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FOREWORD - LIU SHIJIN

In 2014, China’s gross economic output exceeded $10 trillion, making China one of the only two members
of the “$10 trillion” club in the world. At the same time, China is also facing unprecedented challenges
from the depletion and pollution of its resources and the deterioration of its environment. Air pollution has
become increasingly prevalent and serious in recent years, and is now a major obstacle to China’s economic
and social development. To compound the issue, water pollution and land pollution have reached alarming
levels; wasteful and excess use of energy and resources are still a common sight around the country. The
deep-rooted cause of these environmental woes is the crude, extensive economic growth model. However,
after more than three decades of rapid expansion, China’s economic development has entered a new
normal. As the national economy shifts into a new gear, China’s traditional growth model, which is mostly
focused and reliant on quantitative increases, can no longer be sustained. Instead, China will have to quickly
identify a new system that allows for qualitative development, a crucial element of which is the promotion
of green development on the national level. Accelerating the pace of green development under the new
normal will not only require the adoption of a new mindset-that green development represents a major
transformation of the national growth model and limitless future potentials-but, more importantly, also
the implementation and realization of green philosophies, strategies, and policies, so that we have both
achievable targets and evaluation mechanisms for green development as well as the related incentive
measures and support systems for facilitating a green economy. Against this new economic climate, actively
developing green finance is an inevitable choice for China.

President Xi Jinping once articulated the motivation for green development with the remark that “[China]
wants clear waters and green mountains just as much as golden and silver mountains. In fact, clear waters
and green mountains are China’s gold and silver.” Fortuitously, a rapid development of China’s green finance
system holds the key to sparking the public’s interest in actively protecting and expanding “clear waters and
green mountains” and turning them into “golden and silver mountains.” Clear waters and green mountains
are desired and admired by the public because they bring actual benefits and improve their quality of life,
and thus have great intrinsic value. This value cannot dwell on paper only but has to be realized, and should
be measureable, evaluable and tradable as well as marketed, monetized and capitalized to provide the
engine necessary for making green development a lasting and sustainable undertaking. Finance will be an
integral component of this transformative process. Even more significantly, green development will build
an even bigger stage for bona fide financial innovations. Because of the significant positive externalities
that many green financial products create, they should be supported by government resources and policies.
In some instances, policy-based financial instruments should be used directly. Through these efforts, green
finance can become a key component of China’s overall financial system in the foreseeable future. In
the long run, after green development matures into a highly-recognized model for economic growth, all
financial activities should be green.

The discussion and research on green finance has a long history internationally. Notably, after the world
financial crisis, the building of a green and sustainable economic system, which encompasses green finance,
is quickly becoming a global consensus. The concept of green finance is proposed to promote green and
inclusive economic growth through reshaping existing financial systems. This multi-faceted concept
defines many actionable initiatives that include, among others, requiring financial institutions to give full
consideration to the environmental impacts of their investments, reducing or even cutting off support
to polluting projects, increasing the support for environment restoration projects, and building a general
framework of the green finance system thatincorporates social and governancerisks. Currently, the concept
of “green finance” is spreading and gaining traction globally, as more and more countries start to include
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green finance in their policy framework, and institutional investors in developed countries have already
become a major force in advancing green finance agendas. China’s experience in developing its own green
finance system has also steadily attracted wider attention from the international community. As a member
of the global village, strengthening its involvement in the international green dialogues and cooperative
efforts will not only help China to learn from positive international experiences, but also allow China to
actively participate in the building and development of the global green finance system, and contribute its
theoretical acumen and practical experience to the international community.

Since 2013, the Development Research Center of the State Council (DRC) has collaborated with the
International Institute for Sustainable Development (11SD) on the topic of “greening China’s finance system.”
And for the past two years, the task group has dedicated itself to in-depth research and discussions about
the development of green finance, both in China and internationally. This synthesis report is the product of
that research’s outstanding insight and innovativeness, and represents an important domestic milestone
in the development of comprehensive research on green finance. On the subject of China’s practices and
experiences in green finance, the task group pivoted their discussions by first analyzing and evaluating
the macro environment, current state, policy environment and other aspects related to the domestic
green finance, then summarized China’s experiences and lessons in developing its green finance system
including the importance of the appropriate division of rights and obligations between the government
and the market, of the coordination mechanism and the supporting policies, as well as how to achieve
a balanced development. On this factual basis, the task group outlined a conceptual framework for
China’s green finance system and proposed that the system should not limit itself to conventional focal
points such as clean energy, low-carbon transportation and energy-efficient buildings, but should instead
expand its scope to provide financial support for the restructuring of China’s industrial sector, the green
transformation of traditional enterprises and the cleanup of environmental pollution, which will constitute
the key departures of China’s green finance system from those of the developed countries. In addition,
based on the development and financing characteristics of China’s green investments, the task group
estimated that building China’s green finance system would require an investment of around two trillion
yuan per annum. Lastly on the domestic front, the task group studied China’s current environmental
industry, covering topics including laws and regulations, management system, environmental investments,
and environmental and industry policies relating to green finance. On the subject of international practices
and experiences in green finance, the task group scrutinized a wide range of hot issues at the forefront of
the international green finance industry, including stranded assets, monetary policies and green finance,
greeninsurance, green bonds, and the impacts and risks of climate change, and compared and reviewed the
latest domestic and international practices and trends in green finance. On top of all of this groundwork,
the task group offered an action plan for developing China’s green finance system.

At present, domestic and international thinking and research on green finance is still in an explorative
stage. With the steady emergence of new industries and continued progress in science and technology, we
expect that our understanding of “green” and “sustainability” will be ever more profound, and that the
research and discussions on green finance will continue well into the future. I look forward to scholars and
researchers—including the experts of this task group-contributing more wisdom to the development of
China’s and the international green finance system.
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Liu Shijin, Vice President, Development Research
Center of the State Council, PRC



FOREWORD - ZHANG CHENGHUI AND SCOTT VAUGHAN

The Chinese leadership has expressed a strong public commitment to building an “ecological civilization”-a
stable and prosperous country that operates within the limits imposed by natural resources, ecosystems
and planetary boundaries. As this synthesis report lays out compellingly, reaching this goal is a formidable
challenge.

At the same time, no major country has made so clear and so forceful a commitment to making the green
transition and, if China is genuinely able to lead the way, the positive impact on the planet will be enormous.
The green transition will need action at all levels and in all sectors. It will require a s hift to green infrastructure
development. It will demand a large-scale upgrading and renewal of technology. It will require clean-up of
polluted sites. And it will involve reviewing the way in which goods and services are produced and consumed.

At the heart of the challenge, however, lie the rules that govern finance, for two reasons. First, the transition
will carry costs, especially if it is to take place at a scale commensurate with the challenges and on a timeline
that will place China quickly on a path to sustainability. The investment necessary for the green transition is
considerable, but not when compared with the cost to China’s society and economy of the environmental
problems from which the country currently suffers. Indeed, the question is not whether China can afford
the investment required for the green transition, but whether it can afford not to make that investment.

Second, however, the rules governing finance to a large extent determine the incentives and disincentives
that guide the behaviour of investors. To the extent that these rules reward green investment, our progress
will be quicker; but to the extent that they reward brown investment, they are an obstacle to the green
transition.

The DRCIISD project, in association with the UNEP Inquiry into the Design of a Sustainable Financial System,
has explored a wide range of possible reforms to the rules governing China’s capital markets and financial
institutions with a view to identifying both those that are most urgently needed and those most ripe for
short-term implementation. The result is a roadmap for China’s leadership that, if followed, will greatly
accelerate the green transition to which they have publicly and forcefully committed. It is significant that
this roadmap represents the voice of DRC, whose Finance Institute is a pivotal source of research aimed
at informing decisions that shape China’s financial market reform. The recommendations contained in the
report of this work, and that are summarized in this synthesis, are practical and most could be implemented
on a relatively short time scale. They represent the surest path towards the eco-civilization that not only
China but the whole world must achieve.

\ gj
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Scott Vaughan, President of International Zhang Chenghui, Director General of Finance
Institute for Sustainable Development Research Institute of DRC
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EXECUTIVE SUMMARY

Realizing sustainable development depends on ‘“greening finance”—that is, ensuring that the financial
institutions charged with allocating available financial assets take environmental and social factors into
account whenallocating credit, making investments and providing other financial services such asinsurance.

