
sustainability

Article

What Do We Mean by Sustainable Finance? Assessing Existing
Frameworks and Policy Risks

Marco Migliorelli 1,2,†

����������
�������

Citation: Migliorelli, M. What Do We

Mean by Sustainable Finance?

Assessing Existing Frameworks and

Policy Risks. Sustainability 2021, 13,

975. https://doi.org/10.3390/su

13020975

Received: 15 December 2020

Accepted: 15 January 2021

Published: 19 January 2021

Publisher’s Note: MDPI stays neutral

with regard to jurisdictional claims in

published maps and institutional affil-

iations.

Copyright: © 2021 by the author.

Licensee MDPI, Basel, Switzerland.

This article is an open access article

distributed under the terms and

conditions of the Creative Commons

Attribution (CC BY) license (https://

creativecommons.org/licenses/by/

4.0/).

1 European Commission, 1049 Brussels, Belgium; marco.migliorelli@ec.europa.eu
2 Sorbonne Business School, Université Paris 1 Panthéon-Sorbonne, 75013 Paris, France
† The ideas presented in this paper do not necessarily reflect the official opinion of the European Commission.

Abstract: I observe that the sustainable finance landscape as it stands today is featured by an over-
abundance of heterogeneous concepts, definitions, industry and policy standards. I argue that such
heterogeneity may hinder the smooth development of the conceptual thinking underpinning sus-
tainable finance and originates specific risks that may harm the credibility of the nascent market.
These risks include green and sustainable washing, the rebranding of financial flows without addi-
tionality, the disordered adjustment in the cost of capital spreads between industries. I argue that
to reflect the actual industry and policy context as wells as to steer conceptual and applied practice
sustainable finance should be today referred to as “finance for sustainability”. To this extent, both its
definition and implementing standards should make clear reference to the relevant sustainability
dimensions (in particular in line with the Sustainable Development Goals and the Paris Agreement)
and to the sectors or activities that positively contribute to these dimensions.

Keywords: sustainable finance; greenwashing; sustainable washing; rebranding; Sustainable Devel-
opment Goals; Paris Agreement

1. Introduction and Summary

Defining exhaustively sustainable finance, that is ensuring clarity on both its definition
and implementing standards, is not an easy task. As a matter of fact, today an off-the-shelf,
universal and workable definition of sustainable finance does not exist. Neither does it exist
for the different families of sustainable finance securities, products or services available
in the market. Guidelines have emerged and consolidated in the industry only for some
key categories of securities (as green bonds and social bonds) and are considered effective
but non-binding market references [1,2]. Thus far, financial institutions, governments, and
international organisations have tended to create definitions according to their underlying
motivations [3], resulting inter alia in a proliferation of heterogeneous terminology [4].
Region-wide policy initiatives to streamline and mainstream the sustainable finance market
have been launched only recently [5] and are characterised by different perimeters and
levels of ambition. Only little effort has been made to limit the issue of possible diverging
interpretations of what sustainable finance is [6].

A flourishing of ambiguous definitions in what today can be considered the broader
sustainable finance landscape has been noticed since long. Already two decades ago,
environmental, social, and governance (ESG) investing could be described as an “area char-
acterised by at best loose terminology, at worst by a conceptual confusion that would benefit from
the rigour of academic analysis” [7]. Indeed, it is incumbent on academics to periodically
reflect on the level and origins of conceptual fuzziness in their bodies of literature, as their
disciplines evolve [8].

This paper aims at enriching the debate surrounding the issue of defining sustain-
able finance. To this extent, its contribution to the standing body of literature is twofold.
On the one hand, it proposes a “workable” definition of sustainable finance, that is able
to properly reflect the actual industry and policy context and specific enough to steer
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conceptual and applied practice. As a matter of fact, many of the existing definitions lack
these characteristics and contribute to dilute research and industry efforts in explaining
what sustainable finance means. This is done by building on the assessment of the key
concepts, frameworks, and standards today featuring the sustainable finance industry, and
their evolution over time. On the other hand, the paper identifies the main policy and
financial risks stemming from defining sustainable finance, in particular in relation to the
implementation of key operational standards, such as labels and taxonomies. From this
basis, it is also possible to propose axes of action for policy makers in order to streamline
the phasing-in of sustainable finance and shield the credibility of the nascent market (and
related accountability practices).

I first argue that, on the basis of the observation of the current industry and policy
context, sustainable finance should be today more coherently referred to as (be a synonym
of) “finance for sustainability”. In this respect, it should be considered as a self-standing
factor in the effort to reach a sustainable society, in particular in line with the Sustainable
Development Goals (SDG) and the Paris Agreement. Understanding today sustainable
finance as “finance for sustainability” would represent a significant departure from its original
meaning, when it could be more often referred (and limited) to the attempt to include
sustainability-related considerations into investment decisions.

In this vein, a workable definition of sustainable finance should make clear reference
to two intertwined issues, both intervening upstream and not pertaining specifically to
the field of finance. The first is the identification of the possible sustainability dimensions.
These are, but are not limited to, the preservation of the environment and the ecosystems,
the conservation of the biodiversity, the fight against climate change, the eradication of
poverty and hunger. The second is the assessment of the contribution of each economic
sector or activity to the achievement of, or the improvement in, at least one of the rel-
evant sustainability dimensions. This has to be done in order to identify the areas that
deserve “sustainable” financing. Considering these two elements is sufficient to frame
a workable definition of sustainable finance fitting with the actual industry and policy
context. To this extent, sustainable finance could be defined as “finance to support sectors or
activities that contribute to the achievement of, or the improvement in, at least one of the relevant
sustainability dimensions”.

