
Introduction

April 2021 saw the launch of the Glasgow Financial 
Alliance for Net Zero (GFANZ), chaired by Mark Carney, the 
UN Special Envoy on Climate Action and Finance, which 
brings together leading banks and financial corporations 
to redirect finance towards achieving the COP26 goal 
of net zero by 2050. Many GFANZ signatories, however, 
remain among the world’s top backers of fossil fuels, some 
issuing new financing to companies expanding fossil fuel 
infrastructure since signing with GFANZ (Mazzucato 2021).  
The agreements reached are voluntary, non-binding, and 
discretionary rather than — as they should be — mandatory, 
systematic, and publicly accountable. GFANZ is at the 
'cutting edge' of current attempts to reform the financial 
system for combatting climate change — and it is clearly 
inadequate. 

Given the urgency of reaching net zero by 2050, it is time 
to move beyond such ineffective reformism and pursue 
radical transformation. This policy brief sets out the latest 
thinking from UCL’s Institute for Innovation and Public 
Purpose on how to transform the financial system to 
combat climate change and transition to a green economy.
Climate change can only be addressed by transforming 
capitalism through market shaping measures by 
introducing new tools, regulatory frameworks, 
conditionalities and metrics across relevant institutions  
and policy spheres. 

To achieve a socially and environmentally sustainable 
future, new economic thinking is needed that can direct 
purpose-driven innovation; unlock alternative forms of 
investment and financial models; prohibit clearly damaging 
forms of finance; and reimagine public value to help society 
accelerate a green transition for a more climate-resilient 
economy. 

There is a huge asymmetry between who is responsible 
for the climate crisis and who is affected by the impacts 
of it. Definitive action is required from the wealthiest 
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approximately 10% of the global population. In the 
immediate and near term, regulations need to target 
high-energy users and in fact, if the wealthiest 10% were 
regulated to reduce their carbon footprint to the level of 
the average EU citizen, which is still a comfortable lifestyle 
and the remaining 90% of the global population made no 
changes to their lifestyles, then global emissions would be 
still cut by over 30% (Anderson 2018; Taylor 2020). 

If we are to limit global temperature rises to 1.5 degrees 
above pre-industrial levels in an equitable way, it is 
essential that developed countries and the largest emitters 
take the lead and radically reduce their emissions over the 
next decade. While the COP26 pact will not hold wealthy 
countries to the necessary financial commitments to help 
nations who are and will be the most impacted by climate 
change, they must still deliver on their promise to raise at 
least $100 billion every year in climate finance to support 
developing countries. Our best hope of achieving this is 
through massive, coordinated state investment aimed at 
innovation leaps that can accelerate a green transition 
through positive feedback loops and multiplier effects 
alongside sufficient funding to support adaptation and a 
loss and damages in those countries worst effected by 
climate change.

This brief can be referenced as follows:  
UCL Institute for Innovation and Public Purpose (2021). Financing for Climate Action. UCL Institute for Innovation and 
Public Purpose, policy brief (IIPP PB 17).
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In alignment with the goals of the 2021 United Nations 
Climate Change Conference in Glasgow (COP26), finance 
needs to be put in place to build resilient cities, places 
and infrastructure; to scale up clean power and increase 
energy efficiency; to protect and avoid further loss of 
natural habitats and biodiversity; and to fund transformative 
technology and innovation. However, simply increasing 
the availability and quantity of finance for green initiatives 
alone will not bring about the re-directed economy that we 
need. To reorient growth in a green direction, what matters 
is not just the quantity of available finance, but the quality of 
finance.

Three factors are fundamental: the direction of finance; 
and the terms and conditions on which finance is 
provided. First, finance needs to be directed towards 
riskier innovations and early-stage R&D in key sectors 
identified as crucial in achieving clearly defined goals – 
such as decarbonising the steel industry – in the mission 
of mitigating climate change. Second, finance needs to 
be patient, bespoke and tailored to the specific needs 
of this innovation process; it needs to come wrapped up 
in technical support and financial expertise. Thirdly and 
concurrently, clearly unsustainable forms of finance – most 
obviously that supporting fossil-fuel extraction but also 
activities that damage biodiversity – needs to be rapidly 
phased out. 