Transforming from a resource and pollution-intensive economy to a green economy is now a strategic
priority for China. Success depends on the development of green industries and the transformation and
reduced importance of many traditional industries. Key priorities include clean energy, industrial energy
conservation, building energy conservation, transport energy conservation, improvement of energy
efficiency and environmental pollution control. Investment needs across key green sectors in China will
be approximately RMB2.9 trillion per year from 2015 to 2020 (US$460 billion). Two thirds of this, about
RMB2.0 trillion annually (US$320 billion), will need to come from domestic and international financial and
capital markets, given fiscal limitations and priorities.

At the same time, China’s financial system is developing rapidly, with key priorities being to internationalize
its practices, increase its sophistication and depth, and improve its efficiency in ensuring the productivity
of available financial assets and its overall contribution to China’s development. There is an alignment
between China’s green economy and financial priorities and its capital market policy priorities. Improved
flows of green finance will both accelerate the transition towards a sustainable real economy and improve
the efficiency, productivity and resilience of China’s financial system.

That is, greening a country’s financial system is not an “additional” performance requirement but concerns
the efficiency and effectiveness of the whole system. A lack of green financing, after all, delivers poor
allocation of capital, mispriced risks and weaker long-term economic growth, creating stresses that
ultimately lead to financial market instability and underperformance.

Greening finance is a growing focus for the Chinese government through the promotion of green credit,
green securities and green insurance. However, despite significant progress, some constraints must still be
overcome: first, perverse price signals resulting from absent orinappropriate policies; second, unwillingness
of short-term-focused investors to finance green development projects that often require higher upfront
investment and give slower returns; and third, a lack of clear definitions and frameworks, which results in
inadequate enabling policies, regulations and standards. Furthermore, progress is constrained by divergent
interests and approaches between central and local government, as well as between government and
market institutions.

The international context is one of growing awareness about, and action on, green finance in both
developing and developed countries. Though international experience remains at an early, largely ad-hoc
stage, broad consensus is emerging in some key areas:

Better information is crucial for embedding sustainability considerations in risk assessment and
investment decisions, with many initiatives focused on transparency, metrics, indexes, incentives,
reporting and governance, notably in banking and stock markets.

Systems, competencies and culture of financial institutions need to reflect environmental and
social responsibilities in ways that inform decisionmaking. This calls for increased action by financial
institutions, as well as by central banks and regulators, to require enhanced and demonstrable
environmental risk management across not only the banking community but also pension funds and
insurance companies, as well as public investment vehicles such as development banks and sovereign
wealth funds.



A systematic approach to developing green finance in China through policies targeted across these and
other areas could both unlock domestic opportunities for green economic growth and catalyze related

Assets at risk of becoming “stranded” due to high environmental costs need to be more effectively
monitored, with suitable precautionary measures being taken by both financial institutions and,
potentially, central banks and financial regulators concerned with financial stability.

Greening debt markets through product innovation (such as green bonds), robust and unified
standards, regulation and, potentially, tax incentives can significantly advance long-term, green
investment flows and associated outcomes.

Monetary policies that have fundamental influence on the economy and society as awhole need to be
designed to take greater account of environmental and broader sustainable development objectives.

developments internationally.

This paper proposes a framework for actions covering five key areas that, if adopted by the Chinese

government, would promote the systematic development of green finance.

Green Finance: Framework for Action

A. Establish and strengthen legal frameworks - including
environmental laws and law enforcement that contribute to the
demand for green finance.

B. Improve coordination and information sharing between
environmental, financial and industrial regulators and with
third-party institutions

C. Develop comprehensive policy support for green finance

1. Align monetary policy with sustainable development
goals

2. Continuetostrengthen green credit policies in banking

3. Provide incentives to grow the market for green
securities, including green bonds

4. Expand the scope of green insurance and strengthen

environmental liability insurance regulations.

5. Use fiscal incentives to accelerate the development of
green finance markets.

D. Foster the development of the information infrastructure
with information on environmental costs and a green credit
rating system.

E. Green the policy banks as leaders in establishing markets and
best practices for commercial banks.
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1 BACKGROUND

Over the past 30 years, China has developed rapidly to become the world’s second largest economy,
reaching the status of a middle-income country. Realizing this success, however, hasinvolved a development
approach entailing massive and inefficient resource use and extensive damage to the quality of air, water
and soil (MEP, 2013).

Despite industrial and credit policies to curb the development of high pollution-generating and energy-
intensive industries, the scale of these industries and practices continues to grow. While the energy
intensity of the economy has decreased, total energy consumption continues to rise. At the same time, the
traditional competitive advantage of low-cost production has gradually weakened, leading to an imperative
for industrial restructuring aligned to higher value-added, cleaner and resource-efficient development
(zhegiang, 2012) (see Box 1).

Transforming from a resource and pollution-intensive economy to a green economy is now a strategic
priority for China. Success depends on the development of green industries and the transformation and
reduced importance of many traditional industries. Key priorities include clean energy, industrial energy
conservation, building energy conservation, transport energy conservation, improvement of energy
efficiency and environmental pollution control. Investment needs across key green sectors in China will
be approximately RMB2.9 trillion per year from 2015 to 2020 (US$460 billion). Two thirds of this, about
RMB2.0 trillion (US$320 billion) annually, will need to come from domestic and international financial and
capital markets, given fiscal limitations and priorities.

At the same time, China’s financial system itself is also developing and facing challenges to efficiency
and stability (see Box 2). Green policies have been strengthened during the 11th and 12th Five-Year Plan
(FYP) periods (2006-2010 and 2011-2015), including a new and stronger Environmental Protection Law and
measures to enhance allocation of capital towards green financing needs.

Premier Li Kegiang’s commitment to “resolutely declare war on pollution as we declared war against poverty”
(Reuters, 2014) highlights the high priority being place on environmental protection, as was the greater
discussion of environmental issues in the Third Plenary Session of the 18th Central Committee of the
Communist Party of China.
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Box 1: The Challenge of Green Development in China

Environmental damage poses significant risks to the country’s quality of life, economic competitiveness, resilience
and long-term growth. The estimated cost of pollution damage is between 3 per cent and 6 per cent of GDP and
rising (World Bank/SEPA, 2007).

China became the world’s second largest economy in 2010, but has been the number one emitter of conventional
pollutants since 2005, and by 2011 it was also the largest carbon dioxide emitter. The risk of major environmental
accidents, and daily concerns about air, water and soil quality make environmental issues a widespread concern.
Only 3 out of 74 cities monitored for air quality met minimum standards in 2014. An estimated 60 per cent of
underground water monitoring sites have poor quality, and 19 per cent of arable land is badly polluted.

Chinais actively pursuing industrial restructuring; it is identifying dirty and inefficient industries to be restricted and
eliminated, and high-tech, high value-added sectors to be encouraged. However, despite these policies, the fastest
growing sectors from 2005-2011 were the “restricted” industries such as coal, minerals, metals and chemicals.
The country has succeeded in cutting the energy intensity of the economy, but there are fewer opportunities for
further savings from simple energy conservation (NDRC, 2011).

FIGURE 1: CHINA’S INDUSTRIAL ENERGY CONSUMPTION LEVEL, 20052012

ENERGY CONSUMPTION PER UNIT INDUSTRIAL VALUE ADDED (TCE/RMB 10K)]
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At the same, China’s development continues to require natural resources. At present, China’s per capita energy
consumption is only one seventh of that of the United States and one quarter of the average of Organisation
for Economic Co-operation and Development (OECD) states. Consumption of some important resources has not
reached its peak. The dilemma of reconciling production and consumption with energy conservation and emission
reduction is its challenge for green development in China.

[ Working Paper: Industry and Policy Environment for the Development of Green Finance, Ma Zhong and Lan

Hong, School of Environment and Natural Resources, Renmin University of China



1.1 CHINA'S FINANCIAL SYSTEM'

China’s financial system is dominated by banking, providing about three fifths of total credit to the market
economy. The banking system is fairly concentrated, with half of the total loan market originated by five
banks.