This notwithstanding, to depict the complexity of the sustainable finance market as it
stands today, a specific element should be given further attention. That is, the compliance
of financial securities, products or services with one or the other of the several existing
policy and industry frameworks, guidelines and related labels. To recognise the relevance
of their specificity, these financial flows and stocks can be specifically referred to as “labelled
sustainable finance”. Labelled green, social and sustainable financial securities, products or
services today represent the core component of the sustainable finance market (even if not
the largest) and are particular relevant in steering market demand.

Finally, I argue that defining exhaustively sustainable finance should be a primary
concern for policy makers. I recognise two main reasons why it has to be considered a
critical factor in the process of consolidation of the market. First, uncertainties regarding
what can be considered fully-fledged sustainable finance securities, products or services
may undermine the confidence of the investors and discourage investment. In this respect,
it is reasonable to assume that economic agents would consider sustainable finance as
an option only if they are sure that their sustainability and values orientations are sys-
tematically reflected in the financial securities, products or services they are offered, with
“no surprises”. This issue can be analysed under the point of view of the emergence in the
sustainable financial market of new information asymmetries and opaque information, and
hence consequent possible opportunistic behaviours. The risks of greenwashing or sustain-
able washing or the possibility of mere refinancing of existing debt via labelled sustainable
finance securities with no incremental resources directed towards sustainable investments
(rebranding without additionality) are relevant examples. Second, on the basis of the
specific sustainable finance framework in place, a progressive process of rebalancing of
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the investment portfolios may occur, in particular via the sell-off by institutional investors
of securities of “non-sustainable” sectors and the purchase-and-hold of labelled sustainable
finance or unlabelled securities pertaining to “sustainable” industries. This phenomenon
may be accelerated by policy measures that may be launched to mainstream sustainable
finance, such lower capital requirements for financial intermediaries holding sustainable
finance securities, ad-hoc fiscal incentives for sustainable investments, or the inclusion of
sustainability considerations in the central banks’ monetary policy. Uncertainty on what
should be considered sustainable finance can eventually contribute to trigger disordered
pricing adjustments and a rapid increase in the differentials of both the cost of debt and
equity between “sustainable” and “non-sustainable” industries, when changes in investors’
expectations materialise.

The rest of the paper is structured as follows. Section 2 offers a narrative of the
existing frameworks, definitions, and labelling standards that today feature the wider
sustainable finance landscape. Section 3 deals with the construction of a workable definition
of sustainable finance able to reflect the actual industry and policy context. In Section 4,
the main risks stemming from defining sustainable finance are discussed, as well as their
possible policy implications. Finally, Section 5 states concluding remarks and recalls the
need for further debate on the topic.

2. The Sustainable Finance Landscape: A Review of Existing Frameworks, Definitions
and Labelling Standards

The concern of the impact of economic activities on nature and social structures has
been discussed for decades [9]. Through time, a number of possibilities to account for the
connection between finance and sustainability have been proposed. Among them, it is
possible to mention the rise of environmental, social and corporate governance (ESG) crite-
ria in investment decision-making [10], the impact investing and the socially responsible
investing (SRI) approaches [11], the concern with climate change and human rights [12],
the assessment of the effect of finance in terms of negative externalities [13], or the role
of sustainable finance for financial institutions already having a formal dual bottom-line
approach and for which financial performance needs to coexist with social goals [14]. More-
over, in recent years, the sustainability landscape has been further shaped as following the
landmark international agreements on the United Nations (UN) 2030 Agenda adopting the
Sustainable Development Goals (SDG) and the Paris Agreement on climate action. In both
these initiatives, the sustainability governance schemes and accountability patterns have
put on finance an unprecedented attention and its role has been recalled as a key enabling
factor for the attainment of the most ambitious sustainability-related objectives [9].

In the sub-sections that follow, I review the main frameworks, definitions, and la-
belling standards existing in the sustainable finance market. In this respect, I do not aim at
providing a hermeneutic analysis of the all the possible definitions featuring the market
(for this kind of exercise, focused on ESG literature, see for example [7]). Rather, I want to
provide an extensive easy-to-understand description of the sustainable finance landscape
and its funding principles as it stands today. This approach allows inter alia to propose two
schematic representations that can be used to portray the sustainable finance market.

I conduct the review on the basis of three concentric layers of analysis, that is (from the
largest to the smallest): (i) the wider policy context, (ii) the industry-originated frameworks,
and (iii) the operational and labelling standards. As the layers are concentric, inner
layers are coherent with larger ones in terms of scope but present specific and stricter
characteristics. Figure 1 gives a representation of the sustainable finance landscape on the
basis of these layers.
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Figure 1. The sustainable finance landscape.