How can public and private financial institutions become 
more purpose-driven to unleash the investments required 
to secure global net zero? This policy brief argues that, 
first, the state needs to step into the financial governance 
space through developing new public institutions, such as 
national investment banks and public wealth funds, to take 
the lead in creating new markets and offering the financial 
instruments required for a green transition. Second, 
governments, central banks and financial supervisors also 
need to shape existing markets through new regulatory 
measures that align private finance products more closely 
with the net-zero carbon mission.  

This policy brief summarises some of the recent research 
produced by researchers at UCL’s Institute for Innovation 
and Public Purpose (IIPP) exploring key questions around 
climate-aligned finance and sustainable growth. 

Setting a direction of innovation in the 
energy transition

Mobilising finance for investment and innovation in the 
energy sector is a key challenge for climate change 
mitigation (Mazzucato and Semieniuk 2018). Successful 
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financing of innovation in renewable energy requires a 
deeper understanding of the relationship between different 
types of finance and the difference in their willingness to 
invest in renewable energy. The directionality of financial 
instruments is key to the success of innovation and the 
resilience of the renewable energy system.

Awareness that finance can create directions for 
innovation, whether planned by policy makers or not, is 
an important point to highlight when designing policies. 
Mapping the effects that policies have on the direction – 
and not just the amount – of finance before implementing 
policies will help prevent surprises and lock-ins later. 

The direction of investment becomes even more important 
in the context of innovative economic sectors. Successful 
policies that have led to radical innovations have been 
more about market shaping and creating through direct 
and pervasive public financing, rather than 'market fixing' 
via price based interventions such as carbon taxes or 
greater disclosure of climate exposures. Innovation is highly 
uncertain, cumulative, collective and has very long lead 
times. Due to short-termism and risk-aversion, the private 
sector often does not invest in higher-risk areas until future 
returns become more certain. 

We have observed how the investment share of the public 
sector has taken a more important role over time in the 
deployment of renewable energy technologies. We have 
also observed a public sector that persistently finances 
high-risk technologies and that has a higher risk exposure 
relative to the private sector (Mazzucato and Semieniuk 
2018). Understanding the strategic role of public financing 
of innovation and the way it can shape and create markets 
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A market-shaping, precautionary 
approach to tackling climate-related 
financial risks 

The need to account for climate risks in both monetary 
policy and financial supervision is recognised by financial 
authorities worldwide (NGFS 2021). Moreover, financial 
authorities should also react to environmental threats 
beyond climate change. These might include biodiversity 
loss, water scarcity, ocean acidification and chemical 
pollution. The financial sector is both exposed to 
environmental-related financial risks and contributes to 
their development via its lending, and via the propagation 
and amplification of financial shocks. 
 
Being systemic, endogenous and subject to ‘radical 
uncertainty’, these risks cannot be sufficiently managed 
through ‘market-fixing’ approaches based on information 
disclosure and quantitative risk estimates (Kedward, 
Ryan-Collins and Chenet 2021; Kedward, Ryan-Collins 
and Chenet 2020). Instead, a ‘market-shaping’ approach 
to financial policy is required (Ryan-Collins 2019; Chenet, 
Ryan-Collins and van Lerven 2021). A ‘market-shaping’ 
policy framework acknowledges the uncertainty faced 
by market actors and strives to actively steer capital 
allocation in a clear direction — towards an orderly but 
rapid green transition — but still allows space for the 
necessary innovation and experimentation needed to 
enable such a transition.

Both financial regulation and monetary policy should 
be deployed to tilt markets in a broadly climate-aligned 
direction. For example, macroprudential-type rules should 
be used to manage systemic climate-related risks and 
encourage a rapid shift in capital reallocation in order 
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The UCL Institute for Innovation and Public Purpose (IIPP) is a department within 
University College London (UCL) — founded in 1826 to solve grand challenges — and part of 