Thereis strong government involvement, with the central bank setting maximum interest rates for deposits,
previously setting minimum interest rates for loans and often setting target levels for loan volumes. The
five largest banks are majority-owned by the central government and there is significant government
ownership in other banks. The major banks tend to lend predominantly to large, state-owned enterprises,
and rebalancing the financial system to allow smaller, private firms to gain access to capital has been a key
focus of ongoing debates and reforms.

Loans between state-owned banks and enterprises are seen as carrying implicit guarantees. Private
guarantees from other companies, individuals and dedicated guarantee companies have also played a large
rule in fuelling credit expansion, underpinning about a quarter of total outstanding loans. It is feared that
risk assessment by banks has relied excessively on these guarantees, and that undercapitalized guarantee
chains could be a source of financial instability.

Bond markets are a source of credit mainly for larger firms. The market is growing rapidly, although it
remains smaller and less sophisticated than in the United States and Europe. Banks are the largest holders
of corporate bonds. Net issuance of corporate bonds increased by 65 per cent in 2012, according to the
People’s Bank of China figures and represents about 16 per cent of net new credit.

Stock markets are also growing, but tend to be dominated by short-term trading rather than long-term
investors, with the annual turnover rate reaching a recent high of 293 per cent. The size of the stock market
is limited through very close control of Initial Public Offerings (IPOs). There are few institutional investors,
with assets under management in 2012 equivalent to only about 5.1 per cent of GDP (compared to 240 per
cent in the United States).

1.2 THE DEVELOPMENT OF GREEN FINANCE IN CHINA

China first adopted an environmental protection law in 1989. The initial approach relied largely on
administrative enforcement and fines (Zhang & Zhao, 2003). However, over the past 15 years, the government
has begun to approach environmental issues through a more comprehensive set of legal, economic, financial
and technological measures, including those directly focused on mobilizing green finance from the financial
system (see Box 2).

Overall, these early developments in green finance have had some success in supporting economic
restructuring by influencing the allocation of financial resources, with increasing investment identified as
market-based green finance (see Box 3).

' This section is based on Elliott & Yan (2013)
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Box 2: Green Finance in China

“Green credit” has been the key policy for green finance in China’s banking-dominated system (China Banking
Regulatory Commission [CBRC], 2011). In 2006 the China Industrial Bank together with the International Finance
Corporation (IFC) established the first “green credit” product in China—a loan fund for energy conservation and
emission reduction projects.

In 2007 the former State Environmental Protection Administration and the People’s Bank of China and CBRC jointly
released the Opinions on Implementing Environmental Protection Policies and Rules and Preventing Credit Risks, calling
on banks to make compliance with environmental laws and regulations a necessary condition for loan approval, to
actively offer credit support for “encouraged” industries and disallow credit for projects in “restricted” and “to-be-
eliminated” industries (SEPA/CBRC, 2007).

In 2012 the CBRC issued the Green Credit Guidelines, stipulating that banking financial institutions shall increase
their support to the green, low-carbon and circular economy and adopt stronger environmental and social risk
management for clients in the “restricted” industries category (CRBC, 2012).

Three policy-based banks—the Agricultural Development Bank of China, the China Development Bank and the
Export-Import Bank of China—have each been tasked with supporting environmental protection and efficiency
improvement in relation to their own areas of investment focus.

Compulsory environmental liability insurance for high-risk industries is being piloted. Since the 1990s, local
government environmental protection departments have explored the use of environmental liability insurance.

In 2007 the former State Environmental Protection Administration and CIRC jointly released the Guiding Opinions on
Environmental Pollution Liability Insurance to actively promote environmental pollution liability insurance.

In 2008 pilots of national environmental pollution liability insurance started in Jiangsu, Hubei, Hunan, Chongging
and Shenzhen.

In 2013 the Ministry of Environmental Protection and CIRC jointly released the Guidance on Pilots of Compulsory
Environmental Pollution Liability Insurance to guide local governments to promote the pilot work of compulsory
environmental pollution liability insurance in industries such as heavy metals and petrochemicals. Pilot projects
have been carried out in more than 10 provinces and more than 2,000 enterprises have purchased the insurance
with total amount insured close to RMB20 billion.

Companies seeking finance through the capital markets are required to undertake environmental audits. As
China’s capital market is growing rapidly, more and more enterprises have pursued IPO-based financing pathways.
A “green securities” policy has been developed, which requires high-pollution and energy-intensive enterprises to
undertake environmental audits in order to access the capital markets.

In 2008 the former State Environmental Protection Administration together with the China Securities Regulatory
Commission released the Guiding Opinions on Strengthening Supervision and Management of Environmental
Protection by Listed Companies, requiring these audits, and since then standards have been developed.

A carbon market is developing. China’s emissions trading market has developed rapidly over the past 20 years,
from demonstration pilots to setting up of broader systems and trading platforms (Du et al., 2013). Pilots have
been initiated in seven provinces and cities, including Shenzhen, Shanghai, Beijing, Guangdong, Tianjin, Hubei
and Chonggqing, testing different operational methods. Overall these pilots have distributed one billion tonnes of
carbon emission quotas to around 2,000 emission-control enterprises (Chenand Reklev, 2014). Commercial banks
are moving into the country’s fledgling carbon markets, developing financial products to help clients hedge carbon-
trading risks and finance new investment using carbon certificates as collateral.

Private equity and venture capital funds have gradually increased investment in green sectors including, renewable
energy and clean technology.

Intermediary service institutions and green non-governmental organizations have also been developed to provide
information and advice, and to undertake public interest prosecutions and campaigns.

Working Paper: Practices and Experience of Development of Green Finance in China
See also Jun, M., Yu, S. (2014) Green Finance Policies and Their Application in China, China Finance Review. 2014, (2). Xiang, D. A
(2012) Review of Research on Green Finance. Journal of Zhongnan University of Economics and Law.



Box 3: Scale of Green Finance

Using a definition of green investment that includes environmental pollution control, waste management, forestry
and all forms of renewable energy including nuclear power, the DRC estimates that green investment in China
exceeded an estimated RMB 1,261.4 billion (US$200 billion) in 2012, or about 2.43 per cent of the GDP.2

Around RMB 1,126 billion (US$180 billion) (70 per cent of the total) was mobilized through market-based
channels (mainly bank loans). In 2008 the figure was RMB 438 billion (US$70 billion) or 67 per cent of the total.

FIGURE 2 : MARKET-BASED GREEN FINANCE 2008 AND 2012

OVERALL VOLUMES OF MARKET BASED FUNDING
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In banking, the number of energy conservation and environmental protection projects supported by loans
increased from about 2,700 in 2007 to over 14,000 in 2013, and the loan balance rose from about RMB340 billion
(US$54 billion) in 2007 to about RMB1,600 billion in 2013 (US$256 billion) (CBRC, 2011). In the field of insurance,
the number of enterprises purchasing environmental liability insurance increased from about 700 to over 2000
by the end of 2012, with risk securities of RMB56.8 billion (US$8.7 billion) by June 2014. By June 2014 over 700
enterprises in these sectors had issued debt-financing tools, raising an estimated RMB968.58 billion (US$155
billion). A total number of 15 environmental protection-themed funds have been released since 2010, including
seven funds in 2014. Seven regional carbon emission pilots are in operation and a national carbon emissions
exchange is expected to be established in 2016 (Chen & Reklev, 2014).

Although market-based finance makes up a large share of green investment, it should be noted that users of
these commercial loans are largely state-owned enterprises or investment and financing platform companies
that use government fiscal support to provide credit enhancement. The solvency of the investment projects are
linked with the fiscal strength of local governments.

O Working Paper: Demand for Green Finance, Zheng Zheng, Development Research Center of the State Council
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Green credit policies have to some degree restricted the proportion of loans going to high pollution-generating
and energy-intensive projects, and also provided support to emerging industries engaged in environmental
protection (Yunwen et al, 2014). Many provincial and municipal governments have formulated strategies
for green finance development, and are developing frameworks to support financial institutions to allocate
capital towards energy conservation and environmental protection industries.

1.3 FUTURE DEMAND FOR GREEN FINANCE

This project estimates that around RMB 2,900 billion (US$465 billion) will be needed for investment in green
sectors in China each year, amounting to RMB 17.4 trillion (US$2.8 trillion)? over the period from 2015 to 2020.
This amounts to over 3 per cent of GDP. These estimates should be regarded as somewhat conservative and
can be taken as the minimum investment demand.

