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Why should central banks 
(and financial supervisors) 
care about sustainability?
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A consensus is building on the need for a proactive 
role of central banks in addressing sustainability risks
• Environmental problems such as climate change, biodiversity loss, and 

soil, water and air pollution are threatening human wellbeing and 
sustainable livelihoods. 

• They also pose serious dangers to economic activity and threaten 
macrofinancial stability – central banks and supervisors have realised 
that these risks need to be mitigated.

• Socio-economic impacts are also increasingly recognised as important 
for central banks.

• Many central banks have secondary mandates on employment.
• Inequality hampers growth and can cause financial instability.
• Inequality makes aggregate monetary policy less effective.
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From climate risks to financial risks 

Source: NGFS (2020). 4
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Climate risks, macroeconomic variables and 
challenges for monetary policy 



Physical impacts of climate change already affect 
price stability in both advanced and developing 
economies
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Climate change drives up the cost of capital in 
climate vulnerable countries

• Governments and firms in 
climate vulnerable 
countries incur a risk 
premium on their debt.

• Serious implications for 
capacity to invest in 
climate adaptation and 
resilience, growth & 
development prospects, 
and debt sustainability.
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Abst ract

This article investigates and empirically tests the link between climate change and

sovereign risk in Southeast Asia. Southeast Asian countries are among those most

heavily affected by climate change. The number and intensity of extreme weather

events in the region have been increasing markedly, causing severe social and eco-

nomic damage. Southeast Asian economies are also exposed to gradual effects of

global warming as well as transition risks stemming from policies aimed at mit igat ing

climate change. To empirically examine the effect of climate change on the sovereign

risk of Southeast Asian countries, we employ indices for vulnerability and resilience

to climate change and estimate country-specific OLS models for six countries and a

fixed effects panel using monthly data for the period 2002–2018. Both the country-

specific and the panel results show that greater climate vulnerability appears to have

a sizable positive effect on sovereign bond yields, while greater resilience to climate

change has an offset ting effect , albeit to a lesser extent. A higher cost of debt holds

back much-needed investment in public infrastructure and climate adaptation,

increases the risk of debt sustainability problems, and diminishes the development

prospects of Southeast Asian countries.
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1 | INTRODUCTION

Southeast Asian countries are among those most heavily affected by

climate change. The number and intensity of extreme weather events

in the region have been increasing markedly, of ten leading to the loss

of life, homes, and livelihoods and causing severe economic damage.

Southeast Asian economies are also exposed to gradual effects of

global warming as well as transition risks stemming from policies

aimed at mitigat ing climate change, the development of more climate-

friendly technologies, and changes in consumer preferences.

To date, there is st ill very litt le analysis on the impacts of climate

change on financial and macroeconomic stabilit y in Southeast Asian

countries. Moreover, there has been no systematic analysis thus far

on the nexus between climate change and sovereign risk in Southeast

Asia, even though it has become increasingly clear that the macroeco-

nomic impacts of climate change and hence also the implicat ions for

public finances, will be substantial in this region. Understanding the

implications of climate change for sovereign risk is of crucial impor-

tance at the current juncture as urgent act ion is needed to better miti-

gate and manage associated risks and climate-proof public finances,

which are already under considerable strain due to the COVID-19

pandemic. Indeed, the pandemic has highlighted the pressing need to

build resilience into our social, economic, and financial systems, and

strong and sustainable public finances are crucial for this.
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What should central banks do?
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The broader contours of a new framework for 
mitigating climate-related and environmental risks 
and governing sustainable finance is emerging
• Addressing data gaps. 
• Enhancing market practices and transparency through standards, 

taxonomies and disclosure.
• Integrating climate-related and environmental risks into financial 

stability monitoring and micro- and macroprudential supervision. 
• Analysis of climate-related risks through scenario analysis and stress 

testing.
• Adjusting monetary operations to account for sustainability impacts. 
• Integrating sustainability factors into own-portfolio management.
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Monetary and prudential measures can be calibrated in a 
sustainability-enhanced way, taking climate and wider 
sustainable development factors into account.
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Types of tools in the Toolbox:
1. Monetary policy  

(1) Collateral frameworks  
(2) Indirect monetary policy instruments (e.g., reserve requirements)
(3) Non-standard instruments (e.g., Asset Purchase Programmes)
(4) Direct monetary policy instruments   

2. Prudential policy: Regulation and supervision  
(5) Microprudential instruments  
(6) Macroprudential instruments  

3. Other policies  
(7) Further financing schemes and other initiatives  
(8) Management of central bank portfolios  
(9) Supporting sustainable finance



A dual rationale for action:
1. Macrofinancial stability: Net-zero is the best way 

of minimising the risks of climate change to 
stability of the financial system and the 
macroeconomy. 

2. Policy coherence: Ensure that their activities are 
consistent with government net-zero policy, 
esp. in countries with a secondary mandate.

Providing clarity, predictability and integrity across 
the system.
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As guardians of the financial system, 
central banks and financial supervisors 
need to introduce explicit strategies to 
support the transition to net-zero.



Supporting a just transition by 
promoting “inclusive green finance”
• The Paris Agreement acknowledges “the imperatives of a

just transition of the workforce and the creation of decent
work and quality jobs in accordance with nationally defined 
development priorities”. 

• Social risks threaten a successful transformation to a low-carbon, 
environmentally sustainable economy. 

• While not a panacea, inclusive green finance can play an important 
role in supporting vulnerable groups in adapting to global 
environmental change, strengthening their resilience and enabling 
mitigation of climate change and environmental degradation.

• The financial sector is needed to enable investments in new 
opportunities for those affected by environmental change. 
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Source: Dikau, Robins and Volz (2021). 

• Highlighting the crucial role that central 
banks ought to play does not diminish 
the central role that governments must 
play in addressing climate change and 
other sustainability challenges. 

• There are many areas where central banks 
will have to rely on government policies 
and regulations. 

• Central banks can play an important 
role by complementing, catalysing and 
amplifying governments’ climate 
policies, but they cannot substitute
these.



Thanks for your interest!

Don’t hesitate to reach out:
uv1@soas.ac.uk
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