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OVERVIEW 

The EU parliament and the Committee for Economic and Monetary Affairs are 

currently considering the recommendations of the High-Level Expert Group (HLEG) 

final report on Sustainable Finance.1 One of the HLEG’s proposals is to align banks’ 

capital requirements with sustainable finance goals, and in particular to introduce a 

‘Green Supporting Factor’ (GSF). A GSF would reduce capital requirements for low-

carbon lending – a proposal that is currently the focus of intensive debate. This 

briefing sets out the issues at stake and argues that, while the objective behind the 

GSF proposal should be applauded, the GSF would not lead to a noticeable increase 

in the level of sustainable investment.  Instead, it risks weakening an already fragile 

banking system and undermining the efficacy of the still developing field of 

sustainable finance. A better approach would be to increase the capital requirements 

for highly carbon intensive lending, which would not only have the same desired 

effect whilst enhancing financial stability, but would also reflect the very real 

systemic risks posed by continuing these investments.   

WHAT ARE CAPITAL REQUIREMENTS? 
Capital requirements compel banks to back a proportion of their lending with 

shareholders’ equity, ensuring that investors have ‘more skin in the game’ when 

banks grant loans. In this sense, capital requirements are intended to act as a cushion 

to absorb losses when loans default – so that the bank can continue functioning after 

taking a financial hit, without taxpayers coming to the rescue. Capital requirements 
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are designed to prevent a repeat of the 2008 Global Financial Crisis (GFC), and are 

conventionally considered a useful measure to protect taxpayers against potential 

bank bailouts.  

By ensuring banks have more skin in the game, higher capital requirements may also 

reduce their risking-taking practices.  Higher capital requirements tend to make 

loans more expensive for banks – i.e. they must acquire more capital from 

shareholders to grant a loan. If raised high enough, capital requirements can thus 

decrease the volume of loans granted by the banking sector to households and firms. 

WHAT IS THE ‘GREEN SUPPORTING FACTOR’? 
The introduction of a GSF would lower capital requirements for green lending – i.e. 

banks would have to back their green loans with less capital. This means banks 

would have less of a buffer against losses, but also that green loans would be 

cheaper for banks than brown loans, as far as mobilising capital has some cost for 

banks. Proponents of the GSF claim that it will boost green bank lending and 

encourage sustainable investments.  

WHY A GSF IS NOT AN APPROPRIATE 

INSTRUMENT 

While laudable in aim, a GSF is not an appropriate instrument for two interlocking 

reasons: 

 

1. FINANCIAL STABILITY RISKS 
Capital requirements are there to mitigate risks in the banking sector. They are the 

legislative result of a long, hard-fought battle aimed at fostering banking system 

stability, protecting tax payers from future bailouts, and preventing a repeat of the 

2008 GFC and ensuing recession. A reduction in capital requirements erodes the 

hard work and progress made in stabilizing our financial system.  

An argument can be made that lower capital requirements could be justified for 

loans that are less risky than others, but there is currently no evidence of lower risk 

for green loans.2 The ‘real risks’ to green investment could be underestimated – for 

example, green investment in novel technologies might not get adequately tested or 

could be swiftly surpassed.  
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If capital requirements are reduced below their level of economic risk, lending can 

become increasingly concentrated in imprudent lenders, heightening financial risks 

and potentially leading to a ‘green bubble’.3 The ensuing instability could divert 

investment away from green sectors and risk reputational harm to the entire concept 

of sustainable finance.4 

Credit rating agency Moody’s, for example, has signalled that a GSF could lead to a 

downgrading of credit ratings for EU banks, because it would lead to banks holding 

less capital for green loans that, in their eyes, carry the same level of risk as 

traditional loans.5 Such a downgrade would weaken the resilience of the banking 

system, and could ultimately make green and all other shades of borrowing more 

costly (defeating the purpose of the GSF). 

A GSF is also hazardous given the current state of the European banking sector. 