In China, as in other countries, green investments often are, or are perceived to be, high risk, involving
larger early investment (with associated lower operating costs) and slower returns than conventional,
resource-intensive and high-polluting investments. Particularly where environmental costs and benefits are
not adequately internalized through pricing, many of these investments remain unattractive to the private
sector and are carried out by the public sector or with explicit or implicit subsidy.

Overall, the financing requirement for green investment is equivalent to about 14 per cent of estimated
fiscal revenues for the period, far exceeding the capacity of the public budget. Mobilizing finance beyond
the fiscal budget—that is, private capital—is therefore required. From 2015 to 2020, China’s demand for
such market-based green finance is estimated to be RMB 2 trillion each year (US$320 billion).

As the working paper on The Industrial Policy Environment for the Development of Green Finance highlights,
the imperative of developing market-based green finance channels is not just to remove the overall fiscal
burden from the public budget, but to improve decision making and capital allocation (see Box 4)

1.4 PROBLEMS CONSTRICTING GREEN FINANCE

At this stage, green finance products are emerging but remain limited by type and coverage, with bank
loans providing the main source of financing, followed by environmental liability insurance.

Though China has made progress in the development of green finance, there are still a number of obstacles
to meeting the financing needs for its transition to a green economy.

Need for clear green finance definitions and strategy

China still lacks a complete, unified and explicit conceptual framework, as well as a detailed definition of
green finance. Policy-making institutions therefore use a range of definitions, which can lead to a narrowed
understanding and conceptual conflicts. China has set out a national strategy for sustainable development,
but needs to develop a complete framework for implementation and inter-agency coordination. A clear
definition of green finance and a coherent implementation framework are crucial to translating this high-
level strategic commitment into laws, policies and practice.

Problems related to real economy environmental laws, regulations and systems

While China’s environmental regulations have been strengthened, they remain incomplete, with unspecified
accountability and weak operability. While China has formulated environmental protection laws, rules,
regulations and standards, the relationship between the relevant authorities is not clearly specified. There is
a degree of institutional redundancy, functional overlap and, at times, contradictions between different rules
and responsibilities, which leads to weak implementation. These weaknesses in real economy regulations

3 Refer to the working paper Demand for Green Finance for details.



Box 4: The Case for Strengthening and Diversifying Green Finance in China

China’s current green financing is dominated by green credit through banking, backed by implicit public funding
and guarantees.

When the Chinese economy was at the “catching up” stage of industrial development, direct government
intervention enabled rapid, large-scale financing of the leap forward in infrastructure and traditional industries,
following a clear technological path and leveraging state-owned banks and enterprises.

However, green projects involve complex technology, as well as market and policy risks, and do not have a clear
technological path to follow. Relationship managers and credit officersin banks oftenlack the specialized knowledge
required to assess innovative green projects and tend to direct loans to state-owned enterprises and to businesses
backed by guarantee. Government also lacks the information advantage needed for industries at the technological
frontier. As a result, rapid, large-scale, long-duration financial allocation induced by direct intervention could easily
result in the mismatching of finance at industry level, as well as the subsequent systematic financial risks.

Direct financing through green equity, green bonds and the development of a market for collateralized loans would
provide a greater diversity of perspectives from institutional investors, intermediaries and risk investors to evaluate
green projects, as well as strengthen risk pricing and expand the financial service supply.

Therefore, the Chinese government’s intervention in green finance is seeking to support the use of more market-
oriented mechanisms such as capital reserve ratios, differentiated capital risk weights and environmental
information disclosure to guide the green finance market into taking on the tasks of price discovery, information
identification and risk management.

Currently, the Chinese government provides implicit guarantees for green development projects in areas such as
clean energy, which is reflected as local fiscal relief and administrative debt restructuring. Implicit guarantees can
certainly mitigate risks for investors, but they can also cut off the “creative disruption” mechanism of the market
and prevent sound risk pricing. Enterprises and banks are prone to develop an expectation that the government will
step in as a “last resort” so that the soft budget commitments take shape, which is not good for the sustainability
or efficiency of green finance.

An effective green finance system would still involve government support, but it would be turned from implicit to
explicit through policy-based credit guarantee institutions and credit enhancements.

D Working Paper: Industry and Policy Environment for the Development of Green Finance, Ma Zhong and Lan

Hong, School of Environment and Natural Resources, Renmin University of China

translate into perverse incentives against green investment, with resulting increased risks to financial
institutions and to the overall health of the economy (see Box 5). Resource- and energy-intensive industries
remain attractive to commercial banks, offering high returns to their investment.

Problems in the operation of the green finance policies

Incomplete and overlapping regulations also create problems for the specific rules relating to green
finance. For example, the major foundations for China’s development of environmental liability insurance
are the two ministerial-level regulations jointly issued by the Ministry of Environmental Protection and the
insurance regulator. But there is no effective mechanism for ongoing communication between the different
regulators. Another exampleisinthe emissions-trading market, where the legal status of emission rights and
the supervision, reporting and authentication systems for carbon markets are still being set up. In banking,
a lack of unified and clear standards for information disclosure on green credit implementation results
in poor comparability of data. While there are requirements for companies to undertake environmental
audits in order to be approved to issuing shares as an IPO, once companies are listed companies these
requirements are weaker.
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Box 5: Environmental Supervision and Real Economy Investment Incentives

Strong environmental laws with weak supervision allow pollution to go uncontrolled, resulting in widespread,
illicit discharges to air, water and soil. For example, in 2011 between 50,000 and 250,000 tonnes of raw sewage
was discharged each day into the Qinghe River in Beijing. Although the strengthening of the capability of sewage
treatment plants had reduced such discharges to tens of thousands of tonnes daily by 2013, this still represents
serious and unsustainable levels of pollution.

At present, the highest penalty for secret sewage discharge is only RMB30,000 (less than US$5,000) in Beijing,
making the incentive for compliance low. It is estimated that from 2001 to 2011, secret discharges have therefore
helped enterprises make excessive profits of between RMB1.5 trillion and 4.4 trillion (US$240 billion to $720 billion).
The excessive profits are a strong incentive to continue carrying out secret discharges and against investing in
environmental protection.

O Working Paper: Industry and Policy Environment for the Development of Green Finance, Ma Zhong and Lan
Hong, School of Environment and Natural Resources, Renmin University of China

A key implementation challenge is the tension between the interests of the central government and those
of local governments and market actors. Effective implementation of environmental policies depends to
a large extent on local government. Yet they face a serious conflict between the need for environmental
improvement and the demand to meet targets for short-term economic growth. This situation results in
contradictory policies that, on the one hand, support emerging green industries, while on the other hand,
provide inadequate supervision of environmental pollution by existing enterprises. Levels of awareness
and priority given to environmental issues vary, with more developed regions generally giving it greater
emphasis. Competition among local governments that share environmental resources such as river basins
can lead to fragmented administration. More broadly, the development of China’s green finance is mainly
supported by administrative promotion and has not developed through the active behaviour of market
actors.

Need for policies to stimulate development of green financial products and capacity in
financial institutions

Policies to stimulate the development of green finance through subsidies and taxes have been slow to
develop. While investment in environmental protection from central government budgets has increased,
there is often poor integration and a lack of long-term planning, with funds mainly responding to emergent
events, often with inadequate, effective supervision. There is little focus on environmental protection as an
investment and indifference to profits in the management of these funds.*

While green finance is firmly established as a policy area, there is not yet a strategy for developing the
institutional capacity, professional skills, and intermediary markets and service institutions needed
(Pricewaterhouse Coopers, 2013). For example, implementation of the appraisal system for environmental
liability insurance has been held back by insufficient human and material resources, as well as a lack of
institutions dedicated to appraisal and inspection of environmental pollution damages.

1.5 CHINA'S ROLE IN PROMOTING GLOBAL SUSTAINABLE DEVELOPMENT

China’s efforts in green finance have international as well as domestic significance. Through its scale and
significance, China plays an important role in promoting regional and global sustainable development
through the transformation of its own economic development. Increasingly, the government is also playing
arole in developing global frameworks for sustainable development.

