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Abstract

For a 2°C compatible pathway, the G20 countries face an enormous investment gap. However, public
spending will not suffice to finance the green transformation. In fact, a significant amount of private
investment is required. It is therefore important to align the financial system — banking, capital markets
and insurance — with sustainable development. To increase green investments and align financial
markets with sustainable development, the G20 should 1) promote the standardization of green finance
practices, 2) enhance the transparency of information by promoting disclosure standards for carbon and
environmental risks; 3) support market development for green investments at a global level; and 4)
support developing countries in developing and implementing national sustainable finance roadmaps.

Challenge

To successfully manage climate change and foster sustainable global growth the G20 need to implement
a sustainability agenda both at the national and international level. By taking over the G20 presidency,
Germany has the unique opportunity of following up on the progress made under China’s G20
presidency in developing a global green finance agenda.' Green finance is defined as comprising “all
forms of investment or lending that consider environmental effect and enhance environmental
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sustainability”.

For a 2°C compatible pathway, the G20 countries face an enormous investment. The investment
required in infrastructure for energy, transport, potable water supply and sanitation, as well as
telecommunications over the next 15 years is estimated to be around USS$ 80-90 trillion." Financial
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flows will need to be redirected from brown investments into sustainable investments. A scale-up of
green investments will not only mitigate climate change, it will also foster economic growth and job
creation. However, public spending will not suffice to finance the green transformation. The majority
of investment must come from the private sector. It is therefore important to align the financial
system — banking, capital markets and insurance — with sustainable development.

Moreover, it is important that the financial sector prepares itself for risk related to climate change and
other environmental hazards. Three types of climate-related risk have been identified: (i) physical risk,
i.e., the risk of economic and financial losses due to climate-related hazards; (ii) transition risk, i.e., the
risk of financial losses related to regulatory and economic adjustments in a transition to a low-carbon
economy; and (iii) liability risk, i.e., the risk that liability insurance providers have to cover claims
related to losses arising from physical or transition risk from climate change."”

Aligning the financial system with sustainable development will require actions across the entire
financial system and the involvement of all actors, including international financial institutions, banks,
institutional investors, market-makers such as rating agencies and stock exchanges, as well as central
banks and financial regulatory authorities.

There are various microeconomic and macroeconomic as well as political barriers to mobilizing
sufficient private capital for sustainable investment (Table 1). Microeconomic barriers include
information asymmetry, maturity mismatches between long-term green investments and the
relatively short-term time horizons of savers, and, inadequate analytical capacity."

In addition to general macroeconomic barriers, such as exchange rate volatility, inflation, capital
market controls and volatile GDP growth rates, there are specific macroeconomic financial barriers for
green investments. Often, public fiscal capacity does not permit public spending on the green
transition. In some developing and emerging markets, access to international capital markets is
constrained, and local capital markets are under-developed and, therefore, not able finance green
investments." Political risks include a lack of strategic policy signals, political country risks, regulatory
risks and distorting policies.""

Proposal

Many G20 countries have already taken a number of steps to align their financial systems with
sustainable development and address risks related to climate change (Box 1), ranging from market
innovations to prudential action. Given the diversity of financial systems across the G20, it is clear that
measures need to be tailored to the specific needs and circumstances of each country. While some of
the challenges just discussed need to be tackled at the country level — including macroeconomic
financial barriers or political country risks —the G20 could make important contributions by addressing
clear green finance definitions, information asymmetry, inadequate analytical capacity and regulatory
risks.
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Box 1: Examples of green finance measures adopted by G20 countries

e  Brazil: The BOVESPA Stock Exchange set up a Corporate Sustainability Index as early as 2005. The Banco
Central do Brasil has introduced requirements for banks to monitor environmental risks, building on a
voluntary Green Protocol from the banking sector. Brazil’s banking association (Federacdo Brasileira das
Associacdes de Bancos, FEBRABAN) is developing a standardized assessment methodology and
automated data collection system to monitor flows of finance for green economy sectors.

e China: The People’s Bank of China has introduced green bond standards and green banking regulation.

e France: The French government introduced mandatory climate-change-related reporting for
institutional investors (Article 173 of France’s law on “energy transition for green growth”) starting in
January 2016.

e Indonesia: The Indonesian financial regulatory authority (Otoritas Jasa Keuangan, OJK) published a
Green Finance Roadmap in 2014.

e India: The Reserve Bank of India (RBI) has included lending to small renewable energy projects within
the targets of its Priority Sector Lending requirement which require banks to allocate 40% of lending to
key sectors such as agriculture and small and medium-sized enterprises.

e South Africa: Since 2010, environmental, social and governance (ESG) disclosure indicators have been
introduced by the Johannesburg Stock Exchange.

e United Kingdom: In 2015, the Bank of England’s Prudential Regulation Authority published a report on
the impact of climate change on the UK insurance sector.

e Germany: The German national Development Bank “Kreditanstalt fir Wiederaufbau” (KfW) currently

belongs to the largest Green Bond issuers worldwide.

