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    Chapter 10   
 Finance and Sustainability       

       Olaf     Weber    

    Abstract     The connection between the fi nancial industry and sustainable develop-
ment is indirect. The industry channels fi nancial capital into different industries and 
therefore has an  indirect  effect on sustainable development through these industries. 
Depending on which client is fi nanced the impact can be positive or negative. 
Therefore, the fi nancial industry has developed strategies, products, and services to 
manage sustainability issues. Most of the products and services focus on risk man-
agement connected with risks that are material for fi nancial institutions instead of 
managing risks for sustainable development. However, sustainability issues are 
dealt with in internal operations, credit risk management, socially responsible 
investing, and impact fi nance. Though products and services connected with sus-
tainability are still marginal, their ratio is increasing and social banks that focus 
exclusively on sustainable products and services are growing signifi cantly. Key 
challenges in the fi eld of sustainable fi nance are to scale up the respective products 
and services, to focus on the creation of positive impacts on sustainable develop-
ment through fi nance, to involve executive management representatives in sustain-
ability issues, and to increase research about the connection between fi nance and 
sustainable development.  

  Keywords     Sustainable fi nance   •   Sustainable banking   •   Indirect impact   •   Social 
bank   •   Socially responsible investing   •   Sustainable credit risk management  

1       Sustainability Problems and Finance 

 Financial institutions are intermediaries. They channel capital into different indus-
tries and therefore have an  indirect  effect on sustainable development through these 
industries. This indirect impact is much more signifi cant than the same industries’ 
direct impact (see Fig.  10.1 ); for example, studies suggest that the indirect 
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emissions created through fi nancing industries are 50 to 200 times higher than direct 
emissions caused by fi nancial institutions (van Gelder et al.  2008 ; Weber  2011 ).

   Finance decisions can have negative and/or positive impacts on sustainable 
development (Wiek and Weber  2014 ). In the past (and current) fi nancial crisis, it 
became obvious that the fi nancial sector can have signifi cant negative impacts on 
the economy (Greider  2011 ; Herzig and Moon  2013 ). The same is true for the 
impact on sustainable development. Currently, sustainability issues do not play a 
signifi cant role for conventional fi nancial decision-making, with the exception of 
issues that pose credit or investment risks. Thus, fi nancial institutions invest in a 
great number of industries and projects with negative effects on society, environ-
ment, and the economy, under a long-term perspective. On the other hand, there are 
positive impacts that are achieved through niche products that proactively seek out 
loans and capital for industries that support sustainable development, such as renew-
able energy, health care, or education (see next section below or Jeucken  2004 ; 
Vandekerckhove et al.  2011 ).  

2     Solution Options: Sustainable Finance 

 Classifying fi nancial returns as sustainable conventionally means that they provide 
long-term, high fi nancial returns. Financial institutions are classifi ed as sustainable 
if they are able to sustain their business. However, relating sustainable banking to 
basic concepts of sustainability and sustainable development in a richer sense 
reveals two complementary perspectives. 

  Fig. 10.1    Direct and indirect impacts of the fi nancial sector       
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  The defi nition of sustainable fi nance in Box  10.1  points to a balanced and fair 
development across generations and nations. It establishes an active role of fi nance 
with regard to sustainable development. It emphasizes the need for the contribution 
to development to be just and sustainable, instead of a one-dimensional (monetary) 
benefi t for the fi nancial sector. This focus on a positive contribution to sustainable 
development was already discussed in the book  Financing Change  (Schmidheiny 
and Zorraquin  1996 ), published in 1996. Since then, sustainable products and ser-
vices like impact investing (Geobey et al.  2012 ) or socially responsible investing 
(Hamilton et al.  1993 ) have been developed. However, a general strategy as to how 
the fi nancial sector might contribute to sustainable development is missing, and 
there is only a small body of literature available for the “sustainability case” of 
fi nance. 

 The second useful perspective is already indicated in the defi nition above (in the 
term “needs”), but has more explicitly been developed as the triple-bottom-line 
(TBL) concept of sustainability (Fig.  10.2 ).

