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Possible reasons for investors to consider 
sustainability

• Avoid risks
• Create long-term shareholder value 
• Create positive impact

Agenda
1. ESG risks
2. Impact vs. returns?
3. Green finance
4. Impact measurement



Risks related to climate change

• Physical risk: profitability of lending negatively affected by climate 
(borrower cash flows)

• Sea level rise  flooding

• Regulation risk: the imposition of new rules and regulations 
related to climate hurts profitability of lending

• Carbon pricing  lower cash flows in polluting firms

• Sentiment risk: lending profitability affected by borrowers’ ability 
to do business in the face of changing attitudes

• Rising concerns about fish stocks  wild fish production less profitable



Average physical risks are modest (in some 
areas) and slow (globally)



Example: economics losses of drought 
variable



Low flood risk for bank balance sheets even 
in Florida

Sastry (2021)



Less than 1% of bank loans have maturities 
>10 years

Source: Becker Benmelech (2024)



Regulatory risks

Source: ETS price, 2010-



Sentiment risk



A framework for connecting impact and 
profits

• Return and risk expectations for sustainable finance

• Allow investor skill (e.g. active management)

• Assess impact on firms 



Expected returns

• Risk is associated with higher returns
• Equilibrium argument of Sharpe (1964), 

Lintner (1965)

• R = a + RISK PREMIUM

• Alpha is difficult to produce
• Skills / capabilities

• Ex: hedge fund collecting data
• Regulatory advantage

• Ex: bank or insurance permit
• Longer horizon

• Ex: pension plans investing in VC
Risk

Expected return

a

Risk Premium



Including sustainability in the model of 
capital markets

• Investments produce three things: 
risk, expected return, and third-
party impact

• Trade-offs expected between all four
• Higher return available for high risk, 

high capability, or low sustainability
• High sustainability available for high 

risk, high capability, or low returns

Skill + Risk 
          =  Impact + Return



How to create impact

Expected return

Impact

Trade-off with low 
risk and no skill

More risk

Investors can create impact by offering better 
terms (and receiving lower expected returns)

Easy? Hard? Do you want to?



Sustainable finance – a few quick examples

• Corporate bond market

• Private equity / venture capital



Carrots and sticks in financial markets 

• If you offer a firm worse financing terms than other investors, it will decline 
the offer. If you offer better financing, it will say yes.

• Therefore, it’s easier to lower cost of capital (help) than to raise cost of 
capital (hurt) of firms

• Implication 1: impact easier through helping “good” firms than hurting 
“bad” firms

• Implication 2: for good firms, one favorable investor may be enough. For 
bad firms, impact requires concerted action by many

• Public markets collect a lot of investors  difficult to have impact



Example 1: Green Corporate Bonds

• To date, sustainable credit pricing 
is very similar to regular credit (of 
same borrower)

• Return for investor is effectively the 
same

• Cost of capital for issuers is 
effectively the same

• Cost of capital difference of 5bps is 
small: impact likely modest



Green bonds and SLBs

Source: Climatebonds.net, SEB
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Ex 2: Venture Capital

• Many VC firms are focused on impact

• Targeting “good” firms, ignoring “bad” firms
• Recall easier to have impact in direction

• Zhang (2021): matching between impact-oriented investors 
and businesses with weaker profitability outlook / more 
sustainable models

• Barber Morse Yasuda (2020): Impact funds earn 4.7 
percentage points (ppts) lower internal rates of return (IRRs) 
ex-post than traditional VC funds



Impact measurement

• With no measurement, willingness to pay goes away, as well as ability 
to produce impact

• Reporting without consequences
• “CO2 is very poorly reported to the market” James Salo, Head of 

Environmental Research & ESG Modelling, S&P Global, Nov 2021
• ”BP exclude their stake in Rosneft” Andrew Grant, VP Climate 

Solutions, Moody’s, Nov 2021



Impact measurement challenges

Lopez Contreras Bendix (2019)

“CO2 is very poorly reported to the market” 
James Salo, Head of Environmental 
Research & ESG Modelling, S&P Global, Nov 
2021

”BP exclude their stake in Rosneft” 
Andrew Grant, VP Climate Solutions, 
Moody’s, Nov 2021



Some take-aways

• Physical climate risk for creditors are minor, regulatory risks important 
but contained, sentiment risks difficult to predict and potentially large

• High financial returns, low risk and having impact are connected: 
more of one typically means less of the others

• (Breaking this trade-off requires some skill or advantage that others lack)

• How to achieve impact?
• Offer good terms = accept lower (risk-adjusted) returns
• Measure impact: use of proceeds, ratings, purpose