2.1. Sustainable Finance and the Wider Policy Context

The Sustainable Development Goals (SDG) and the Paris Agreement have landmarked
the commitment of the international community towards a more sustainable society and
a climate-neutral economy. To reach these ambitious objectives, a new technology frame-
work, enhanced capacity-building, and a change in the consumption patterns were recalled
as essential and nested elements, all needed to steer the transition. Nevertheless, to support
such a transition, the mobilisation of financial resources has gained extraordinary atten-
tion [9]. Concerning the financing of the 17 SDG, several initiatives, mainly led by different
UN bodies, have been launched in order to draw the main principles to direct the necessary
flow of resources towards the goals and hence align global economic policies and financial
systems with the 2030 Agenda. To this end, a total gap of USD 5-7 trillion worldwide a year
until 2030 has been estimated [15]. Eventually, the concept of SDG finance has emerged.
Enhancing sustainable financing strategies and investments at regional and country levels
and seizing the potential of financial innovations, new technologies and digitalization
to provide equitable access to finance are the main specific objectives underpinning this
concept. In such a context, the Principles for Positive Impact Finance have been issued in 2017
within the Financial Initiative of the United Nations Environment Programme (UNEP-FI).
They are guidelines for financiers and investors to increase their impact on the economy,
society, and the environment, and aimed at providing basis for a common language across
all categories of financial instruments and business activities [15]. Similarly, the Principles
for Responsible Banking, focusing on banking operations, have been released in 2019 by
the same body. These principles have the purpose to provide a general framework for a
“sustainable” banking system in line with the SDG and the Paris Agreement, by embedding
sustainability considerations at the banks’ strategic, portfolio, and transactional levels, and
across all business areas [16]. In parallel, the notions of Paris Agreement-aligned investments
and, more general, green and climate finance have also emerged, these latter broadly referring
to the financial resources necessary to support environmental objectives (green finance) and
mitigation and adaptation actions that address climate change (climate finance) [9].

Against this background, concrete policy initiatives have been also launched world-
wide in the attempt to mainstream the flow of resources directed towards sustainability-
related objectives. Probably, the most noteworthy example is represented by the European
Union (EU). In the EU policy context, sustainable finance is defined as “finance to support
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economic growth while reducing pressures on the environment and taking into account social and
governance aspects” and it is clearly understood to support the delivery of the “European
Green Deal” by trying to channel private investment into the transition to a climate-neutral,
climate-resilient, resource-efficient, and just economy [17]. To do that, the strategy of the
European Commission builds on a specific Action Plan for sustainable finance [5] and
follow-up initiatives.

The combination of abovementioned frameworks, concepts, and initiatives can indeed
represent a first crucial, even though rather raw and generic, reference in the attempt to
draw the (policy-driven) perimeter of action for sustainable finance. At this stage, without
fixing any specific definition, sustainable finance may be indeed considered to first and
foremost embrace the financial stocks and flows mobilised to achieve the SDG (SDG finance).
Green finance and climate finance can be also considered specific components of sustainable
finance. In this respect, green finance can be referred to as the financial stocks and flows
aiming at supporting the achievement of the environment and climate-related SDG, while
climate finance can be associated to that component of green finance focusing on climate action
in line with the Paris Agreement objectives (in particular, in the form of climate change
mitigation and climate change adaptation). However, to these broad categories it may
be necessary to add as part of sustainable finance the financial stocks and flows directed
to policy objectives that may not be covered by the SDG, but still have sustainability
implications. Examples of these latter are the threats to sustainable development such as
the weakening of democracy aided by “big technology,” or the inferences of the fourth
industrial revolution on the global workforce [18].

Figure 2 gives a visual representation of a policy-driven classification of the possible
components of sustainable finance. As a matter of fact, such a wide scope, embracing
the financing of the SDG, the Paris Agreement, and going even beyond, would result in
considering sustainable finance as already a sizable and stable, but not yet completely
visible, component of the modern financial system. In this regard, sustainable finance may
in particular also encompass government spending programmes (eventually financed by
unlabelled debt), when financing sustainability-related objectives.
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2.2. Sustainable Finance and Industry-Originated Frameworks

The financial industry has endogenously developed through time a number of frame-
works that today should be considered to fully integrate the wider sustainable finance
landscape. In some cases, these frameworks have seen the light much before the con-
solidation of the policy movement towards sustainability that can be observed in the
last decade.

Likely, the most important example is represented by the inclusion of environmental,
social, and governance (ESG) considerations in the investment decisions of financial actors.
ESG have roots in not only faith-based investing, but also in the civil rights, anti-war, and
environmental movements of the 1960s and 1970s [9,19]. However, in more recent years, the
investment risks posed by climate change and poor corporate governance provided a huge
catalyst in the growth of ESG investing [19]. In addition, disclosure of ESG information for
financial and non-financial companies are increasingly demanded by policy makers in order
to create a more transparent market and steer investors’ decision-making. Noteworthy
examples of ESG disclosure standards are the EU non-financial reporting directive (NFRD)
or the voluntary guidelines developed by the climate disclosure project (CDP), the climate
disclosure standards board (CDSB), the global reporting initiative (GRI), the principles for
responsible investment (PRI), the sustainability accounting standards board (SASB) or the
task force on climate-related financial disclosures (TCFD) [20].

Spreading instruments aimed to sustain investment decisions, providing information
on the firm’s position within a sustainability perspective jointly with financial informa-
tion represents a newness both for people interested in ESG investments and for the
entire plethora of stakeholders interested in the overall companies’ performance [21,22].
An obvious consequence of these paradigm shifts is the felt need for strong support from
institutional investors [23]. Within the carbon accounting literature, authors have identified
two end-points on a spectrum of possible bases to deal with sustainability: accounting
for un-sustainability and accounting for sustainability improvements [24]. The former
aims to the disclosure of un-sustainable practices concerning past and current operations,
and at predicting future levels of expected negative externalities (e.g., the level of GHG
emissions). The latter informs about the decisions, and related measures, that a company is
going to implement for improving its sustainable performance. Among these decisions and
measures, the use of sustainable financing instruments probably represents one of the most
effective, since it directly realizes the bridge between financial and natural capitals [25,26].
However, the growing interest of the industry in ESG performance may be also linked
to the emergence of specific market incentives, related in particular to reputational gains
and corporate social responsibility acknowledgement by existing and potential clients.
As also observed in the literature, for a company to be recognised as engaged in sustainable
activities it can bring concrete benefits in terms of customer satisfaction, customer retention,
and market positioning [10,27].