4 Refer to the working paper Practices and Experience of Development of Green Finance in China for details.



China’s emerging experience with green finance development can provide an example for other countries,
especially developing countries. Because of the strategic importance of sustainable social and economic
development, China is placing particular emphasis on the development of green finance.

At the same time, the Chinese government has realized that, in order to fulfil this strategy, it must be
integrated with environmental and economic policies, with coordination and cooperation from the
concerned parties, an approach promoted during the 12th FYP.

China can play a leadership role in promoting sustainable development, especially by strengthening the
international policies and regulation of green finance. In November 2014, for example, China and the United
States formally announced their respective emission reduction plans in the third China-US Joint Announcement
on Climate Change.® This will be an important contribution to the United Nations Framework Convention on
Climate Change Conference of the Parties in Paris in late 2015. At the same time, China has been gradually
promoting the formation of several strategic cooperation agreements. For example, the “one belt and one
road” regional cooperation strategy proposed by President Xi Jinping and the China-ASEAN New Strategic
Partnership proposed by Premier Li Kegiang at the 17th ASEAN-China Summit. In relation to green finance
specifically, China is actively participating in international policies and regulatory activities. It will actively
promote the spreading of international best practices and experience through international exchange and
the formulation of international green finance standards.

5 China committed to raising the consumption proportion of non-fossil in primary energy to 20 per cent by 2030, and proposed for
the first time to stop increasing carbon emissions before 2030; while the United States added the emission reduction target of
2025 on the basis of the emission reduction target of 2020 previously released (i.e., emission reduction by 17 per cent from the level
of 2005), and proposed to reduce emissions by 26-28 per cent from the level of 2005, which is equal to the emission reduction by
16 per cent from the 1990 level (NRDC, 2013).
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2 INTERNATIONAL EXPERIENCE

Internationally, the need to better align the financial system with sustainable development is also receiving
increased attention. This applies not only to individual financial institutions that are sensitizing their
investment practices to environmental factors, but to broader questions of how the overall framework of
regulations, rules and standards may need to change.®

Estimates of the investments needed internationally for the transition to a green economy indicate a need
for large-scale shifts in asset allocation (ICESDF, 2014). The Global Commission for a New Climate Economy
estimates that over US$13 trillion of additional investment is needed between 2015 and 2030 just for energy
efficiency and clean energy. Notably, this increased cost would be largely offset by reduced need for fossil
fuel and other high-carbon infrastructure, leaving an overall net additional investment requirement of US$4
trillion (Global Commission on the Economy and Climate, 2014).

Sustainable development is not, however, only about low-carbon infrastructure. Overall, there is concern that
long-term investment is too low to drive balanced global growth and close the employment gap. The Group
of Thirty estimates that by 2020 major economies (Brazil, China, France, Germany, India, Japan, Mexico, the
United Kingdom and the United States) will require US$19 trillion a year of long-term investment, in equipment,
software and real-estate, infrastructure, training and R&D, up from the current USs$12 trillion (Group of Thirty,
2013). According to forecasts by UNCTAD (2014), developing countries alone have an investment gap of US$2.5
trillion each year in order to achieve the development goals after 2015. In addition, there is an US$3.5 trillion
investment gap for small and medium-sized enterprise finance (Stein, Goland, & Schiff, 2010).

Today’s financial system underinvests in sustainable development and overinvests in unsustainable economic
activities (UNFCCC, 2014). Natural resource and carbon-intensive investments continue to rise despite a
growing chorus of voices that their value will decline in the face of technology, policy, catastrophic weather
events and citizens’ choices (Brown, 2013). Annual capital expenditure on oil, gas and coal extraction,
transportation and oil refining has more than doubled in real terms since 2000 to surpass US$1 trillion per
year in 2013. By comparison, clean technology investment has increased dramatically over the last decade, but
remains small by comparison and insufficient, reaching US$250 billion investment in renewables and US$130
billion to improve energy efficiency (International Energy Agency, 2014).

A number of important market and policy failures can be identified in the real economy, including: global
annual subsidies for fossil fuels that exceed US$0.5 trillion (Whitely, 2013), inadequate pricing of emissions
and pollution; public procurement that rarely takes account of full life-cycle costs; and environmental law
enforcement that is not always stringent.

After the global financial crisis in 2008, there has been growing recognition that market failures in the real
economy are only part of the problem, and that while it is imperative to correct these pricing and policy
failures, this alone may not be enough (Alexander, 2014). Financial policy-makers, central banks, financial
regulators, and financial and capital market standard setters are increasingly recognizing that effective and
efficient financial systems must also be green financial systems. In addition, there is growing interest in
establishing financial regulations and policies in pursuit of sustainable development.

2.1 INTERNATIONAL TRENDS

International experience highlights three overall trends:

¢ This section draws extensively from the work of the UNEP Inquiry into the Design of a Sustainable Financial System (20143, 2014b, 2014¢).



Institutional investors have been an important force to drive green finance in developed countries.
In developed countries, the institutional investors (pension funds, insurance companies, etc.) have
played a key role in exerting influence on companies by such means as shareholders’ voting rights
and by excluding companies not in conformity with sustainability concepts from their investment
portfolio through “shareholder activism.”

More and more countries have started to integrate green finance into their policy systems in both
developed and developing countries. Both developing countries—including Bangladesh, Brazil,
Kenya, Uganda, South Africa and India—and developed countries are turning their attention towards
regulations and policies to scale up green finance. Internationally, organizations such as UNEP and the
World Bank are actively promoting the planning and implementation of green finance.

The concept of green finance is expanding to a greater scope. With the popularization of green
finance in recent years, many countries have started to take measures to promote green finance
development across banking, insurance and institutional investment, but also increasingly considering
monetary policy and the relationship between environmental risks and economic stability.

A growing number of financial rule-makers have introduced—or are considering introducing—the integration
of sustainability factors into regulation. For example, the Central Bank of Brazil released new regulatory
measures in 2014 requiring commercial banks to implement environmental and social risk management. At
the same time, the EU demanded that large listed companies disclose information on their environmental
and social policies. Eighty per cent of the foreign assistance projects of the U.S. Department of Treasury
now have green requirements. The Bank of England has also started to assess the vulnerability of insurance
companies to climate risk, while Norway will give more consideration to climate change-related risks in its
investments, taxation and developing countries funds. The Central Bank of Bangladesh has specifically listed
the enhancement of financial inclusion as a specific aspect of the monetary policy of the central bank. In
South Africa, regulations require enterprises to disclose their finance and sustainability policies and Securities
Commission Malaysia issued rules for institutional investors in 2014, making an explicit requirement that
institutional investors shall include corporate governance and sustainable development considerations into
their investment decision process. In 2014 the Australian Securities Exchange issued new requirements for
governance reports of listed companies, requiring that they disclose whether they are facing substantive
economic, environmental and social sustainability risk exposure, and how to manage these risks.

FIGURE3: SOMEINTERNATIONAL(NON-CHINA)EXAMPLES OF INNOVATION IN FINANCIALSYSTEM REGULATION
AND POLICIES

The European Union has
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Source: Based on UNEP Inquiry (2014b)
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Box 6: Policy Insights and Innovation Examples

This section draws on the international expert papers.
Sustainable development canbe shown to be anintegral part of financial regulators’ policy objectives,
and aligned to long-term investors’ goals. A range of actions are already taking place, for example:

Disclosure on sustainability impacts and exposure — the EU, South Africa and the United States
have all issued requirements or guidance to companies on reporting on environmental risks
and/or carbon exposure.

Policies on institutional investment — South Africa’s pension regulations require prudent
investing, giving appropriate consideration to any factor that may materially affect the
sustainable long-term performance of a fund’s assets, including factors of an environmental,
social and governance character. The French Foreign Minister called for asset owners to allocate
10 per cent of their portfolios to climate-friendly investments.

Directed lending - The European Central Bank has introduced a Targeted Long Term Refinancing
Operation (TLTRO) seeking to direct lending into the real economy, particularly small and
medium-sized enterprises. The Reserve Bank of India sets targets for lending to preferential
sectors. The Bank of Bangladesh calls for financial institutions to allocate at least 5 per cent of
their loan portfolio to green finance.

Environmental risk management by banks — Among others, the central bank in Bangladesh
and the Brazilian banking association have already taken steps to incorporate environmental
risk into banking regulations. Indonesia has set out an ambitious Road Map for Green Finance.