   If we transfer the TBL concept from business to fi nance, environmental and 
social criteria should be used as criteria in lending and investment decisions and in 
other banking operations. To date, these criteria are mostly used to mitigate risks for 
banks. But they should be used to create a positive impact on sustainable develop-
ment as well. 

 The members of the Global Alliance for Banking on Values (GABV), for 
instance, follow a sustainable fi nance approach that conducts banking in a way that 

  Fig. 10.2    The  triple- 
bottom- line  (TBL) concept 
of sustainable business. 
The triple-bottom-line 
concept of sustainable 
business takes 
environmental, social, and 
economic issues equally 
into account in business 
(see Elkington  1998 )       

  Box 10.1: Sustainable Finance Defi nition 
 Following the Brundtland Report (1987),  sustainable  fi nance is fi nance that 
meets the social, environmental, and livelihood needs of the present genera-
tion without compromising the ability of future generations to meet their own 
needs and that creates a fair balance between societies in the north and the 
south. 
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fosters sustainable development (Korslund  2012 ). Though the total balance sheet of 
these banks is still very small, they could increase the number of lenders by more 
than 50 % between 2007 and 2011 (Weber and Remer  2011 ). 

 A closer look at the industry demonstrates that, in addition to managing direct 
social and environmental impacts caused by the business operations of fi nancial 
institutions, the main products and services of sustainable banking are sustainable 
credit risk management, sustainable project fi nance, socially responsible invest-
ment, responsible investments, impact fi nance, and social banking. We describe 
these products and services in the following section. 

 Financial institutions strive to reduce the environmental impacts of their  opera-
tions  by reducing the use of water, paper, travel impacts, and energy. On the social 
side, they manage their relationships with employees, communities, and other 
stakeholders. A standard framework for measuring and reporting direct environ-
mental impacts is integrated into the Global Reporting Initiative’s fi nancial sector 
supplement (the Global Reporting Initiative  2011 ). 

 One of the main activities of banks is the loan business, and thus  credit risk man-
agement  is a major activity for guaranteeing the business success of a bank. In order 
to be successful, lenders must rate those factors that infl uence the borrower’s ability 
to repay the loan (Saunders  1999a ,  b ; Caouette et al. 1998; Fitch 1997). Recently, in 
addition to standard criteria that are used to analyze borrowers, environmental and 
social risks have been analyzed in comprehensive studies (Goss and Roberts  2011 ). 
The results suggest that there is a correlation between credit risks and sustainability 
risks of borrowers and that the integration of indicators that measure sustainability 
risks improves the predictive validity of credit rating systems (Weber et al.  2010 ). 
Therefore, systems that assess sustainability credit risks have become more popular 
in the fi nancial sector (Weber  2012 ). The US Security Exchange Commission 
already demands the disclosure of climate risks being material for the value of secu-
rities. Consequently, these risks will become material for the lending and invest-
ment portfolios of banks and fi nancial institutions, and sustainability aspects, at 
least those that are related to climate change, will be taken into account by the 
fi nancial sector. 

  Project fi nance  involves large, legally independent projects, often in fi elds such 
as natural resources and infrastructure (Esty  2004 ). This type of fi nancing grew 
signifi cantly over the last couple of decades, and projects are critically observed by 
environmental and other civic organizations (Missbach  2004 ). Key aspects are sus-
tainability impacts (Hadfi eld-Hill  2007 ), stakeholder relations (Stern  2004 ), and 
international environmental regulations (Ong  2011 ). As a sustainability guideline 
for project fi nance, the Equator Principles, a voluntary code of conduct, were pro-
posed in 2003 for assessing and managing sustainability standards in project fi nance 
transactions (Lawrence and Thomas  2004 ). 

 Linked to the former two solution options is the  internalization of externalities in 
different industries . Driven by regulations or stakeholder pressure, different indus-
tries will internalize sustainability issues, previously treated as externalities. The 
European Union Emissions Trading Scheme (ETS) (Rogge et al.  2011 ) is a fi rst step 
into this direction. Firms involved in the ETS have to integrate the value of CO 2  
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emissions or offsets into their balance sheet. Hence, these positions have to be taken 
into account in any lending or investment decision of fi nancial institutions. 