Being today largely nested with ESG considerations, the concept of socially responsible
investing (SRI) has also progressively spread in the financial industry. The basis for this
contention revolves around the launch in 2006 of the United Nations-facilitated Principles
for Responsible Investment (PRI) and the subsequent rise to prominence of this initiative
among practitioners [28]. It refers to a voluntary set of investment principles that offer a set
of possible actions for incorporating ESG issues into investment practices. More than a half
of the total global institutional assets base are currently managed by institutions formally
embracing these principles, demonstrating the commitment of financial markets towards
ESG criteria within investment decisions [10].

ESG considerations and SRI do not certainly complete the financial industry-originated
practices towards sustainability. Among the others, impact finance and the related impact
investing should be first mentioned. Impact investments can be defined as “investments
made with the intention to generate positive, measurable social and environmental impact alongside
a financial return” [29]. This concept, in which the application can indeed span from social
businesses to financial actors, in particular, focuses on the formal distinction between (and
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the co-existence of) financial and non-financial performances, with the aim to widen the
final investment scope for market participants [30,31]. To this extent, impact investments
can be made in both emerging and developed markets, and target a range of returns from
below-market to market rate, depending on investors’ strategic goals [29]. On the other
hand, specifically concerning project management practices, the equator principles (EP) are
emerging in recent years as a “financial industry benchmark for determining, assessing and
managing environmental and social risk in projects” [32]. The EP may apply to all industry
sectors and refer to five main financial products: project finance, project finance advisory
services, project-related corporate loans, bridge loans, and project-related refinance and
acquisition finance. In practice, the EP could already cover the majority of international
project finance debt within both developed and emerging markets [32].

2.3. Sustainable Finance and Operational and Labelling Standards

When it comes to the observation of sustainable finance with regard to operational and
labelling standards, the framework put in place for green bonds is by far the most advanced.
This framework, endogenously developed within the financial industry, today benefits
from a large acceptance of the green bond principles (GBP), issued by the International Capital
Market Association (ICMA) in 2014 and then updated in 2018. The GBP are voluntary
process guidelines that recommend transparency and disclosure and promote integrity
in the development of the green bond market by clarifying the approach to be followed
for the issuance of a green bond [1]. To this extent, green bonds are defined as “any type of
bond instrument where the proceeds will be exclusively applied to finance or refinance, in part
or in full, new and/or existing eligible green projects and which are aligned with the four core
components of the GBP” [1]. The GBP then provide issuers with guidance on the four core
components involved in launching a green bond, which are: use of proceeds, process for
project evaluation and selection, management of proceeds and reporting. In practice, the
framework provided by the GBP recommends a structured process for issuers, investors,
banks, underwriters, and placement agents that can be used to appreciate the expected
features of any given green bond [1]. The GBP also foresee issuers, in connection with the
issuance of a green bond, to appoint at least one external reviewer to confirm the alignment of
their bond with the four core components of the GBP (these external reviews can be of four
types: second party opinions, verifications, certifications, or green bond scoring/ratings).
Even though the GBP are not mandatory, their development has played thus far a significant
role in structuring the green bonds market, providing all stakeholders with a tool able to
effectively and easily segregate green bonds from other debt securities. In this respect,
certification agencies acting as reviewers today make wide reference to the GBP in their
assessment activity, in this way prompting a certain degree of homogeneity in the market. In
2019, a total of USD 257.7 billion green bonds was issued worldwide [33], representing a new
record and confirming the double-digit growth of the market in recent years. Nevertheless,
it should be argued that the green debt market can hardly be considered to be limited to
instruments formally in line with the GBP and eventually labelled as green bonds. As a
matter of fact, a not negligible part of the unlabelled bonds outstanding could in principle
meet the criteria set by the GBP, even though the issuers eventually disregarded the
labelling option (e.g., in the case of many municipal bonds issued to finance projects of
water pollution prevention). The size of this market, which is very difficult to calculate
with accuracy, is indeed expected to be at least twice as large as the labelled green bonds
market standalone [33].

Following green bonds, labels were then proposed for social bonds [2] and sustainability
bonds [34] with similar operational standards as green bonds but focused respectively on
social and general sustainability goals, and sustainability-linked bonds [35], that novates
by identifying a return to the investment for bond holders linked to the attainment of
sustainability objectives measured by specific Key Performance Indicators (but, as intended
to be used for general purposes, the use of proceeds for sustainability-linked bonds is not a
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determinant and leaves wide freedom to the issuer in deciding the type of investments
to pursue).

Furthermore, labelling standards are progressively getting available for securities
other than bonds, as it is the case for green loans [36], sustainability-linked loans [37], or
the various types of sustainable funds. As a matter of fact, the fortune of these labelling
standards will depend on their appeal in terms of steering market demand and on the
incidence of administrative costs on the issuer. As these latter may be largely independent
from the size of the operation, in many cases they may result in being too high to be
attractive for operations of limited size [9].

Beyond labels, taxonomies represent today the essential operational standards in the
sustainable finance market. Taxonomies, which are normally developed by multilateral
development banks (MDB), financial industry organisations or policy makers, are lists that
specify the sectors or the activities which are entitled to receive “sustainable” financing.
In this respect, they are also used within the labelling frameworks mentioned above
when it comes to analysing the use of proceeds [1,2]. Table 1 gives a general overview of
the possible treatment of economic sectors and activities in existing sustainable finance
taxonomies. Policy-wise, the most important initiatives launched to create taxonomies
comprehend the EU Taxonomy of sustainable activities, in line with the mentioned Action
Plan for sustainable finance [5] and the People Bank of China’s Green Bond Endorsed Project
Catalogue. However, as of today, these taxonomies have been principally developed for
climate and (partially) environment-related investments, with little coverage of the possible
other sustainability dimensions. Furthermore, today they are far from being homogeneous
in terms of contents [6].

