International Journal of Innovative Research in Management Studies (IJIRMS)
Volume 7, Issue 10, December 2025. pp.1-10.

GREEN FINANCE INNOVATIONS: ESG, GREEN BONDS, AND
SUSTAINABLE FINANCE AND THEIR IMPACT ON CLIMATE RISK

Vinayak Anand Teli', Ramya H P?

!MBA Student, Department of Management Studies, Dayananda Sagar College of Engineering, Bangalore.
Email: vinayakteli432 1(@gmail.com

2Assistant Professor, Department of Management Studies, Dayananda Sagar College of Engineering, Bangalore,
Email: ramya-mbavtu@dayanandasagar.edu

Abstract—This paper assesses the contribution of green finance innovations—namely, Environmental, Social, and
Governance (ESG) frameworks, green bonds, and sustainable finance instruments—to confront systemic climate risks.
Based on academic research, policy briefs, and case studies, it dissects how these devices deploy capital toward low-
carbon, climate-resilient development strategies. ESG frameworks are examined as a means of integrating non-financial
risks into investment decision-making, increasing transparency, and fostering long-term value creation. Green bonds are
rated as one of the most effective tools for funding climate adaptation and mitigation initiatives, although issues such as
definitional uncertainty, greenwashing, and transaction costs are present. Wider sustainable finance techniques, such as
carbon markets, impact investing, and blended finance, are presented as innovative means to de-risk investments and
improve access, especially in developing economies. The results highlight the fact that green finance innovations,
although holding high potential for climate risk mitigation, depend on regulation, uniform frameworks, and strong
disclosure mechanisms to achieve their objectives. The chapter positions green finance both as an opportunity and a
challenge to build resilient financial systems aligned with international climate objectives.
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Introduction

Climate change has emerged as one of the most pressing system-level risks of the 21st century, with rising temperatures
and intensifying natural disasters posing material threats to financial systems and economies. The UNEP Climate Risk
Landscape Report (2024) stresses the urgent need for financial institutions to adopt climate risk analytics, scenario
modeling, and disclosure frameworks in strategic planning. In this context, green finance has gained prominence as a
proactive approach that aligns capital allocation with environmental sustainability, supporting projects that generate
economic returns while fostering ecological resilience (Ozili, 2021). Its development is anchored in global sustainability
agendas, notably the 2015 Paris Agreement and the UN Sustainable Development Goals (EBRD). Achieving climate
mitigation pathways demands substantial capital mobilization—estimated in the trillions annually by the International
Energy Agency (IEA) (Bishop, 2019). Innovations such as Environmental, Social, and Governance (ESG) frameworks,
green bonds, and broader sustainable finance instruments have become central to closing this financing gap and
addressing systemic climate risks (OECD, 2023). This paper examines green finance innovations across ESG approaches,
green bonds, and wider sustainable finance practices, evaluating their effectiveness in managing physical and transition
climate risks and fostering climate-resilient economies.