In the following, we will focus on four policy areas that are universally relevant and that the G20 could
promote either globally or nationally: 1) promote the standardization of green finance practices, 2)
enhance the transparency of information by promoting disclosure standards for carbon and
environmental risks; 3) support market development for green investments at a global level; and 4)
support developing countries in developing and implementing national sustainable finance roadmaps.

(1) Promote the standardization of green finance practices

The G20 should promote a standardization of green finance practices in order to establish comparable
markets for green financial assets across borders and impede greenwashing. The lack of commonly
agreed definitions of what constitutes sustainable lending and investment practices contributes to a
fragmentation of sustainable finance markets and delays the development of green financial markets.

While recognizing the diversity of financial systems, the G20 could promote developing and
establishing green finance principles and indicators as well as reporting procedures.”" The G20 could
mandate the Financial Stability Board (FSB) to convene experts to develop green definitions and
indicators for different products.

Building on existing market-driven and public initiatives, principles and guidelines for green finance
should be developed for all asset classes, including bank credit, bonds and secured assets. For
instance, the G20 should strive to harmonize standards in the green bond market and develop common
green bond ratings criteria. The Green Bonds Principles established by the International Capital Market
Association are a good example in this field.™
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Once established, these standards also need to be monitored. The G20 should propose a monitoring
system for assessing the implementation of green principles. In the same vein, the G20 should also
support second-opinion providers and the guaranteed unrestricted disclosure of second opinions, as
in the case of green bonds.

International regulatory standards such as Basel lll for banks and Solvency Il for insurers should
consider environmental risks by including exceptions for capital and liquidity requirements for green
investments.” Whereas there is controversy over this recommendation, in particular within the private
sector, because more regulation could impede market development, addressing environmental risks
in solvency standards would contribute to ensuring financial market stability." In this vein, the G20
should mandate the FSB to develop an adequate regulatory framework for green finance.

The G20 countries should lead by example and should demand the adoption of green finance practices
by public financial and non-financial institutions, including international organizations. This should also
include supporting public-sector financial institutions to use shadow pricing in internal decision-
making as an instrument for lowering climate-related risk in their investment portfolio.*

(2) Enhance the transparency of information by promoting disclosure standards for carbon
and environmental risks

To address the problem of asymmetric information, it is crucial to enhance disclosure standards for
carbon and environmental risks and related information flows. Climate change has financial impacts
on the global economy and has endangered national and international capital markets. Investors often
do not know to what extent specific sectors and companies have been affected by climate change. By
the same token, investors are often not informed whether companies have been prepared and have
addressed these risks.

The Financial Stability Board elaborated in its review mandated by G20 Finance Ministers and Central
Bank Governors how the financial sector can take account of climate-related issues through voluntary
disclosure. Initiatives focused on addressing transparency include the International Integrated
Reporting Council, the Global Reporting Initiative and the Sustainability Accounting Standards Board.
Disclosure reforms should not only include environmental and related financial risks but also set out
the intended use of proceeds. The G20 should promote disclosure guidelines for environmental risks
and related financial risks.”" In this way environmental risks could be better integrated in financial
market decision-making.

As recommended by the Task Force on Climate-related Financial Disclosures, climate-related financial
disclosures should be included in the public financial filings of all financial and non-financial
organizations with public debt or equity. Moreover, these organizations should also disclose their (i)
governance structure and processes around climate-related risks and opportunities; (ii) strategy for
dealing with actual and potential impacts of climate-related risks and opportunities; (iii) risk
management, i.e., how the organization identifies, assesses, and manages climate-related risks; and
(iv) the metrics and targets used to assess and manage relevant climate-related risks and
opportunities.
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Making climate-related financial information publicly available will help investors to
better understand the performance of their assets, consider the risks of their investments, and
ultimately make more informed investment choices.
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To improve transparency in the green finance markets and advance more informed investing, lending
and insurance underwriting decisions, the G20 should promote knowledge sharing on environmental
and financial risks among all stakeholders, be they private or public.” The G20 should establish a
regular dialogue, knowledge platforms, and round tables of investors, issuers, market makers,
insurers, governments, NGOs and regulators. The Sustainable Banking Network is a good example in
this field. By the same token, the G20 should support developing and standardizing prudential
reporting requirements and promote the utilization of green indices.