Table 1. Economic sectors or activities and treatment in existing sustainable finance taxonomies.

Treatment of the Sector or Activity in Existing Taxonomies
Main Category Core Element Possible Element

Climate action

Energy
production,
transmission,
and storage

• Solar energy
• Wind energy (in-shore and off-shore)
• Geothermal energy
• Small hydropower
• Biomass energy
• Transmission systems for renewables
• Storage systems
• Smart grids and mini grids

• Waste-to-energy systems
• Cogeneration
• Other renewables
• Nuclear energy
• Large hydropower
• Bioenergy feedstock production
• Clean coal
• Cleaner fuel production
• Improving efficiency of transmission systems

Energy efficiency
• Waste heat recovery
• Industrial energy efficiency systems
• Energy efficiency products

• Energy efficient products
• Energy efficiency in fossil fuel use

Transport
• Urban mass transit
• Non-diesel railways

• Electric and hybrid vehicles
• Alternative fuel vehicles
• Bicycle, pedestrian, waterways logistics

improvement
• Diesel railways
• Rail for transport of fossil fuels

Buildings

• Building green retrofitting
• New green buildings
• Energy audits and energy services
• Equipment improvement (e.g., lights, heating,

ventilation, air conditioning)

• Advanced materials
• Improvements/retrofitting/

decommissioning of fossil fuels power plants

Agricultureand
land use

• Energy and water saving
• Afforestation and plantations
• Reforestation

• Conservation agriculture
• Ecotourism
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Table 1. Cont.

Treatment of the Sector or Activity in Existing Taxonomies
Main Category Core Element Possible Element
Non-energy
greenhouse gases
(GHG) emissions

• Coal mine methane capture
• Carbon capture and storage (CCS)
• Reduction in GHGs (e.g., in cement or chemicals)

-

Disaster
prevention and
economic
resilience

-
• Climate resilient infrastructures
• Early warning systems
• Insurance against natural disasters

Other sectors
with possible
implications on
climate action

-

• Broadband
• Data centres using renewable energy
• Low carbon energy-powered mobile base

stations
• Virtual conferencing and tech substitution

Environmental sustainability

Environment
protection

• Protection of biodiversity
• Protection of seas
• Sustainable forest management

• Sustainable fisheries
• Identification of protected ecosystems

Pollution control
and waste
management

• Air/water pollution control
• Soil remediation and mine rehabilitation
• Waste gasification
• Composting
• Recycling

• Landfill and incineration of waste without
energy or gas capture

Water
management

• Water saving

• Municipal water management
• Industrial and agricultural water supply
• Improved drainage
• Treatment of wastewater to meet compliance

obligations

Social development and social equality

Basic social
infrastructures

• Clean drinking water
• Access to sanitation
• Hospitals and basic healthcare
• Education and vocational training
• Essential financial services
• Affordable and social housing

• Programmes of support to private
microfinance initiatives

Decent
employment

• Employment generation for target population
• Upskilling and reskilling of vulnerable population
• Decent salary
• Programmes to alleviate unemployment following

socioeconomic crises

• General employment generation
• Salary support schemes

Reduction of
inequalities

• Programmes to support gender equality
• Programmes to fight sexual discrimination
• Equitable access to assets, services, resources, and

opportunities
• Equitable participation and integration into the

market and society

• Positive discrimination
• Reduction in income inequalities
• Equality on other grounds

Food security
and sustainable
food systems

• Physical, social, and economic access to safe nutrition
• Sufficient food that meets dietary needs
• Resilient agricultural practices
• Reduction of food loss and waste
• Improvement in productivity of small-scale producers

• General improvement in agricultural output
or productivity

Author’s elaboration on [1,2,6,38]. Core element means that the sector or activity is commonly included in the main existing sustainable
finance taxonomies. Possible element means that the sector or activity is included in some of the existing taxonomies or is a debated element.
The table does not aim to be exhaustive.
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3. A Definition of Sustainable Finance

It can be argued that the meaning attached to sustainable finance has evolved over
time. In a retrospection of its early days, that can be broadly brought back to the rise of
ESG concept, sustainable finance largely meant that the financial system should incorpo-
rate sustainability considerations in investment decision-making, in order to better reflect
environmental and other sustainability-related risks. With the evolution in the societal and
policy patterns, the meaning of sustainable finance has progressively consolidated around
the need to provide sufficient financial resources to the transition towards a more sustain-
able society and a climate-neutral economy. This (incremental) shift in perspective may
also help explain the observed acceleration, in recent years, in the adoption of sustainable
finance practices by financial institutions.

In this vein, I argue that coherently defining sustainable finance requires today the
comprehension of two intertwined elements. The first is the identification of the concrete
sustainability dimensions. In practice, this means answering the question: What is sustain-
ability? Even though also in this case an universal answer may not be readily available,
it can be easily stated that there is little incertitude about including among the relevant
sustainability dimensions the preservation of the environment and the ecosystems, the
conservation of the biodiversity, the fight against climate change (in particular in the form
of climate change mitigation and climate change adaptation), the eradication of poverty
and hunger, the reduction of inequalities. In this respect, it should be agreed that the
SDG and the Paris Agreement have arisen in recent years as key (policy-driven) initiatives
to forge the perimeter of sustainability, being also able to steer at a larger extent recent
financial industry developments. This is true even though it can be argued that these
initiatives do not consider some possible sustainability dimensions.

