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2. Macro finance and the climate crisis

edit in the economy. They also have responsibility over
large swathes of financial regulation and their powers enable them — should they choose - to
influence the allocation of private sector credit and financial flows generally.

- osion of

which climate-related financial risks &

stability mandates.®

1.1

Central banks are public institutions and their mandates are usually determined by governments.
Since the 1990s their mandates have been strongly focused on price stability, typically an

this must be balanced at all times with ensuring financial stability. One of the key lessons of the

-up of excessive financial risk. A recent

global survey found that only gg@ e i

29% are mandated to support the government'’s policy priorities, which in most cases include
sustainability goal.®

Since the 1990s, most central banks in advanced economies have been gr

independence’, meaning they are free to apply their toolkit to pursue the goals set by politicians in

1) M

35

assets (such as government or commercial bonds) via central bank money creation. The

Easing programs.



lending.

we summarise some

of the key reaso
the green transition.

1 2.1 Central banks are public institutions with a responsibility to support wider
public objectives

Although their primary obimctlves areﬂgedommantlmr

The rapid transition to a zero-carbon economy is one such objective, as is mandated by the 2015
Paris Agreement.

The role gf ce

primarily to help

mote local economic
activity.® Over time, the roles and responsibilities of central banks have ebbed and flowed in

their mandates. These included high or full employment, managing and reducing government

financial stability.'® For example c

support post- :
enterprises.'’



at hand. Since ¢

economies should be integral to central bank policy agendas,
even aside from the legal obligations facing all signatories to the Paris Agreement.

7 7 Government finance alone will be insufficient to achieve a net arbon

transition

collaboratively in the same direction and bring the market with them. Ministries of finance,

7y

climate change, ensuring the credit and monetary system is fully aligned with the transition to a

ast. As shown in Figure 1, the total
infrastructure investment required for a successful zero-carbon transition from 2015 until 2030 is

$50 trillion)'S.



Figure 1: Estimated Green Infrastructure Requirements Per Year, 2015
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Source: Authors’ calculations based on — ‘OECD (2017). Investing in Climate Growth: a synthesis. OECD publishing; Paris.,
okinas (2016), Delivering on sustainable infrastructure for better development and better climate’; and ‘McKinsey (2016)
Brldgmg global infrastructure gaps. McKinsey & Company, London.

Market-based attempts at boosting green finance, such as the creation of carbon trading
schemes, have been largely disappointing.'*
from vested interests.

A mixture of high-risk-appetite and very long-fesm

on their own, to be consistent with what is needed for a 1.5 degrees transition.'

uncertainty abo 16

-carbon transition.

Given this, the role of finance takes on an ever more important role in driving forward innovation

sized enterprises (SMEs) — supported by government

policy —



1.2.3






1.2.4 Central banks as long-
economic development

The three types of risk id

t market failure’, which

risks unprecedented social and economic costs ‘on a scale larger than the two world wars of the
35 The evidence suggests that a voluntary approach to risk disclosure may not be
nvestment and bank lending behaviour. 36 37












The opportunity is to ‘green’ macroprudential policy

lending. Very few central banks do so at the present (Brazil being one exception- see box) but

many are conducting in research in to how to do this. The most obvious policy intervention would

be the imposition of increased capital requirements (the amount of shareholder equity banks are
-risk (brown loans).

A RN S

risk of sudden value

From a systemic risk perspective, these sorts of measures could help to reduce carbon emissions

-in, and.would helo central banks curb the threat of a.carbon bubble.

i A

climate risk — physical risk and in particular transition risk —
es with unknowable probabilities, i.e. a situation of uncertainty rather than risk.

Transition risk can involve technological innovations (e.g. a sudden breakthrough in battery

plastics). These types of risk are alll

rapid shift in policy or vice versa) that standard statistical approaches are unable to deal with.

6

of data observations and uses linear pricing techniques.®
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key to the East Asian ‘economic miracle’ of the 1970s and 1980s and the more recent growth of
the Chinese economy. There are various credit allocation policies that could be adapted to

promote green investment:%°
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world. Their fundamental role is
Because the governance arrangements of SIBs typically

do not create pressure to deliver short-
longer time

" In subsequent decades,

many
and roles. &

the European

green transit
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Mission-oriented investments catalyse structural economic change across multiple sectors, and

the entire innovation value chain, from fundamental research to applred research and cuttrng—

firms. They can also generate difficult-to-predict spillover effects outside the

rket-shaping, mission-oriented investment ively

what policy barriers are preventing PSFls from embracing a market shaping, mission-
' investment logic; and
aid criteria, procurement

mission-Qriented investment logic.