(3) Support market development for green investments at a global level

While measures to standardize green finance practices and to enhance transparency can be expected
to support market development, the G20 governments could take further joint actions to support the
development of hitherto underdeveloped markets or create new markets that would facilitate green
investments. A good example for the role that public institutions and policies can play in developing
new markets is the market for green bonds, which has grown and matured significantly, not least due
to issuances of green bonds by public banks and international financial institutions as well as
regulatory frameworks developed in countries such as China and India.

Similarly, the G20 could facilitate the development of markets for sustainable infrastructure financing
instruments that are customized to investor risk profiles across project lifecycles. In particular, the
G20 could help establish regulatory and tax frameworks for infrastructure investment trusts and other
investment vehicles to facilitate channelling investments into non-liquid, long-term green investments,
while at the same time supplying liquid financial assets for investors. Examples include listed
“Yieldcos” or investment trust funds that invest in green infrastructure. Likewise, G20 governments
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could support the development of green fintech through proportionate regulatory frameworks.

(4) Support developing countries in developing national sustainable finance roadmaps

Taking account of its leadership role, the G20, together with the UN and other international
organizations, should support developing countries in devising their own national green finance
practices and frameworks. The G20 should develop a roadmap for the national implementation of the
decarbonization goals laid down in the Paris Agreement and subsequently support developing
countries to establish national roadmaps. Among others, the G20 should support developing countries
in establishing legal, regulatory and institutional policy measures to align their financial systems with
the stated sustainability goals. National sustainable finance roadmaps should be geared to country-
specific circumstances and needs and be supported through technical assistance. Moreover, the G20
should support an exchange of experiences amongst G20 and developing countries, for instance
through its Greenlnvest platform.
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Table 1: Barriers of green finance and policy measures

Barriers Measures

Microeconomic barriers

Missing clear green definition Development and establishment of green principles and

indicators

Lack of transparency and information | Disclosure guidelines for environmental and financial risks and

asymmetry knowledge sharing in this field
Inadequate analytical capacity Training, risk modelling, ratings, indices
Maturity mismatches Development of markets for green bonds or securitized products

Macroeconomic barriers

Macroeconomic financial barriers Developing local capital markets

Political barriers

Lack of strategic policy signals Countries should deliver strategic policy signals and frameworks

Political country risks Address at country level

Regulatory risks Development of adequate regulatory frameworks for green
finance

Source: Based on Berensmann / Lindenberg 2017, GFSG 2016, Glemarec et al., 2015.
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Implementation Overview

To increase green investments and align financial markets with sustainable development, the G20
should 1) promote the standardization of green finance practices, 2) enhance the transparency of
information by promoting disclosure standards for carbon and environmental risks; 3) support market
development for green investments at a global level, and 4) support developing countries in
developing and implementing national sustainable finance roadmaps.

Existing Agreements

G20 Finance Ministers and Governors reaffirmed the mandate of the Study Group in their
Communiqué issued after the Shanghai meeting on 28 February 2016, by asking the GFSG “to identify
institutional and market barriers to green finance and, based on country experiences, develop options
on how to enhance the ability of the financial system to mobilize private capital for green investment.”
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Existing Policies and Monitoring

G20 Green Finance Study Group: This group was established under the Chinese G20 Presidency in
2016. The G20 has mandated the GSFG to lay out the barriers to green finance and to elaborate
options of the financial system to increase capital for green investment.

Climate Finance Study Group: This group was launched in 2012 and should elaborate ways to
effectively mobilize resources, taking into account the objectives, provisions and principles of the
UNFCCC. It concentrates on the role of public finance to leverage private green investment.

Financial Stability Board (FSB) Task Force on Climate-related Financial Disclosures: This task force was
established in 2015 and it represents a private-sector-led task force assessing the disclosure of
market-relevant information on climate-related financial risks.

UNEP Finance Initiative: This initiative was founded in 1992 at the Earth Summit in Rio and was
established as a platform associating the United Nations and the financial sector globally.

Sustainable Banking Network: This network was established in 2012 and it represents an informal and
exclusive group of banking regulators and associations that are interested in sustainable banking
policies, guidelines and practices.