The second element to consider in developing a definition of sustainable finance is the
contribution of each economic sectors or activity to the achievement of, or the improvement
in, one or more of the relevant sustainability dimensions. This has to be done in order to
identify the areas that deserve “sustainable” financing. This reasoning can be brought back
to answer the question: How can sustainability be reached? If some sectors or activities are
unanimously considered as contributing to sustainability (e.g., in the case of renewable
energy projects or initiatives for the access to sanitation in developing countries), for
others this assessment may still not be straightforward (e.g., in the case of nuclear energy,
a low-carbon energy source, or incentives for facilitating the access to higher education in
developed countries).

I argue that answering these two questions is sufficient to frame a workable definition
of sustainable finance, which is able both to reflect the actual industry and policy context
and steer conceptual and applied practice. To this extent, sustainable finance can be
defined as “finance to support sectors or activities that contribute to the achievement of, or to the
improvement in, at least one of the relevant sustainability dimensions”. As a matter of fact, the
proposed definition of sustainable finance does not aim at redefining “finance”, which is a
concept factored-in as an input. Indeed, it focuses on the recognition of the role of finance
in supporting sustainability. On this basis, sustainable finance could be today also referred
to as (and is a synonym of) “finance for sustainability”.

The proposed definition is workable as it explicitly refers to the need for an analysis
upstream of both the relevant sustainability dimensions (What is sustainability?) and the
sectors and activities that have a positive impact on such dimensions (How can sustainability
be reached?). In this respect, it should be underlined that the taxonomies that today exist,
even if a heterogeneity of approach and perimeters, mainly follow this line or reasoning
and are indeed useful tools in order to systematize knowledge on what should be con-
sidered eligible for “sustainable” financing. Furthermore, it can be highlighted that via
the proposed definition of sustainable finance no considerations are made on whether or
not finance can be considered by itself a sustainable activity (in this sense again largely
reflecting the current industry and policy practice).
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This apart, when proposing a given definition of sustainable finance, an addition
element should be specifically considered in order to face the complexity of the market.
It refers to the compliance of financial flows and stocks (via financial securities, products or
services) with one or the other of the several policy and industry frameworks, guidelines
and related labelling standards that feature the sustainable finance landscape. This aspect
may be linked to the question: How can sustainable finance be easily recognised? In this
respect, the methodologies that have been progressively proposed have mainly aimed to
attract the investors’ appetite towards new products categories via new labels. In point of
fact, labelled green, social and sustainable financial securities, products or services today
represent the core component of the sustainable finance market and the one which is more
easily identifiable. In order to highlight the relevance of this specificity, the ensemble of
these financial instruments can be referred to as “labelled sustainable finance”. As of today,
labelled sustainable finance plays a particularly relevant role in steering market demand.

In this general framework, an argument can be made accordingly to the idea that it
is the joint responsibility of policy makers and the scientific community to define which
are the relevant “sustainability dimensions” and the “sectors or activities that contribute
to the achievement of, or the improvement in, at least one of the relevant sustainability
dimensions”. Furthermore, it is in the remit of policy makers and the financial industry
defining coherent frameworks, guidelines, and labelling standards for sustainable financial
instruments. Finally, it should be in the mission of financial institutions to mainstream
sustainable finance.

Lastly, a degree of freedom should be recognised to sustainable finance. As scientific
knowledge progresses and societal sensitivity towards certain issues may evolve over
time, what today could be considered as “sustainability dimensions” and “sectors and
activities that contribute to the achievement of, or the improvement in, at least one of the
relevant sustainability dimensions” may also change. Even though the proposed definition
of sustainable finance may still hold, it is in the hands of policy makers to manage these
possible shifts, the main paradigm remaining constant.

4. Main Risks Stemming from Defining Sustainable Finance

Coherently defining sustainable finance, by ensuring clarity on its definition as well
as its implementing standards, is not a mere exercise of style. On the contrary, a well-
conceived identification of sustainable finance represents a key enabler in the development
of the market. In this section, I aim at identifying the main risks stemming from defining
sustainable finance (in particular with reference to labels and taxonomies) and their possible
policy and financial implications, as well as at proposing policy actions to reduce the
incidence of these risks.

4.1. Rebranding without Additionality

A first risk linked to defining sustainable finance concerns labelled sustainable finance
and its role within the wider sustainable finance landscape. Labelled sustainable finance has
experienced an exceptional growth in recent years. In this respect, Figure 3 shows the
level of labelled green bonds issuance since the inception of the market. However, such a
growth does not necessarily mean that the investments flow towards “sustainable” sectors
or activities have increased at the same pace. It is indeed reasonable to argue that the
growth rate experienced in the market of labelled sustainable finance securities, products, and
services is considerably higher than the growth rate of the overall stream of investments in
“sustainable” sectors or activities.
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Figure 3. Level of green bonds issuance since the inception of the market. Author’s elaboration
on data Climate Bonds Initiative (CBI), Bloomberg and European Investment Bank. Values refer to
labelled securities. They include green bonds and green asset-based securities (ABS).

As a matter of fact, a certain level of rebranding of financial flows may have featured
the market thus far and it is likely to remain in the near future. In this respect, labelled debt
from refinancing operations, labelled government debt for green or social projects, newly
labelled debt of pure players in the renewable energy sector, or green labelled debt issued
by financial intermediaries are among the financing operations which are likely to provide
little additional resources to the transition to a more sustainable society. Similarly, several
labelled “sustainable”, “social” or “green” funds may also suffer from similar limitations
in their sustainability imprint, for example, when considering that already in 2015 about
50% of the institutional assets base were managed by institutions formally endorsing the
Principles for Responsible Investment [10].

