future.
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Establishing a green pathway

The HKMA and the SFC, which both see financial institutions
as having a key role to play in the green economy, have
issued a wave of draft regulations, white papers and
assessment frameworks that have brought focus to the
debate around climate and environmental risks in the
financial services industry. But these efforts might have
struggled to gain traction if there had been no interest from
the market. Instead, there has been growing demand for
green products. The Chinese government has designated
Hong Kong as the country’s Green Finance hub.

An important proviso to make here is that, while ESG and
Green Finance are now high on the agenda of regulators,
this sector is still far from mature. Given this stage

of development, the push from regulators (as well as
governments and other stakeholders) will continue to be
essential in order to sustain momentum. They are committed
to knowledge sharing and capacity building among Hong
Kong financial institutions so that they can better manage
climate risk, as well as working with these institutions to
capture business opportunities. The motivation behind this
effort is quite clear: climate risk is real, the potential market
is huge, and Hong Kong’s financial services sector needs

to ensure that it is up to speed. The regulators want the
banks to be game changers who will transform their clients’
behaviour and enable Hong Kong to become truly green.
But, for this to happen, many banks will need to build their
ESG and Green Financing capacity and expertise. The Cross-

Agency Steering Group aims to help with this. It is hoped that

the smaller banks will be incentivised to act if they see their
larger competitors gaining first-mover advantage.

(14
There will be an ever-increasing demand

for funding from both start-ups and
established companies. The subsequent
demand for green financing is likely to be
huge - Hong Kong institutions need to be

ready to capture this opportunity ¢e
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Transition, adaptation and mitigation

From studies and actual examples of how climate change is
impacting different parts of the world, it has become clear

that climate risk is an inescapable fact. As industries start to
address this new reality, vast numbers of businesses will have
to transform themselves or face the consequences. New market
entrants will also change the dynamics of established industry
sectors.

As businesses in increasing numbers grasp the need for
transition, adaptation or mitigation, they will seek to adopt
renewable energy and related technologies. There will be an
ever-increasing demand for funding from both start-ups and
established companies. The subsequent demand for green

financing is likely to be huge - Hong Kong institutions need to

be ready to capture this opportunity.

The change brought about by climate risk is also being felt in other

parts of the financial services industry. Some asset managers
and insurers are taking steps to offload non-ESG investments.
They report that, compared to just a couple of years ago, more
and more of their sell-side and buy-side clients are building up
a strong focus on ESG investment strategies. The trend presents
substantial business opportunities for the financial institutions
that are best placed to respond to these new demands.

www.hkib.org
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New skills and methodologies

As stated above, Green Finance is far from mature: it hasn’t
permeated all levels of the financial services industry and
there is a need to educate both institutions and clients

as to the opportunities and risks. From the regulators’
perspective, an important component of this education is to
embed climate risk into each bank’s overall risk management
framework. The reality of climate risk means that a broad
swathe of industries will have to adapt their processes or
mitigate their exposures in some way. The potential for more
frequent and intense physical or transition risks means that
the business models of many firms will be hugely affected.
This will impact the credit profiles of all banks over the next
decade or two. Most financial institutions have yet to develop
the capacity to better manage this shift in risks. Regulators
and policy makers will have a critical role to play during this
transition. Not least, they will need to advise banks on how
to reconcile the short-term view (structure of a loan) with the
macro long-term picture.

The challenge is that risk management methodologies

are still evolving. There is a data gap when it comes to
quantifying climate risk, leading to a reliance on more
qualitative analysis. It is essential for risk management and
business to work hand in hand. With more analysis, risk
managers can give more comprehensive information about

a project/client’s risk profile which incorporates the impact
of climate risk. The business can then make a more informed
decision on whether to exit or to help the client’s project
become more aligned with ESG/Green Financing objectives
through granting the client a sustainability-linked loan or
other green lending products. It is important that banks don’t
see this as a standalone risk management exercise. Rather, it
needs to be a bank-wide project.

Key challenges lie ahead

As part of the maturing process, another challenge that
needs to be resolved is the development of meaningful
metrics to certify greenness. The European Union (EU) and
China have adopted different green taxonomies. The former
aims for a comprehensive taxonomy encompassing industries
and sub-industries, whereas China favours a principles-based
approach. The risk is that, between these two poles, different
institutions may develop their own taxonomies. One of the
five near-term action points of the Green and Sustainable
Finance Cross-Agency Steering Group is to adopt the Common
Ground Taxonomy, which is expected to be developed by mid-
2021 by the International Platform on Sustainable Finance
Working Group on Taxonomies, which is co-led by China and
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the EU. Such standardisation is essential: the industry needs
this clarity before there can be a greater diversity of green
products. Greater clarity about what qualifies as a green
project - combined with a more sophisticated range of Green
Finance options - will help the sector to develop.

Regulators and industry need to work together
Green Finance faces a range of challenges, such as the lack
of a standardised green taxonomy; data gaps and unproven
methodologies for quantifying climate risks; and a scarcity of
talent and capacity. At the same time, the regulators and the
Government are committed to supporting this nascent sector
in Hong Kong.

The changes that are on their way as industries respond to climate

risk represent an enormous opportunity, as well as a threat for
institutions that do not act. The Greater Bay Area (GBA) and
Southbound Connect will facilitate fundraising for green projects
by Mainland Chinese firms in Hong Kong. As a result, the city has
the opportunity to become a significant Green Finance centre.
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