O Working Paper: Alignment of Investment Strategies with Climate Scenarios: Perspectives for Financial
Institutions, Stanislas Dupré and Jakob Thoms, 2° Investing Initiative
Working Paper: Internalising Climate Mitigation for Financial Policy-Makers

The transition to a green economy will have an impact on existing asset values across a wide range
of sectors. This stranding of assets through the rise and fall of different technologies, products and
businesses is central to well-functioning markets, but could lead to systemic financial risks if financial
institutions are not far-sighted enough to anticipate them.

Stress tests are used to assess the resilience of financial institutions in the face of “unlikely but
plausible” scenarios. This approach could be extended to environment-related risks for banks,
insurers and institutional investors.

Systemic risk evaluation. In the United Kingdom following a high-profile correspondence
between a group of investors and the Bank of England, the governor has asked the Financial
Policy Committee whether exposure to polluting and environmentally damaging investments
might pose a systemic risk to the U.K. financial system.

[ Working Paper: Greening China’s Financial Markets: The Risks and Opportunities of Stranded Assets,
Ben Caldecott & Nick Robins, University of Oxford’s Smith School of Enterprise and the Environment

Insurance is fundamentally about managing risks, including risks due to natural disasters and
aging populations. The contribution of the insurance industry to sustainable development relates
to its three roles: i) as a financial loss “shock absorber,” ii) in reducing real risks to assets, safety and
health and iii) as a significant investor in the real economy.




Key innovations include:

The UN’s Principles for Sustainable Insurance provide a global insurance industry framework
to address environmental social and governance issues and have been adopted by insurers
representing 15 per cent of world premium volume.

In the United States, the National Association of Insurance Commissioners has adopted a
requirement that insurance companies disclose to regulators the financial risks they face from
climate change.

In the United Kingdom, the government invited the Bank of England’s Prudential Regulation
Authority to assess the impact of climate change related risks for the insurance industry.

Building greater understanding of the relationship of monetary policy is crucial, as it relates to

Target setting — The relationship between inflation goals, commodity prices and sustainable
development outcomes, and environmentally related stranded assets and financial stability are
areas for further analysis.

0 Working Paper: A Systemic View of the Insurance Industry, Regulation and Sustainable Development,
Butch Bacani, UNEP FI Principles for Sustainable Insurance Initiative

Central bank balance management - A central bank’s decision to buy and sell certain types of
assets, accept them as collateral, or use them to define borrowing limits and prices, may have
significant repercussions for green finance.

Differentiated reserve requirements provide further illustration of sector support that some
central banks already provide—and that could possibly be aligned further with the objectives
for a green and inclusive economy.

O Working Paper: Monetary Policy and Green Finance - Exploring the Links, Pierre Monnin and
Alexander Barkawi, Council on Economic Policies

Green Bonds are a rapidly growing response to the need for green finance for infrastructure. While
they were initially led by international development banks, the size of the bonds have grown and they
are increasingly being issued by corporations and other actors. New developments include:

Issuance of green city and muni bonds, with bonds from, among others, Ile de France (Paris),
Massachusetts, Gothenburg, Stockholm and Johannesburg.

Domestic development banks issuing green bonds to kick-start domestic markets. Most
recently, the German development bank KfW issued its first green bond in July 2014, a
€ 1.5 billion bond, earmarked for financing renewable energy.

Green bonds issued as asset-backed securities packaging fragmented renewable energy and
energy-efficiency assets such as rooftop solar.

Development of standards for green bonds. The Climate Bonds Standards Scheme is
developing standardized, science-referenced definitions of green investments for the global
bond market. The Green Bond Principles are a set of voluntary guidelines for the design and
reporting characteristics of green bonds.

O Working Paper: Greening China’s Bond Market: Facilitating green investment and improving
transparency and stability in financial markets, Sean Kidney, Padraig Oliver and Beate Sonerud,
Climate Bonds Initiative.
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2.3 EMERGING LESSONS

International experience and debate highlight that interventions in the financial system in pursuit of

sustainability outcomes may be appropriate under two broad circumstances:

Investor and/or systemic risk: where investment-specific biases in risk pricing need to be corrected in
pursuit of efficient markets and fair trading; or where there may be correlated, and thus systemic,
risks associated with specific environmental factors (such as the effects on bank balance sheets of
policy responses to air pollution or the development of carbon markets), requiring macro-prudential
intervention.

Policy alignment and coherence: where there are government policies to promote green finance
and where central banks and financial regulators need to align their policies accordingly within their
mandates to ensure policy coherence.

Early work by the UNEP Inquiry highlights four key areas of high potential:

Integrating sustainability into financial risk management. Sustainability factors have the potential to
impair financial assets and trigger a disorderly market response. Banks and other financial institutions
need to be able anticipate the potential for asset impairment and volatility in valuations from
environmental and social factors. Stress tests are already used by regulators to assess the resilience
of financial institutions in the face of “unlikely but plausible” scenarios (Douglas, 2014). There is
increasing interest in extending this approach to environmental factors to encourage financial
institutions to enable better anticipation of the risks posed by climate, pollution, energy and water
stress, and to assess systemic risk.

Institutional investment. Institutional investors control the largest asset pool in the capital allocation.
Individual institutions have been incorporating sustainability factors into their operations, in some
cases for decades. Leading institutions are increasingly recognizing a set of market and policy failures
that constrain their ability to deliver sustainable value creation for their beneficiaries. These problems
include: classic incentive problems (principal agent problem, externalities); inadequate transparency
and accountability along the investment chain; market bottlenecks that disable innovation; and
insufficient sustainability expertise in the financial system. Critically, in the post-crisis landscape,
long-term responsible investors have also recognized that core financial regulations are insufficient
to mobilize a sufficient flow of funds towards long-term sustainable development, and there are
emerging calls to integrate the critical sustainability dimension in financial reforms.

Green bonds. Bonds are an important instrument for green finance. They can be easily included in
the investment portfolio as mid- and long-term financial products by institutional investors. The
European Investment Bank issued the first green bond in 2007, and since then the global green bond
market has been rapidly developing at the compound annual growth rate of over 50 per cent. The
total raised through green bonds had reached US$50 billion in 2014. Critical issues emerging to enable
this market to grow to potential include the need for common standards to ensure market integrity,
tax incentives to encourage inflows and credit enhancement to enable institutional allocations.
Equally important is the slow, but accelerating incorporation of environmental risk into the routine
assessment of creditworthiness by credit rating agencies. This trend has involved market leaders such
as Standard & Poor’s, as well as small new entrants focused on sustainability.

Monetary policy. Considering the extensive influence of monetary policies on the whole economy
and society, the role of central banks in the development of green finance is increasingly gaining
attention. Examples of tools used by central banks include minimum credit quotas for specific sectors
(e.g., as applied by the Reserve Bank of India under its Priority Sector Lending guidelines), as well
as maximum debt-to-equity ratios that vary for specific products (e.g., as applied for car loans by
Bangladesh Bank). Future investments by central banks, as they seek to keep their balance sheets



at current levels and reinvest the proceeds from securities that mature, may not only provide a
significant opportunity to promote green finance, but also be warranted to ensure policy coherence.
A thorough analysis of further monetary policy instruments with regard to their impact on green
finance is equally important.

2.4 IMPLICATIONS FOR CHINA
Theinternational experience of green finance development suggests several high-level principles for China:

1. INTEGRATE GREEN FINANCE INTO ECONOMIC STRATEGIES.

Since 2007 China has developed frameworks for “green credit” that have gained recognition from
the international community. Furthermore, green financial products, including corporate bonds and
environmental liability insurance, have emerged. At the same time, green finance concepts have not
been adopted among all government departments and financial institutions. Too often, the environment-
oriented ideas of green finance development are still perceived as incompatible with economic
development. There remains a long road to greening the overall financial system, and it is imperative
to integrate green finance concepts into economic strategies and build up conceptual, theoretical and
empirical research.