  Socially responsible investing (SRI)  and  responsible investing (RI)  are business 
fi elds in sustainable banking that increased signifi cantly over the last decade. In the 
USA, the assets of socially responsible investment products and services have 
increased by about 9 % annually since 2007. Overall, $33.3 trillion in assets were 
under management in the USA in 2012 (Social Investment Forum Foundation 
 2013 ). SRI integrates nonfi nancial indicators, such as environmental, social, or sus-
tainability indicators, into investment decisions and management for managing sus-
tainability risks of investing. SRI tries to perform similarly or to outperform 
conventional benchmarks rather than creating a sustainability impact. Though the 
impact of SRI on sustainable development is rarely analyzed, it is argued that SRI 
could be able to push fi rms in a more sustainable direction to be attractive to inves-
tors. However, as long as SRI is relatively small, it might not be able to have a strong 
impact on the fi nancial market (Weber  2006 ). Because institutional investors such 
as pension funds are powerful players, it will be important to enable them to con-
duct sustainable fi nance as well. There is already a lively discussion about the rela-
tionship between the fi duciary duty of institutional investors and responsible 
investment, as well as a discussion about the materiality of sustainability risks for 
institutional portfolios (Bauer et al.  2005 ). A movement of institutional investors 
into a sustainable way of fi nance would infl uence the majority of corporations sig-
nifi cantly because of the signifi cant market power of institutional investors. 

 A newer development in sustainable fi nance is  impact fi nance . It uses the con-
cept of blended returns (Emerson  2003 ; Nicholls  2009 ) that declares positive social, 
environmental, and sustainability impacts compatible with fi nancial returns. In con-
trast to SRI, it uses investments for creating a positive impact on sustainable devel-
opment instead of applying sustainability criteria for risk management. Impact 
investing (Bugg-Levine and Emerson  2011 ), microfi nance (Morduch  1999 ), and 
social banking (Weber and Remer  2011 ) can be subsumed under the umbrella of 
impact fi nance. In contrast to the fi nancial products described above, impact fi nance 
gives societal impacts a higher priority than fi nancial returns.

•     Task  : Review sustainability reports of banks and fi nancial institutions (e.g. ,   www.
globalreporting.org      ) and analyze them with respect to sustainability issues. 
Focus on whether and how the reports present the impact of products and ser-
vices on sustainability impacts.      

3     Open Issues: Challenges of Sustainable Finance 

 It is still open as to whether the fi nancial sector is willing to take responsibility for 
sustainable development. On the one hand, we fi nd involvement in SRI or impact 
investing, but on the other hand, main representatives of the sector neglect their indi-
rect impacts; and sustainable products and services are implemented reactively rather 
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than proactively. As could be seen during the fi nancial crisis, the fi nancial industry 
mainly concentrates on itself and does not take impacts on other industries or the 
society into account. Furthermore, regulations regarding compliance and responsi-
bility of fi nancial sector representatives were weakened rather than enforced. With 
the exception of credit unions and cooperative banks, the fi nancial industry lost the 
role of being an intermediary between fi nancial capital, the economy, and the society 
and became a ruler of the economy instead of being its servant. Therefore, without 
accepting responsibility about where fi nancial capital is invested, the conventional 
fi nancial sector will not integrate sustainable fi nance into its core business. 

 A key challenge is scaling up sustainable fi nance. The percentage of socially 
responsible investment products in asset management portfolios of conventional 
banks is usually below 2 %. The total amount of loans of the members of the Global 
Alliance for Banking on Values has been $35 billion in 2012. Compared to the 
global multitrillion dollar fi nancial industry, these amounts are small, as Table  10.1  
demonstrates. Though conventional banks such as the Royal Bank of Canada (Royal 
Bank of Canada  2012 ) started to conduct impact investing, the concept is not per-
ceived as a core fi nancial product by the conventional fi nancial industry.