Despite some improvements, banks in the Eurozone are still holding a considerable 

sum of loans that are at risk of default. Most recent statistics suggest that the 

Eurozone’s biggest banks had around €770bn worth of non-performing loans 

(NPLs), representing 5.15% (compared with an average of 1.3% for the USA and 

0.9% for the UK). In Ireland, Spain and Italy – countries with systemically important 

banks – NPL ratios are in double digits. Over 60% (€460bn) of NPLs are for regular 

businesses.6 In the face of such high levels of NPLs, it would seem prudent not to 

reduce the cushion needed to absorb loan defaults. 

In line with Minneapolis Federal Reserve President Neel Kashkari, there is good 

reason to believe many banks are still too big to fail.7 Banks need more capital, not 

less. 

2. LOWER CAPITAL REQUIREMENTS DO NOT LEAD 

TO HIGHER LEVELS OF LENDING 
Despite the intention, evidence that lowering banks’ capital requirements will lead to 

higher levels of green investment remains unclear. Empirical findings of the 

University of Cambridge and the United Nations Environment Programme Finance 

Initiative suggest that higher capital requirements play a trivial factor in determining 

the pricing and allocation of bank credit.8 Meanwhile similar results were observed 

by studies by the Bank for International Settlements, where capital requirements are 

not found to notably constrain levels of bank lending.9 

A recent report by the European Banking Authority (EBA) found that the reduction 

of capital requirements for loans to small and medium-sized enterprises (SMEs) had 
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virtually no influence in boosting bank lending when compared to large corporates.10 

In fact, the same study found that banks with more capital have higher lending 

growth rates to SMEs than less capitalised banks: this could suggest that a better tool 

to increase green investment is more capital (but this notion certainly requires more 

research).11 

Indeed, as noted by Finance Watch,12 the EBA report shows that minor adjustments 

to capital requirement (sector-specific risk-weight changes of 25%) in both directions 

do not affect levels of lending. Evidence suggests13 that only a dramatic reduction in 

capital requirements (i.e. between 50-150% change to risk weights) might have some 

minor success in boosting lending – but halving capital requirements or dispensing 

of them all together could be catastrophic for financial stability.  

Proponents of a GSF have also suggested that it will not be applied to two of the 

highest priority lending areas – SMEs and infrastructure projects – since these 

sectors already have supporting factors.14 Accordingly, the GSF will either be aimed 

at real estate lending and/or corporate loans. However, since corporates are already 

benefitting from historically low interest rates due to the ECB’s corporate bond 

purchase programme and other financing instruments, it is even more doubtful that 

lower capital requirements will boost corporate borrowing.  

Meanwhile, real estate loans are presently not considered risky and already entail a 

low capital weight, while residential mortgages benefit from capital relief under 

securitisation regulations.15 As with corporates, interest rates on mortgages are 

already at an historic low – a dramatic reduction in capital requirements will not 

lead to a substantive increase in mortgage lending. Accordingly, for Eurozone banks 

currently exposed to risks of real-estate bubbles, low interest rates coupled with a 

significant reduction in capital requirements could be a recipe for financial 

instability.  

ALTERNATIVE INSTRUMENTS FOR REDUCING CARBON 

RISK 
Instead of a GSF it is worth considering whether higher capital requirement for 

brown loans (e.g. fossil-fuel intensive and dependent assets), a ‘brown penalising or 

“add-on” factor’, is a better alternative.16 A sufficiently high capital requirement for 

loans carrying carbon risk, or entities that are severely reliant on fossil fuels, would 

reflect the real and growing systemic risk of investing in carbon-intensive activities 

and could discourage further investment that contributes to climate change. It would 
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also give banks a greater buffer to withstand losses related to the risks of a carbon 

bubble17 and sudden value losses due to the repricing of stranded assets.  

Higher capital requirements for loans to carbon-intensive firms seem thus to be a 

win-win policy option. Firstly, they would increase the resilience of the financial 

system by adding a capital buffer to banks to reflect climate-related risks. Secondly, 

if high enough, they could potentially create an incentive for banks to lend relatively 

more to economic activities that support the transition to a low carbon economy, 

while not eroding the capital held against green lending nor introducing more 

systemic risk.   

Finally, a number of other options could be investigated that would have the same 

desired impact, without endangering financial stability: ceilings or quotas on 

green/brown credit, liquidity support and guarantees for green loans, green reserve 

ratios, or green targeted refinancing lines.18  
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