Literature review

In recent years, the burgeoning literature on green finance innovations demonstrates the growing interest of scholars and
policymakers alike on the nexus of financial markets and the management of climate risks. This section outlines the
evolution of key concepts like green finance, ESG, and green bonds within the greater sustainable finance literature and
articulates their place and significance within the growing literature. Early green finance frameworks were developed in
the mid-2000s, notably through the United Nations Environment Program Finance Initiative (UNEP FI), which
emphasized the private financial sector's contribution to environmental sustainability (UNEP FI, 2007).
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The 2015 Paris Agreement was a game-changer by formally connecting climate change mitigation and adaptation
objectives with financial flows. Academics like Zhang et al. (2020) contend that green finance is a tool for solving both
market failures and financing climate policy solutions. While initially based on socially responsible investing (SRI), the
ESG investment model has now become a mainstream approach to incorporating non-financial risks into portfolio
management. Friede, Busch, and Bassen (2015) performed a meta-analysis of more than 2,000 empirical studies and
observed a positive correlation between ESG factors and corporate financial performance. Later studies highlight the
ability of ESG to mitigate climate-related risks through increased transparency, accountability, and long-term value
creation (Fatemi & Fooladi, 2013; Khan et al., 2016). In academic literature, green bonds have acquired a lot of attention
and become one of the hot topics, catching the interest of institutional investors who regard them as fixed-income
securities targeted at funding environmental projects. As Flammer (2021) observes, green bond issuance can give rise to
a positive effect on an organization's reputation and engage a wider investor audience. However, issues continue to arise
in relation to standardized frameworks, the complexity and cost of verification by third parties, and there is always a risk
of using misleading information, as highlighted by Ehlers and Packer (2017). Sustainable finance literature extends
beyond just green bonds; among the innovations are blended finance, impact investing, and carbon trading. Blended
finance — involving public and private funds for risk sharing, supporting investment — has been identified as a primary
tool for mobilizing climate finance in emerging markets (Bai et al., 2022). Also, research on impact investing brings to
light the fact that it is essential to achieve quantifiable environmental and social outcomes along with financial gains
(Jackson & Harji, 2013). Although there have been significant developments in this respect, some basic controversies
still define academic conversation in this area. One of them is the effectiveness of ESG ratings, which tend to be marred
by inconsistencies between rating agencies (Berg, Kolbel, & Rigobon, 2022). Another controversy relates to the degree
to which green finance innovations actually reduce systemic climate risks or are tools for reputation-building. Generally
speaking, the literature proves that although green finance innovations are promising in terms of marshalling capital into
climate-compatible activities, their impact depends on governance arrangements, support from regulation, and
transparency mechanisms. This overview sets the stage for the rest of this chapter, which delves more deeply into ESG,
green bonds, and sustainable finance.

Research Gap

Most existing studies focus on the growth of green finance instruments but provide limited analysis of their actual
effectiveness in reducing systemic climate risks. Research is also fragmented due to inconsistent ESG standards,
diversified green bond definitions, and heterogeneous rating methodologies. While many papers discuss individual tools
like ESG or green bonds, integrated assessment of how these innovations collectively influence climate resilience is
lacking. Moreover, there is insufficient empirical evidence from emerging economies, where climate vulnerability is high,
but green finance access remains limited.

Research Methodology

The study is grounded on a thorough examination of past studies on green financial innovations and climate risk. It
includes previously published scholarly articles, policy briefs, and case studies pertaining to the given subject. This study
aims to examine how financial instruments, such as green bonds, ESG frameworks, and climate-oriented investments,
are being utilized to address environmental issues. The study performs a qualitative research methodology guided
literature review to highlight key themes and trends, and contemporary practices. After considering multiple perspectives,
the study examines the evolution of green finance along with its impact on sustainability and risk management and
describes the implications.

Objectives

e To assess how green financial products like green bonds, sustainable finance, and ESG-linked investments help
to mitigate climate-related risks.

e To examine how financial innovation drives sustainable development and environmental resilience.
e To analyze the extent to which green finance instruments help achieve global climate targets.
Green Finance

Hohne et al. (2012) define green finance as investments in sustainable development projects, environmental products,
and policies that promote a more sustainable economy. Beyond climate finance, it addresses broader objectives such as
pollution control, water and sanitation, and biodiversity protection. Mitigation finance reduces greenhouse gas emissions,
while adaptation finance decreases vulnerability to climate impacts. Green financial innovation develops instruments,
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strategies, and markets to fund projects like clean energy, organic farming, and pollution reduction, including green
bonds, sustainability-linked loans, and insurance products incentivizing environmentally friendly behavior (Sustainability
Directory, 2025). The Paris Agreement (2015) under the UNFCCC reinforces these goals, aiming to limit global warming
below 2°C, promoting mitigation, adaptation, climate resilience, low-carbon financial flows, and support for vulnerable
developing countries through finance, technology transfer, and capacity building (Agreement, P., 2015, December).
Green finance adoption is growing, with initiatives like Bendigo Bank’s green home loans in Australia and government-
backed green mortgages in the Netherlands (Ozili, 2022). Its development is supported by banks, institutional investors,
research institutions, central banks, regulators, international organizations, universities (Berensmann & Lindenberg,
2016; Ozili, 2019), and private sector players such as commercial banks and private equity funds (Oh & Kim, 2018; Ozili,
2023).