1.5.3 Funding instruments

Dif

instruments available is |mport

For example, equity
investments may be suitable for higher g-term
loans may be better for lower-risk, incremental activities. Having a wide range of instruments

blesenables investments to be made across the business lifecycle, from the start-y

long-term patient capital

In addition to lending operatrons there is strong evidence that offering advisory services such as

1d.{raining prodrams can hele to establish.bankable

prOJects that otherwrse would not happen

In establishing a product offering that SIBs are able to

-return
spectrum so that lower risk investments help to cover higher risk ones. Where success occurs,
there is a strong case that the public sector
in that have resulted from its risk-taking order to offset the inevitable failures.

ank, have devised bespoke risk-reward sharing

as of yet none have been
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artners to explore:

w and whether there is
a need to develop new tailored instruments;
how ; ;

ew symbiotic type of public-private
partnership for meeting climate objectives;
whether attaching conditions to financial instruments (e.g. conditions regarding profits
being reinvested, carbon footprint change
Bpand

ad
training programs can help
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inencing.instiution ofthe Curonean Lloign. The EIB
junior or subordinated loans, intermediated

finance to capture the upside from supporting innovative firms, mainly through its majority
shareholding in the European Investment Fund (EIF) which facilitates access to equity for high-
growth and innovative SMEs.

put up as part of a new ‘at risk co-development funding' scheme set up under Horizon 2020 to
eans that the EIB shares the risks and

B inyvio dirasth, o | 1CCE Sy AR

1.5.4 Governance

Governance arrangements are particularly important for public financial institutions. On the one
hand, it is their distinct g

. These governance
arrangements typically do not create pressure to deliver short-term returns, meaning that they can
provide patient financing over a longer time horizon and prioritise wider social and environmental

On the other hand, many of the problems that have commonly bee

I competition with
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' R 7 Relationship with agvernment policy and the inngvation ecosy

S
interactions between different agencies acros
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se alignment between SIBs

powerful synergy between policy, regulation and financing, which can be coordinated for
maximum impact. For example, new government policies can be complemented with new

In the how public sector financial institution

can most effectively interact with national and supranational government policy and the broader

28



~ Monitoring and evaluation

W tend to be evaluated on the basis of their financial

performance, SIBs h they a
perceived market failures. SIBs to be cr|t|C|sed on the basis of

“picking winners’”, 99 100 While there may be

some ins

monitoring and evaluation frameworks which adequately capture the

bold mission-oriented investments (i.e. even if the original objective is not reached, an mvestment

-wide spillover effects).

and technologies

accurately investments made by SIBs and other PSFls.

tor and evaluate the
performance of |

shaping, mission-oriented investments;
how cross-
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ets are important

aligned with climate targets.

Although some PSFls have taken tentative steps to incorporate climate change into their
operations, there remaij

eso-micrq frame

carbon transition. In this paper we have introduced
| ust be addressed if the missions, mandates, policies and

ith climate objectives. In order to answer these questions,
the PUFFIN project will be organised around three distinct phases.

In phase one, which is already underway, we will focus on identifying the key barriers

' (& will.do {his £

consortia, as well as ideation workshops that bring our partners together to identify shared issues

. Our findings will be documented in a report that will be published
in September 2020.

In phase two of the project we will

mandates, policies, instruments and activities of PSFls could be redesigned to better support
green innovation and accelerate the zero carbon transition. We will do this interactively with
partners by running in-depth mandate and mission labs with our consortia to challenge PSFI

34



mandates, policies, instruments and activities of PSFls to
green innovation and accelerate the zero ca >

implementation roadmaps to enable PSFls to put our recommendations into practice.
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.Further reading — extracts from supporting papers

Patient Strategic Finance: opportunities for state investment banks in the UK

Mariana Mazzucato

Director, Institute for Innovation and Public Purpose, University College London

Laurie Macfarlane
Head of Patient Finance, Institute for Innovation and Public Purpose, University College London

(Extract from p.1)

v.focused on solving
oriented’ approach to industrial policy can help to determine the direction of growth by making strategic investments
across
Thrs requires notJust any type of frnance but patient, long-
0. many cauofries. nafia elts nce is increasingly coming from state investment banks (SIBs). By developing
new frnancral tools and Workrng closely Wrth public and prrvate stakeholders state investment banks can — if
structured effectively — ; e

https://www.ucl.ac.uk/bartlett/public-purpose/publications/201 8/jan/patient-strategic- -opportunities-state-
investment-banks-uk