   Another challenge is to assess the impact of sustainable fi nance. Approaches that 
measure the indirect impact of the fi nancial sector on sustainable development will 
be needed to analyze both positive and negative impacts (Wiek and Weber  2014 ). So 
far, sustainability reporting mostly concentrates on the internal direct impacts of the 
fi nancial institutes’ operations or on philanthropic engagement and community 
relations. Even the Global Reporting Initiative’s fi nancial sector supplement, which 
provides a standard for the sector’s sustainability reporting, uses only 3 out of 82 
indicators to demonstrate the impact of products and services on sustainable devel-
opment (Weber  2013 ). Neither the Equator Principles for project fi nance nor the 
principles for responsible investment propose how to measure the impact of follow-
ing the guidelines on the sustainability impact of project fi nance or institutional 
investments. 

 In order to analyze the impact of fi nance on sustainable development, both aca-
demia and industry have to shift their focus away from purely analyzing the busi-
ness case for sustainability in fi nance. To date, sustainable fi nance has mainly been 

   Table 10.1    Key fi gures of SRI and social banking compared with conventional fi nancial 
institutions   

 Type of product 
 Amount in 
$ billion  Comparison group 

 Amount in 
$ billion  Percentage 

 SRI assets under 
management in the 
USA 

 3,140  Total assets under 
management in the USA in 
2012 

 33,300  11.3 

 Social Banking Loans  35  Total loans of members of 
World Council of Credit 
Unions in 2011 

 1,016  3.44 

  Social Investment Forum Foundation ( 2013 ), World Council of Credit Unions, ( 2012 )  
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researched as a business opportunity (Galema et al.  2008 ), as a way to manage risks 
(Weber, et al.  2010 ), and with respect to its connection to corporate social 
 responsibility (Carroll  1999 ; Matten and Moon  2005 ; Porter and Kramer  2006 ). 
Only a few studies have focused on strategic changes in the fi nancial sector for 
becoming sustainable (Geobey and Weber  2013 ; Ingham et al.  2013 ; Wiek and 
Weber  2014 ).

•     Task  : Compare the missions and visions of social banks that are members of the 
Global Association for Banking on Values (gabv.org) with those of conventional 
banks.     

 Another challenge is the involvement of executive management representatives 
in sustainability issues. Though more or less each fi nancial institution of a certain 
size has some person or department in charge of environmental or sustainability 
issues, there are only a few cases in which sustainable fi nance is implemented in the 
general strategy or the management board of fi nancial institutions, or executive 
compensation is connected to sustainability performance. However, studies suggest 
that corporate governance plays an important role for the sustainability of the sector 
(de Graaf and Stoelhorst  2009 ). 

 The success of sustainable fi nance is strongly related to the success of sustain-
ability industries. In times of high earnings of the renewable energy industry, fi nan-
cial institutions were involved in the success by fi nancing a sector that provided 
attractive returns. This changed in recent years because of market and regulative 
issues. It will be important to see whether the fi nancial sector will be able to support 
the sustainability industry actively in the future through looking for investment 
opportunities in earnest. 

 Though they mainly follow a business niche approach, social fi nance, impact 
investing, and microfi nance are drivers of innovation in sustainable fi nance (Weber 
 2005 ). Successful concepts such as SRI and impact investing are often adopted by 
conventional banks and support the sustainable business of the big players in the 
sector. Therefore, the important question is whether social fi nance and impact 
investing as the next important sustainability drivers in the sector will be successful 
in the future.  

4     Conclusions 

 The sustainable fi nance approach connects sustainability with fi nancial issues. It is 
beyond dispute that capital is needed to enable sustainable development. The world 
has become painfully aware of how strong the infl uence of the fi nancial industry is 
on all aspects of the economy and society during the recent fi nancial crisis. However, 
the industry is able to channel capital into activities that benefi t society as well. 
Therefore, the integration of the fi nancial industry and the fi nancial market into the 
sustainable development discussion will be crucial for the success of sustainable 
development. 
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 More broadly, the presented perspective throws fi nancial and economic aspects 
into sustainability science. These aspects, though essential for sustainable develop-
ment, have not been taken into consideration in sustainability science so far.

•     Task  : Analyze the sustainability science literature, for instance, papers pub-
lished in Sustainability Science, with respect to the integration of fi nancial issues.         
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