Key dimensions include financing green investments, supporting public environmental policies, and specialized
instruments and institutions like green bonds and the Green Climate Fund (Berensmann & Lindenberg, 2016). Green
finance drives sustainable development, carbon reduction, smart cities, inclusive growth, impact investing, and portfolio
diversification (Sachs et al., 2019; He et al., 2020; Wang & Wang, 2020; Li et al., 2021; Tang & Zhang, 2020; Reboredo,
2018; Ozili, 2023).

Green Finance Innovations

This chapter examines key green finance innovations, including sustainable finance, ESG standards, and green bonds,
highlighting their structures, functions, and roles in channeling capital and addressing climate risks globally.

1) Sustainable Finance

Sustainable finance integrates environmental, social, and governance (ESG) factors into investment choices with the view
to promoting long-term financing of sustainable economic operations (Hasan, S. M., & Minhat, M., 2021). It usually
involves three different dimensions: green finance, corporate social responsibility (CSR), and digitalization (Hasan et al.,
2025). Sustainable finance directs capital into climate-resilient infrastructure, clean energy, and ecosystem restoration
and contributes directly to SDG 13 (Climate Action) while catalyzing cross-sectoral integration by bringing together
climate objectives with water, health, education, and biodiversity outcomes (Raman et. Al., 2025). Sustainability is
significantly linked with human well-being, quality of life, and human progress; therefore, Sustainable finance focuses
on the critical importance of environmental and social drivers in determining and fueling long-term economic growth
(Ziolo et. al., 2019).

Finance and sustainability linkage

The financial system plays a crucial role in promoting sustainability by directing capital toward activities that generate
long-term environmental and social value. Schoenmaker and Schramade (2018) highlight that finance is uniquely
positioned to evaluate trade-offs among competing sustainability objectives and guide investments toward low-carbon
and circular economic pathways. Banks contribute through lending policies that prioritize sustainable industries, while
investors support responsible business practices through active governance and engagement. Techniques such as scenario
analysis help financial institutions assess climate-related risks and future uncertainties, encouraging a shift from short-
term profit orientation to long-term resilience. According to Schoenmaker and Schramade’s framework, Sustainable
Finance 1.0 emphasizes profit maximization with basic exclusions of harmful activities; Sustainable Finance 2.0
integrates the triple bottom line—people, planet, and profit—by internalizing environmental and social impacts; and
Sustainable Finance 3.0 represents the most advanced phase, prioritizing shared societal benefits and driving systemic
transformation toward sustainable development.

Sustainable finance instruments

Sustainable finance utilises specific tools to direct the capital to the projects benefiting the society and the environment.
A list of the tools that are necessary to propel this transformation includes the following (Kanimozhi, V., & Suvitha, S.).

I) Green bonds finance projects with long-term environmental benefits such as renewable energy, green transport, and
energy-efficient infrastructure. Issued by governments, corporations, and financial institutions, they resemble
conventional bonds but require proceeds to be directed exclusively to certified green projects, often verified by bodies
like the Climate Bonds Initiative.
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II) Sustainability-Linked Loans (SLLs) tie interest rates to a borrower’s sustainability performance. Firms meeting
targets, such as lower emissions or higher renewable energy use, receive lower rates, while underperformance results in
higher borrowing costs, encouraging broad ESG improvements.

IIT) ESG-integrated investment funds combine financial criteria with environmental, social, and governance factors,
excluding harmful industries and prioritizing companies with strong sustainability profiles to manage long-term risks and
opportunities.