Financing green growth

Gregor Semieniuk
Honorary

e Institute for Innovation and Public Purpose, University College London

Mariana Mazzucato
Professor in the Economics of Innovation and Public Valug,,
Director, Institute for Innovation and Public Purpose, University College London

(Extract from p. 1)

to finance these high-[j; _ . A ; : i
The quantity of finance is as |mportant as the qua y Currently, the rate of green investments is too low for green

36


https://www.ucl.ac.uk/bartlett/public-purpose/publications/2018/jan/patient-strategic-finance-opportunities-state-investment-banks-uk
https://www.ucl.ac.uk/bartlett/public-purpose/publications/2018/jan/patient-strategic-finance-opportunities-state-investment-banks-uk

Sqouridis et al. 2016).

Although the low-carbon transition is not just about low-carbon energy but also about reducing energy intensity

R 2
i

Table 1 compa -
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https://www.ucl.ac.uk/bartlett/public-purpose/publications/2018/jun/financing-green-growth
https://www.ucl.ac.uk/bartlett/public-purpose/publications/2018/aug/bringing-helicopter-ground



https://www.ucl.ac.uk/bartlett/public-purpose/publications/2018/nov/credit-where-its-due

mitigating climate
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https://www.ucl.ac.uk/bartlett/public-purpose/publications/2019/oct/neither-crowding-nor-out
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https://www.ucl.ac.uk/bartlett/public-purpose/publications/2019/dec/climate-related-financial-policy-world-radical-uncertainty
https://www.ucl.ac.uk/bartlett/public-purpose/publications/2019/dec/climate-related-financial-policy-world-radical-uncertainty
https://www.ucl.ac.uk/bartlett/public-purpose/publications/2019/mar/mission-oriented-framework-scottish-national-investment-bank
https://www.ucl.ac.uk/bartlett/public-purpose/publications/2019/mar/mission-oriented-framework-scottish-national-investment-bank

Mariana Mazzucato
Director Institute for Innovation and Public Purpose, University College London
(Extract from p. 7)
-led), inclusive and

sustainable. They are seeking to achieve this in a coniexd of maior Sovronmenial coallenaas SUch 2
tackling climate change, improving public health and adJustmg to demographlc Changes

change. The case for
-defined ‘missions’ that are focused on solving important societal
challenges is compelling and increasingly recognised.

different l’\d\k n.:‘i-&‘»:" st
the financial system is key to achieving this goal.

afhAd 0y sstwchual ofe,

- -investment-banks-and-patient-finance-

international-comparison
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https://www.ucl.ac.uk/bartlett/public-purpose/publications/2018/mar/state-investment-banks-and-patient-finance-international-comparison
https://www.ucl.ac.uk/bartlett/public-purpose/publications/2018/mar/state-investment-banks-and-patient-finance-international-comparison



https://ec.europa.eu/info/sites/info/files/european-green-deal-communication_en.pdf
http://www.levyinstitute.org/publications/is-monetary-financing-inflationary-a-case-study-of-the-canadian-economy-1935-75
http://www.levyinstitute.org/publications/is-monetary-financing-inflationary-a-case-study-of-the-canadian-economy-1935-75
http://www.unep.org/inquiry
http://www.bankofengland.co.uk/publications/Pages/speeches/2015/844.aspx

xD. and Suarez, J. (2016). Too late, too
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https://www.carbontracker.org/wp-content/uploads/2014/09/Unburnable-Carbon-Full-rev2-1.pdf
http://neweconomics.org/2017/07/can-people-power-stop-investments-dirty-energy/
https://bankunderground.co.uk/2016/08/05/car-finance-is-the-industry-speeding/
http://mudancasclimaticas.cptec.inpe.br/~rmclima/pdfs/destaques/sternreview_report_complete.pdf
https://doi.org/10.1080/24694452.2018.1489213
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-25. Available at:
https://doi.org/ 1 -019-02542-2.
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https://www.smithschool.ox.ac.uk/research/sustainable-finance/publications/Asset-level-data-and-the-Energy-Transition-Findings-from-ET-Risk-Work-Package2.pdf
https://www.smithschool.ox.ac.uk/research/sustainable-finance/publications/Asset-level-data-and-the-Energy-Transition-Findings-from-ET-Risk-Work-Package2.pdf