As a matter of fact, rebranding is up to a certain extent physiological in a market
which is still a promising niche and far from becoming mainstream. Nevertheless, two
main risks on the nascent market should be highlighted concerning the possible lack of
additionality of labelled financial flows. On the one hand, investors may start perceiving
that “no real impact” is triggered when buying labelled sustainable securities, products
and services, resulting in a progressively lower market appeal. This may be particularly
true for retail customers after the completion of the phase of first expansion of the market.
On the other hand, policy makers may misjudge the effectiveness of the measures they
have put in place to foster a more sustainable society or mainstreaming sustainable finance
if over-relying on the growth of labelled sustainable finance.

To ease this problem, an improvement of disclosure requirements and standards may
indeed play a decisive role. In particular, non-financial disclosure at the corporate level
having as an object sustainability performance may incorporate a dimension linked to
effective additionality. In practice, additionality could be disclosed with respect to a speci-
fied reference period in the past (e.g., 5 years or the beginning of the most recent strategic
plan) or over time (e.g., in the last 10 years). In this vein, an increase in the level of labelled
sustainable finance issued may be contextualised within the discourse around additionality
at a single organisation-level. On the other hand, the assessment of effective additionality
may benefit from statistics and historical series on the level of investments in “sustainable”
sectors and activities at a national or regional level. This could be eventually done in line
with a defined taxonomy of “sustainable” activities. In this way, it would be possible to
provide easily accessible information to policy makers and other stakeholders on the level
of additional resources directed over time towards sustainability-related objectives.
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4.2. Greenwashing and Sustainable Washing

Simultaneously to the development of the sustainable finance and the rise of related
certifications and reviews, the discussion on whether financial actors can use deceptive
strategies to promote their securities, products, and services, and build a sustainability-
oriented image is also emerging. This phenomenon had first concerned environmental
performances and policies, and is commonly known as “greenwashing”. It has recently
expanded to the entire sustainability spectrum, featured as “sustainable washing”.

Greenwashing and sustainable washing are not specific to sustainable finance, and
first appeared in the consumer goods industry. In this respect, the literature has already
observed that greenwashing or sustainable washing can take many forms, ranging from
changing the name of a product to inducing the perception that it comes from a natural
environment to the launch of marketing campaigns by polluting industries in order to
foster a sustainable-friendly image [39,40]. The same body of literature has also noticed
that given the increase in the awareness in the society regarding the potential sustainability
impacts of the products purchased, formal or informal labelling (such as “green”, “eco-
friendly” or “sustainable”) are getting increasingly effective in driving market demand.
Consequently, it has been observed how many products have been benefiting from a form
of advertising even though the claims put forward did not present the real characteristics
of the product [41,42].

The risk of greenwashing and sustainable washing is progressively consolidating
in the sustainable finance market. As a matter of fact, the lack of universal definitions
and standards amplifies such a risk as it opens to several possible interpretations of
what sustainability means in the financial markets. For this reason, as the market for
sustainability-related certifications and reviews continues to develop, regulation on the
communication regarding the sustainability impact of financial securities, products, and
services marketed as sustainable should be also expected to become stricter. Again, clar-
ity on the relevant sustainability dimensions and the sectors and activities that deserve
“sustainable” financing is a first step. Therefore, stricter labelling standards and disclosure
requirements (at a level of issuance) would further strengthen the reliability of existing
market references.

4.3. Disordered Adjustment in Cost of Capital Spreads

Sustainable finance can impact directly on both the cost of capital and the cost of equity
of “non-sustainable” sectors via a demand-driven redirection of financial flows towards
“sustainable” industries. On the basis of the specific sustainable finance framework put
in place (in particular, concerning its industry standards such as labels and taxonomies),
a process of rebalancing of the investment portfolios may occur in the market. This may take
the form of a progressive sell-off by institutional investors of securities of “non-sustainable”
companies and the purchase-and-hold of labelled sustainable finance or unlabelled securities
of industries considered to be sustainable. In this respect, some early evidence has been
already produced by scientific literature, in particular, concerning differences in yields
between green bonds and corresponding conventional bonds [43]. A green bond premium
(or greenium) may progressively consolidate in the financial market, underlying the role of
labelled sustainable finance in shaping market investors’ preferences.

This dynamic could be further strengthened in the near future by policy measures aim-
ing at mainstreaming sustainable finance, such as in the case of lower capital requirements
for financial intermediaries holding sustainable finance securities, ad-hoc fiscal incentives
for sustainable investments, or the inclusion of sustainability considerations in the central
banks’ monetary policy [20].

Uncertainty on what should be considered sustainable finance can eventually con-
tribute to trigger disordered pricing adjustments and result in a sharp and significant
increase in the differentials of both the cost of debt and equity between “sustainable” and
“non-sustainable” industries, in case changes in market expectations materialise.
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The possible policy actions to mitigate the risk of disordered pricing adjustments
between “sustainable” and “non-sustainable” industries are manifold. These may include
performing ex-ante and ex-post impact assessments for the measures aiming at fostering
sustainable finance, introducing reliable “transition” labels for securities aiming at encour-
aging reconversion of polluting industries, or establishing policy frameworks to manage
sustainability-related financial risks both at the systemic and company level [20].

This issue may be also further investigated in relation to the emergence of stranded
assets. Stranded assets can be defined as “assets that have suffered unanticipated or premature
write-downs, devaluations, or conversions to liabilities” [44], and may become particularly
relevant in the context of transition to a low-carbon economy [45,46]. Policy and technology
shifts that may follow the identification of sectors and activities that contribute to reach
a “sustainable” society (in these terms also relevant in the context of defining sustainable
finance) are expected to be the main triggers of stranded assets [47,48]. In this respect,
measures to encourage the low-carbon transition may take several forms, such as ad-hoc
fiscal incentives [49], public support schemes to investments [50], or stricter environmental
regulatory requirements [51]. Even though the occurrence of stranded assets principally
pertains to the possible paths towards sustainability more than to the field of finance,
financial flows directed via sustainable finance still have the potential to accelerate the
necessary adjustments and ignite financial risks [52,53].