IV) Carbon credits and emissions trading schemes assign a price to carbon, allowing firms with lower emissions to sell
excess allowances and encouraging cost-effective mitigation through cap-and-trade or voluntary offset markets.

V) Social bonds mobilize capital for socially beneficial projects such as affordable housing, healthcare, and education,
following ICMA principles to ensure transparent reporting and impact disclosure.

VI) Blended finance combines concessional public or philanthropic capital with private investment to support high impact
but high-risk projects, particularly in developing countries, enabling greater capital mobilization and stronger social and
environmental outcomes.

2) ESG Frameworks

Sustainable finance and ESG are closely linked, as ESG considerations provide a vital framework for guiding sustainable
financial behavior. The ESG framework comprises three key dimensions: Environmental (E), Social (S), and Governance
(G). Rooted in the Principles for Responsible Investment (PRI), ESG represents a strategy to incorporate environmental,
social, and governance factors into investment decisions and active ownership. The Environmental pillar evaluates a
firm’s impact on the natural environment, including carbon footprint, energy efficiency, waste management, and climate
risk mitigation, enabling stakeholders to assess long-term environmental sustainability. The Social dimension examines
a company’s engagement with employees, communities, and society, covering labor practices, human rights, diversity
and inclusion, and corporate social responsibility initiatives. Governance focuses on internal accountability, transparency,
board composition, executive compensation, audit practices, and shareholder rights, ensuring ethical decision-making,
regulatory compliance, and investor protection. Together, these dimensions offer a holistic assessment of a firm’s
sustainability beyond traditional financial metrics (Agrawal, 2023). Rising global concern over climate change and
sustainable development has shifted investor focus from purely financial performance to integrating non-financial
analysis. ESG performance indices serve as key indicators of corporate sustainability, influencing portfolio construction
and asset selection. Evidence shows that incorporating ESG factors can enhance long-term financial returns for
institutional investors and asset managers, through methods like negative screening of low-rated firms, positive screening
of high ESG performers, and integration into standard financial analysis. Regulatory authorities increasingly mandate
ESG-related disclosures to provide investors with relevant sustainability information, though challenges persist due to
reporting inconsistencies and difficulties in evaluating firm-specific ESG data. Nonetheless, ESG adoption is substantial,
the Global Sustainable Investment Alliance (2018) reports over $30 trillion in ESG-oriented strategies, reflecting the
mainstreaming of sustainable investment. Furthermore, platforms like the Green Finance Platform play a role in managing
and educating stakeholders on green capital and sustainable trade (Green Finance Platform, Retrieved September 5,
2025).

Different standardised ESG frameworks are used by organizations that have the ambition to report their sustainability
performance. These frameworks facilitate transparency, comparability, and accountability. They vary in scope, target
audience, and depth of attention to materiality, although they all come together to lay the groundwork towards effective
ESG reporting. These include; Global Reporting Initiative (GRI), Sustainability Accounting Standards Board (SASB),
Task Force on Climate-Related Financial Disclosures (TCFD), International Sustainability Standards Board (ISSB),
Carbon Disclosure Project (CDP), Integrated Reporting Framework (IR), United Nations Global Compact (UNGC).

ESG Ratings

Environmental, Social, and Governance (ESG) ratings assess how well organizations manage sustainability risks and
their broader environmental and social impacts. Agencies differ in terminology and methodology, producing ratings,
scores, or opinions based on varied analytical models. ESG ratings appear in several forms: composite ratings, which
combine E, S, and G into one overall score; dimensional ratings, which evaluate specific aspects such as climate risk or
biodiversity impact; materiality-based ratings, which assess either how sustainability issues affect the firm (single
materiality) or both financial impact and societal impact (double materiality); framework-aligned ratings, which follow
standards like SDGs, GRI, or TCFD; and methodology-driven ratings, based on either qualitative expert assessment or
algorithmic data analysis. These ratings now play a critical strategic role: investors use them for sustainable portfolio
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decisions, and companies use them to benchmark risks, identify opportunities, and improve ESG performance (European
Commission). Major providers include MSCI, Sustainalytics, RobecoSAM, ISS, and RepRisk.