2. DEVELOP GREEN FINANCE IN FINANCIAL REFORM AND OPENING UP.

Establishing a mechanism for systematically appraising the state of green finance and strengthening
the institutional development of green finance are critical foundations. For example, efforts could be
made to strengthen and improve the information disclosure requirements of the financial institutions on
environmental performance, develop the green bond market, and strengthen the financial infrastructure,
including institutions for appraisal and data analysis. The design of the BRICS Development Bank and Asian
Infrastructure Investment Bank could also specify the principle of green finance and conduct business.

3. ACTIVELY PARTICIPATE IN INTERNATIONAL COOPERATION.

Developed and developing countries share acommon interest in a sound and sustainable financial system,
although each with their own particular concerns and priorities. Developing countries have immediate
concerns for financial inclusion, and energy access and efficiency, while both developed and developing
countries have a common interest in addressing climate change. China started early in the development
of green finance and has gained recognition of the international community; it could actively participate
ininternational cooperation projects related to sustainable finance development, and endeavour to reach
consensus in the process of defining and designing the future international green finance framework and
standards (Shouzun, 2011).
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3 DEFINITION AND ROLE OF GOVERNMENT IN
PROMOTING GREEN FINANCE

Dialogue between Chinese and international experts on green finance promoted through this initiative
has supported specific technical discussions on the experience of instruments such as green bonds and
environmental reporting requirements. It has also enabled two broader questions to be discussed relevant
to green finance internationally and in China: the definition of green finance and the role of government.

3.1 DEFINITIONS OF GREEN FINANCE

Greening a country’s financial system is not an “additional” performance requirement, but rather concerns
the efficiency and effectiveness of the whole system. A lack of green financing, after all, delivers poor
allocation of capital, mispriced risks and weaker long-term economic growth, creating stresses that
ultimately lead to financial market instability and underperformance. Ultimately achieving sustainable
development requires all financial flows to be “greened” to respond to environmental risks.

In order to implement policies and regulations and apply stimulus to green finance, specific and well-
recognized definitions are needed. At present, there is no widely accepted definition of green finance on
the global level (Inderst et al., 2012). Rather, there are hundreds of different and overlapping definitions of
green finance (as well as sustainable finance, climate finance, responsible finance and green investment).
The ambiguity of the definition is becoming an impediment to the scaling-up of green finance, leading to
growing efforts to unify relevant definitions and standards.

To make sense of the different definitions, it can be useful to look at the division between a narrow or broad
approach.

TABLE 1: APPROACHES TO DEFINING GREEN FINANCE

Narrow Definitions Broad Definitions
Which specific financial flows and instruments can be What would it mean for the financial system as a whole
considered green? to be considered green?
o Process criteria for assessing environmental o Purpose criteria - a financial system that supports
management, life-cycle impacts sustainable development
o Priority sectors/technologies and issues o Substantive criteria for economic transformation,
stability, growth etc.

The purposes and emphases of these two types of definitions are different:

Narrow definitions seek to identify what proportion of a particular set of financial assets or institutions
can be considered green—for example, to measure volumes of “green investment” or to act as eligibility
criteria for particular labels such as for “green bonds.” They include both process criteria (such as for
assessing the quality of environmental, social and governance management) and sector criteria based on
ex-ante lists of priority green and non-green sectors and technologies (such as renewable energy, recycling,
waste management and environmental protection).

Broad definitions seek to define the overall goal of the financial system in terms of sustainability and
provide a means to assess its effectiveness. They set criteria in terms of the purpose of the financial system
in allocating capital efficiently and effectively in light of environmental risks. The focus of broad definitions
is the stability of the whole financial system and macro-economy.



In setting narrow criteria and definitions for identifying green finance, different countries may reflect
different priorities. For example, developed countries tend to attach more importance to carbon emissions.
Under some definitions, all uses of fossil fuel energy are ruled out in the criteria for the issuance of green
bonds. For developing countries including China, the investments that improve the efficiency of fossil fuel
use and reduce the energy consumption per unit of product may be regarded as “green” (for example, the
development of high-speed rail).

Agreeing on a single definition of “green finance” for all circumstances is unlikely to be possible.

Nevertheless, specific standards for green finance need to be set for different uses. Increasing coherence
between definitions of green finance will surely be beneficial to the development of green finance.

FIGURE 4 : FRAMEWORK OF THE DEFINITION OF GREEN FINANCE

BROAD DEFINITION OF THE

PURPOSE OF A GREEN
FINANCIAL SYSTEM ENABLING A
SUSTAINABLE
REAL ECONOMY
OBJECTIVES INCREASING REDUCING
INVESTMENT INVESTMENT

INEFFICIENT, ENVIRONMENTALLY
ADAPTED ASSETS DAMAGING/VULNERABLE
ASSETS

MECHANISMS MEASURES TO MEASURES TO
DIRECT FINANCE TOWARDS ASSESS AND ACCOUNT
POSITIVE “GREEN” LABELLED FOR ENVIRONMENTAL

INSTRUMENTS, FUNDS AND FLOWS AND POLICY-RELATED RISK

LISTS OF PRIORITY METHODOLOGIES FOR TYPOLOGIES PRINCIPLES AND
“GREEN” SECTORS DETERMINING LIFE-CYCLE OF RISK PROCESSES FOR
IMPACTS ASSESSING RISK

NARROW DEFINITIONS TO SUPPORT SPECIFIC MECHANISMS Source: UNEP“Inquiry”.

3.2 THE ROLE OF GOVERNMENT

Green finance in developed countries has tended to reflect the greater emphasis placed on market
mechanisms. For example, institutional investors have played a key role in many developed countries,
through the use of shareholders’ voting rights and investment choices. Developing countries, on the
other hand, tend to rely more on governmental administration and financial regulation to guide financial
institutions (Daoxu, 2014).

There are advantages and disadvantages to both of these two modes, and there are signs of integration
(Zhenmin, 2013). In developed countries, there are debates on whether self-initiated adjustment within
markets is too slow and limited given the scale and urgency of sustainable development challenges. The
approaches taken in emerging economies, including China and Brazil, of integrating environmental risk
factors in banking regulations is gaining international attention. On the other hand, the effectiveness
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of administrative intervention by the governments of the developing countries is being questioned and

greater focus is being put on creating a sound policy environment to allow markets to operate without too

much direct intervention.

Based on the existing practice, key roles for government are to:

Determine the definitions, standards, principles and framework of green finance (Tongyu, 2014).

Support the development of green finance through fiscal measures. These measures include
consciously choosing green products, greening governmental procurement, requiring state-
owned financial institutions to develop and sell green finance products, demanding policy-
based financial institutions play a leading role in the fields of green credit and green insurance,
enhancing the green investment standards for overseas development assistance and raising
green requirements for the portfolios of government-backed institutional investors.

Guide green finance development through financial policies. These policies need to target
different financial sectors(e.g., green credit policies and risk regulation in banking, disclosure
requirements for securities, and in relation to insurance), intensifying the environment risk control
of the enterprises.

Foster awareness of environment risks. Governments are increasingly requiring listed companies
to submit environmental risk reports (or include environment-related disclosure in the annual
report) and financial institutions to submit sustainable development reports and conduct
environmental stress tests.

Establish effective coordination and information sharing. This calls for enhancing communication
between financial regulatory authorities and government administrative departments, as well as
promoting the wider recognition and practice of the green finance ideas across government.

Establish the infrastructure to develop green finance. Ultimately, markets respond to the
prices. It is for governments to resolve how to effectively define the property rights for carbon
emissions and how to reward environmental protection. They can also support the development
of third-party institutions to appraise impacts, costs and risks, and guide the existing professional
service institutions (such as credit rating, assets appraisal, accountancy firms, legal service firms,
consulting companies and data service companies) to develop specific skills.

Increase the weight of environmental factors in the performance evaluation of local governments,
and induce local governments and local financial institutions to support and promote green
finance development.

Intensify publicity and education on the ideas of green finance, support skills development in

such fields as environmental risk appraisal and green finance product innovation, and increase the
cooperation with overseas institutions.



4 ACTION FRAMEWORK

This section proposes a framework of actions that could be taken by the Chinese government to promote
the systematic development of green finance.

4.1 ESTABLISH AND STRENGTHEN LEGAL FRAMEWORKS

Legal frameworks are necessary both to directly support the development of green finance and to strengthen
enforcement of environmental law—stimulating the business case for investing in environmental protection
and pollution control, and creating greater demand for green finance. Measures that could be taken include:

1. Integrate green elements into the revision of financial regulations and laws such as the Law on
Commercial Banks, Securities Law and Insurance Law, etc.