4.4. Differences between Jurisdictions in Labels and Operational Standards

Financial markets are nowadays widely globalised, and financial securities are eas-
ily tradable worldwide within minutes. On the contrary, the initiatives to steer or even
mainstream sustainable finance have had thus far a national or regional scope, without
significant efforts made at the international level to harmonise the different approaches.
When it comes to labelling standards, there is today the concrete risk that securities hav-
ing a similar label (e.g., green bonds) eventually may not meet the same requirements, in
particular, in terms of the use of proceeds. As a concrete example, the Chinese Green Bond
Endorsed Project Catalogue accepts as eligible activities the retrofits of fossil fuel power
stations, clean coal and coal efficiency improvements, or rail lines that transport fossil fuels.
These activities are normally not present in similar taxonomies developed in Europe.

Such heterogeneity may indeed jeopardise the interest of investors and create un-
certainty in a globalised financial market. Policy-wise, two main axes of action may be
envisaged to limit the incidence of this issue. On the one side, initiatives at the interna-
tional level may be launched in order to steer harmonisation in financial labels and other
operational standards. This could be done within the existing fora such as the network
for greening the financial system (NGFS). On the other side, reliable, synthetic, and easily
accessible information on differences between several standards should be made available
to market investors (e.g., at a level of stock exchanges) in order to allow proper decision-
making at the moment of buying labelled sustainable finance. As a matter of fact, the need
of an effective transnational governance regime of sustainable finance can no longer be
postponed or put off. Indeed, it should follow the same trends observed for global wicked
issues as climate change [54–56].

5. Concluding Remarks

The path towards the achievement of a sustainable society and a climate-neutral
economy encompasses different disciplines. Effective regulation, technological improve-
ments, scientific research, and changes in consumption patterns have been considered for
many years the main engines of the transition. However, finance has recently arisen as
an essential enabling factor, capable of having a concrete impact on the feasibility and the
speed of the changeover. In this context, the notion of sustainable finance has emerged
to catalyse the financial efforts of policy makers, financial industry, and civil society in
reaching sustainability.
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This notwithstanding, I noticed that the sustainable finance landscape as it stands
today still suffers from a certain degree of conceptual incertitude. This is mainly due to
the overabundance of frameworks, definitions, and labelling standards that have been
created over time and have contributed to dispersing conceptual thinking on the mat-
ter. This heterogeneity may indeed dilute policy and industry efforts to streamline and
mainstream sustainable finance, by triggering specific financial and policy risks. Table 2
summarizes these risks and the consequent possible mitigating policy actions, as discussed
along the paper.

Table 2. Risks linked to defining sustainable finance, possible negative effects, and possible policy actions to mitigate the
risks.

Risk Possible Negative Effect Possible Policy Actions to Mitigate the Risk

Rebranding
without

additionality

• Lessening of investors’ confidence in the
market and consequent sub-optimal resource
allocation to “sustainable” sectors

• Dilution of policy action in case of
overreliance on labelled sustainable finance to
reach sustainability-related policy objectives

• Disclose additionality at the corporate level
• Publish national or regional-level statistics on

investments in “sustainable” sectors or activities
(eventually on the basis of a taxonomy)

Greenwashing and
sustainable

washing

• Lessening of investors’ confidence in the
market and consequent sub-optimal resource
allocation to “sustainable” sectors

• Identify sectors and activities eligible for
“sustainable” financing (e.g., via a taxonomy)

• Define clear labelling standards
• Identify disclosure standards for labelled securities

Disordered
adjustment in cost
of capital spreads

• Sharp increase in the cost of equity and debt
for “non-sustainable” industries

• Acceleration in economic and financial losses
for “non-sustainable” industries

• Perform ex-ante and ex-post impact assessments
of measures aiming at supporting sustainable
finance

• Introduce “transition” labels for financial
securities aiming at financing the reconversion of
polluting industries

• Put in place specific policy frameworks to
manage sustainability-related financial risks (at
the systemic and company level)

Differences
between

jurisdictions in
labels and

operational
standards

• Lessening of investors’ confidence in the
market and consequent sub-optimal resource
allocation to “sustainable” sectors

• Promote international initiatives aiming at
harmonising financial labels and other
operational standards in sustainable finance

• Provide investors with reliable, synthetic, and
easily accessible information on the differences
between jurisdictions in labels and operational
standards (eventually at a level of
stock exchanges)

This paper represents a concrete step in the direction of fostering a deeper under-
standing of what sustainable finance means in the actual industry and policy context and
what are the related main policy and financial risks as the market develops. In this respect,
I argue that bringing sustainable finance to the notion of “finance for sustainability” is an
effective way to reflect the complexity of the market as it stands today and steer both
theoretical conceptualisation and industry practice. In this vein, a definition of sustainable
finance should be framed in a way to clearly refer to the debate on the identification of the
relevant sustainability dimensions and of the sectors or activities that effectively contribute
to these dimensions. Labels and taxonomies should be created along this pattern with the
aim to ensure clarity to market investors.

However, further academic research and discussion seem to be needed as concerns
both the definition of sustainable finance and the related implementing standards. For this
reason, a call for further work has to be made in order to consolidate a way of thinking or
propose alternative venues of reasoning.
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