3) Green bonds:

Green Bond Principles (GBP, 2018) defines that a green bond is "any 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." The green
bonds are divided into four types: Standard Green Use of Proceeds Bond, Green Revenue Bond, Green Project bond, and
Green securitized bonds. Proceeds from green bonds are used to finance leading-edge projects intended to offset the
adverse environmental effects of world industrialization. Climate change remains a major force on human lifestyles as
well as the world economy. Faced with the accelerating danger of global warming, many countries have ratified the Paris
Agreement, pledging unilateral efforts towards reducing temperature increase and adapting to climate risks. China, as a
signatory, has made clear targets for carbon peaking and reaching carbon neutrality, making sustainable development a
national strategy. Such global and national policy systems not only provide strategic guidance for corporate climate action
but also establish higher environmental accountability standards for all businesses globally. Numerous studies have
proven that green bond issuance results in quantifiable carbon emission reductions, in addition to improving the overall
environmental performance of businesses (Fatica, S., & Panzica, R. 2021) and have become one of the significant
financial tools used to fight climate change risk.

Types of Green Bonds (Fatica, S., & Panzica, R., 2021).

Corporate (use-of-proceeds) bonds are issued by companies and backed by their overall balance sheet, while proceeds
are allocated to specific green projects. Project bonds are supported by revenues from individual projects, often issued
through an SPV to isolate project risk. Asset-Backed Securities (ABS) bundle multiple green assets, such as solar or wind
installations, into a single investment vehicle. Covered bonds rely on a pool of collateral that remains on the issuer’s
balance sheet, providing strong repayment security. Financial sector bonds are issued by smaller institutions to support
green lending. Supranational, sub-sovereign, and agency bonds, issued by MDBs, international bodies, or government
agencies, fund cross-border or regional green initiatives. Municipal bonds support local green infrastructure such as
transport, waste management, and climate-resilient projects.

Issuers of Green bonds

The green bond market has a diverse group of issuers from the private and public sectors (Fatica, S., & Panzica, R. (2021).
The issuers help gather funds for climate-friendly and low-carbon projects. Private Sector Issuers include institutional
investors like private pension funds and insurance companies, Commercial banks, private universities, utility firms,
financial services companies, and private renewable energy generators. Public Sector Issuers include state-owned banks,
public utilities, and municipalities that fund infrastructure and environmental development, Bilateral trading agencies,
development banks, state universities, and education boards.

Standards in the Green Bond Market

Efforts to standardize the green bond market aim to improve clarity, comparability, and investor confidence. The Climate
Bonds Standard and Certification Scheme define eligible green investments and provides a certification framework
(Climate Bonds Initiative, 2018b). Regionally, the ASEAN Green Bond Standards guide for issuance in Southeast Asia
(Arshad, 2018), while globally the EU’s High-Level Expert Group is developing a unified green taxonomy for member
states (European Commission, 2018). ISO is also creating an international green bond standard under ISO 14030 (Gould,
2018). These frameworks strengthen trust, reduce greenwashing risks, and support consistent disclosure for investors.
However, challenges remain due to differing regional definitions and uneven adoption in developed and emerging
markets. Regulatory roles are evolving fiduciary duty increasingly considering ESG factors where financial material
(Richardson, 2011, 2013; Waitzer & Sarro, 2012). Regulators like the Bank of England now integrate climate risks into
supervision, and China mandates climate-risk reporting by banks (Cui et al., 2018), helping reduce market risk and
enhance investor confidence.

Climate Risk Mitigation: Role of Green and Sustainable innovations in finance

Green finance innovation addresses climate risks, which fall into physical risks, such as extreme weather, sea-level rise,
and resource scarcity, and transition risks arising from policy, technological, and market shifts in low-carbon transitions
(TCFD, 2017). Both impact asset values, creditworthiness, and long-term investment strategies. Green finance mitigates
these risks by channeling capital to resilient projects and companies, while ESG integration helps investors assess
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environmental practices. Firms with strong ESG performance face lower regulatory, legal, and reputational risks,
reducing potential losses (Giese et al., 2019).