2. Improve environmental protection-related laws, rules and regulations, with detailed rules for
implementation and clear responsibilities for environmental polluters.

3. Encourage the development of local laws, rules and regulations to promote green and sustainable
economic development in the context of their specific conditions.

4. Strengthen law enforcement by responsible governmental agencies to pursue civil, criminal and
administrative enforcement of environmental violations.

4.2 IMPROVE COORDINATION AND INFORMATION SHARING

The development of green finance involves the powers and responsibilities of multiple subjects, including the
People’s Bank of China, China Banking Regulatory Commission, China Securities Regulatory Commission, China
Insurance Regulatory Commission, National Development and Reform Commission, in addition to other fiscal
and taxation authorities, environmental protection authorities, financial institutions, and private standard
setters and intermediaries. Measures that could be taken include:

1.  Establish a stable coordination mechanism between environmental, financial and industrial
regulators to ensure the uniformity and stability of green finance policies and enable two-way
communication and information sharing on technical information, industrial standards and
handling of violations of laws and regulations.

2. Establish a cooperation mechanism with third-party institutions to take advantage of private
standard setters and intermediaries as a complement to legal and policy approaches.

4.3 DEVELOP COMPREHENSIVE POLICY SUPPORT FOR GREEN FINANCE

An overall system of policy support could accelerate the development of green financial products and encourage
investors to adjust their investment portfolios to meet the need for green development. This could include
fiscal and taxation policies, monetary policies, credit policies and industrial policies.

A. MONETARY POLICY

Monetary policies have extensive influence on the economy and the whole society. The actions taken by the
central bank for interest rate levels, inflation targets and exchange rates are the key elements for investment
decision making. Measures that could be taken include:
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1. Identify and eliminate sector biases in current monetary policy that are misaligned with the
objectives for a green economy. For example, identifying and mitigating biases in conventional
monetary policy tools, such as deposit reserve ratio, interest rate, Short-term Liquidity Operations
and Standing Lending Facility that are not neutral for the environment.

2. Establish targeted green refinancing facilities.

3. Assess the feasibility of steering asset purchases in the context of quantitative easing into green
investments (e.g., through green bonds).

4. Include environment-related risks in the models for “stress testing” in relation to financial
stability. This framework can help regulators examine the implications of environment-related
risks across the financial system over time and guide macro prudential regulation.

5. Further explore the relationship between monetary policies and green finance, including
developing a better understanding of the potential aligning of existing monetary policy tools to
green finance, and the possible effects of environmental degradation and resource scarcities on
price and financial stability.

B. BANKING

China’s financial system is dominated by banking, which has been the key focus area to date. To continue
integrating green finance into banking regulatory policies, measures that can be taken include:

1. Allow eligible green loans to be excluded from the loan-to-deposit ratio indicators in banking risk
management.

2. Introduce environmental stress tests as part of banking regulations and develop standardized
methodologies for different types of financial asset mixes.

Establish preferential treatment for green assets in use as collateral against loans.

4. Build up securitization channels for green credit through co-operative warehousing arrangements
for asset-backed securitization issuance, aggregating assets across several banks to build up these
securitization channels to scale.

C. SECURITIES

Beyond banking, other financing channels also hold potential for green finance. One key area is advancing the
green bond market through the following measures:

1. Agree to a set of criteria for green bonds with a government-endorsed system or third-party
assurance system for the green claims of corporate bond issuers.

2. Provide a price differential for green loans compared to “brown” loans. A significant flow of
green loans is needed to create the necessary deal flow for a mainstream green bond market.
Providing a price differential for green loans compared to “brown’ loans is one policy option to
increase green lending. Policy-makers can achieve this by supporting differential interest rates for
green bonds, using different bank capital ratio requirements for green debt products, or offering
targeted refinancing for green loans through the central bank at lower rates.

3. Provide credit enhancements for green securitization. A certain size deal is required for bond
issuance. To tap mainstream bond markets for green finance, smaller loans and assets need to
be aggregated and packaged appropriately. Asset-backed securitization issuance can address this
need.
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Provide tax credits for green corporate bonds. There is scope to support investment in green
bonds by allowing tax-free interest income from green bond investments. This can be put in place
by making green bondholders eligible for tax credits equal to the total amount of the interest, or
a share of the interest.

Establish dual recourse for green municipal bonds. Governments and government entities can
issue green dual resource bonds or revenue bonds with a government guarantee as a backstop.
The primary function of such green dual recourse bonds is to give investors experience in analyzing
the performance of green assets, without exposing them to higher risks. As the investors become
familiar with the green assets’ performance, the market canmove to green asset-backed securities.

Issue green city bonds. Municipal green bonds can be used to finance a wide range of green
projects. The key categories for cities in China are rail transport, renewable energy or clean water.
They can be issued on the domestic markets, or denominated in RMB in the offshore bond market
to attract a wider range of investors.

Another key area is increasing the supply of information on environmental performance related to listed

securities to enable better decision making by investors and intermediaries.

Establish a compulsory environmental information disclosure mechanism for the listed companies
and bond-issuing enterprises.

Develop environmentally friendly benchmark equity and bond indices that are both connected
to policy goals and enjoy public sector incentives by collaborating with index providers and stock
exchanges. Implementation would require improved data reporting and accounting.

Promote the establishment of a green investor’s network and improve the investors’ social
responsibility system.

D. INSURANCE

The existing definition and scope of green insurance is narrow and restricts the potential of insurers to better

understand, prevent and reduce environmental risks. Key measures that can be taken include:

Expand the scope of green insurance to form a set of comprehensive methods and insurance
solutions (e.g., the performance insurance for solar panels and wind turbines, building insurance
for energy and water efficiency and usage-based insurance).

Strengthen the environmental pollution liability insurance system, including: improving legal
liability frameworks, involving local governments in the development of environmental liability
insurance, and providing fiscal and taxation support.

Strengthen the appraisal and inspection mechanism for environmental pollution damages and

improve the environmental damage compensation system. The insurance industry could provide
technical support and services for environmental risk appraisal and other insurances.

E. FISCAL POLICIES

Fiscal incentives can provide a critical catalyst to green finance, both within the real economy and through

direct financial sector-facing incentives. The following measures could be taken:

Give tax preferences for green finance business lines as part of the progress of the reform
program to replace the business tax with a value-added tax in the sector.

The People’s Bank of China and China Banking Regulatory Commission could develop a discount
loan system form for green investment projects, perhaps building on the system of energy
conservation prizes as eligibility criteria.
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3. Reduceandexemptthetaxonthereturnsoninvestmentingreenbondstosupporttheinvestment
in green bonds and the development of the green bond market.

4. Use government procurement to support the development of green enterprises and increase the
stability of demand for green finance.

4.4 FOSTER THE DEVELOPMENT OF THE INFORMATION INFRASTRUCTURE

Appraising green finance requires specialist knowledge about technologies and environmental risks, which
in turn requires the support of professional technical evaluation. Measures to foster the development of the
necessary independent third-party appraisal include:

1. Establish an environmental cost information system to provide a reference for the decision-
makers and investors. This could build on the concept of Natural Capital Liabilities developed by
Trucost, which quantifies the environmental costs caused by air pollution, water pollution and
waste generation.”

2. Establish a green credit rating system based on an assessment of the relationship between green
factors and the solvency of sovereign governments, local governments and enterprises.

4.5 GREEN THE POLICY BANKS

China’s policy banks can play a key role both in directly providing capital for green investment and in establishing
markets and best practices for commercial banks. Key measures could include:

Establish a state-level special fund for green finance, combining investment from government (drawing
funds from fines on pollutions, environmental taxes or from the general public budget) and from market
institutions, including the social insurance funds, insurance companies and long-term investors.

1. Require that policy-based banks further green their existing loans (including syndicated loans)
and adopt the Equator Principles. Policy banks would need to establish specialist green finance
departments to assess loans based on green finance standards.

2. Mandate that existing government-backed funds adopt environmental and social responsibility
commitments and processes for their investment activities. This would include, for example,
social security insurance funds, medical insurance funds and housing provident funds.

7 See http://www.trucost.com/environmental_data
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