Sustainable debt instruments, including green bonds, fund climate mitigation and adaptation initiatives, such as renewable
energy and climate-resilient infrastructure. Sovereign green bonds finance national climate plans and attract private
investment (Ehlers & Packer, 2017). Carbon markets incentivize emissions reduction, while blended finance shares risk
with the public sector, enabling climate-sensitive investments in emerging economies (Bai et al., 2022).

Climate risk disclosure via TCFD (2017) enhances transparency, enabling better risk pricing and capital allocation. Green
finance also reduces systemic risk through portfolio diversification, and transition finance supports gradual
decarbonization in hard-to-abate sectors (Caldecott, 2017).

Challenges of Green Finance Innovations

While green finance innovations hold significant potential for managing climate risks and promoting sustainable
development, they face several challenges. Greenwashing is a major concern, where financial products or business
operations are presented as more environmentally friendly than they are, undermining credibility and investor trust
(Shishlov et al., 2016). Certain green bonds, for example, have been criticized for funding projects with questionable
environmental impact, such as ‘clean coal’ initiatives. Lack of standardization further complicates the landscape. ESG
ratings vary widely across agencies due to differing methodologies and weightings, and green bond frameworks differ
between jurisdictions, making it difficult to assess genuine sustainability performance (Berg, Kdlbel, & Rigobon, 2022).
Regulatory gaps persist, particularly in emerging markets. Non-binding guidelines like the Green Bond Principles
(ICMA, 2018) and TCFD (2017) offer guidance but lack enforceability, limiting consistent disclosure and accountability.
Accessibility and market depth are also issues, as green finance remains concentrated in advanced economies. Developing
countries face high transaction costs, low institutional capacity, and limited investor awareness, restricting their ability to
access climate adaptation finance (World Bank, 2018). Additional challenges include short-termism, where investors
prioritize immediate returns over long-term sustainability (Eccles & Klimenko, 2019), measurement difficulties in
quantifying environmental and social impact (OECD, 2020), and the risk of overreliance on market-based solutions,
which cannot substitute for public policy, technological innovation, and behavioral change (Caldecott, 2017).

Trends in Green Finance

The sustainable finance landscape is rapidly evolving due to shifting investor preferences, regulatory reforms, and
technological advancements. Key trends include the integration of climate risk into investment analysis and the growing
incorporation of ESG factors as core decision-making criteria. Green bond issuance continues to expand, alongside rising
interest in impact-oriented investing and broader investor appetite for sustainable products. Social bonds and
sustainability-themed indices are also gaining prominence. Additionally, innovations in clean technologies are creating
new green investment opportunities, while banks increasingly adopt sustainable lending practices that support
environmentally responsible projects and companies (Chandrashekara, T., 2022).

Conclusion

Green finance innovations are becoming essential tools in the global climate change agenda, delivering both financial
and environmental benefits. ESG frameworks encourage investors and companies to integrate climate-related risks into
governance and strategic planning, enhancing resilience and accountability. Supported by institutional and government
backing, green bonds have mobilized significant capital for renewable energy, sustainable infrastructure, and climate
adaptation projects. More advanced sustainable finance solutions, including impact investing and blended finance, further
increase capital flows by linking state and private actors. However, challenges such as greenwashing, fragmented
frameworks, policy gaps, and market concentration in developed economies undermine credibility and fairness.
Addressing these issues requires enhanced international collaboration, a unified taxonomy, and mandated disclosure
standards to ensure financial flows achieve tangible environmental outcomes. Initiatives like the TCFD and regional
green bond standards integrate climate risk into financial regulation, improving market transparency. Overall, ESG
models, green bonds, and sustainable finance extend beyond capital mobilization, aligning financial systems with
environmental risks and fostering a resilient, low-carbon economy.
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