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1—    Introduction
The decarbonisation of the UK econ-

omy is now more urgent than ever. This tran-
sition will require a significant amount of 
large-scale investments in low-carbon infra-
structure, energy efficiency and green tech-
nologies. One of the main aims of a Green 
New Deal will be to promote such invest-
ments.

But how will these investments be 
financed? Clearly, public finance will play a key 
role. Both tax revenues and debt finance need 
to be used in order to fund the transition to a 
low-carbon economy. However, public finance 
will not be enough. Private finance will also 
be very important. This means that the finan-
cial system needs to be radically reshaped 
in order to support these investments and 
to lead, at the same time, to a rapid reduc-
tion in those activities that increase carbon 
emissions.

Maria Nikolaidi

There are at least two reasons why 
a radical transformation of the UK financial 
system is necessary. First, the amount of 
funding that the financial system provides to 
'green' projects is negligible. There are some 
initiatives by banks, including UK ones, which 
intend to support green lending1. However, 
this lending is still extremely low.

Second, and most importantly, the 
current financial system is excessively 'brown'. 
The big banks finance a significant number 
of carbon-intensive projects. For example, 
Barclays is one of those UK banks that has 
funnelled a lot of money to fossil fuels. During 
the 2016-2018 period this amount of money 
was equal to $85 billion2. In addition, it has 
been shown that the corporate quantita-
tive easing (QE) programme that the Bank of 
England has implemented over the last years 
has supported much more those sectors that 
have a higher contribution to the generation of 
greenhouse gas emissions rather than those 
that are less environmentally harmful3. Finally, 
the existing banking system provides a large 
amount of consumer loans. Many of these 
loans are used in order to buy consumer 
goods that are carbon- and energy-intensive. 
In this way banks enhance our unsustainable 
way of living.

So, the current financial system is not 
fit for purpose. How can it be transformed in 
order to support a Green New Deal? I set out 
below four broad proposals that could make 
the UK financial system greener.

2—    Proposal 1: Developing and support-
ing green banks
The UK banking is largely oligopolistic. 

A small number of banks dominate the sector, 
such as HSBC, Barclays, RBS and Standard 
Chartered4. An implication of that is that too 
much power has been concentrated in the 
hands of too few bankers. Although these 
banks have an incentive to represent them-
selves as 'sustainable', this is not enough to 
induce them to have a strong commitment to 
support massively green projects and reduce 
drastically the amount of fossil fuel and other 
carbon-intensive projects that they support. 

These banks are too driven by their goal to 
increase steadily their profits.

There is thus an urgent need to develop 
and support banks that have explicit ‘green’ 
targets. The development of such banks 
would not only have a substantial contribu-
tion to the financing of the low-carbon tran-
sition. It would also put more pressure on the 
big banks to go greener and it would poten-
tially reduce the oligopolistic features of the 
UK banking system.

For the UK, a first step in this direc-
tion would be to radically redefine the role of 
the Green Investment Bank. This bank was 
founded in 2012. Despite the fact that it was 
initially public, it was sold to the Macquarie 
Group in April 2017. This has significantly 
reduced its capacity to play a strategic role 
in supporting the shift to a low-carbon econ-
omy in the UK5.

The re-development of the Green 
Investment Bank could draw on the experience 
of other green investment banks, like Kreditan-
stalt fuer Wiederaufbau (KfW)6. KfW is a public 
green investment bank in Germany that has 
played a key role in low-carbon energy financ-
ing. KfW is able to provide a large amount of 
green funding at a low cost not only because 
it receives public subsidies, but also because 
the bonds that it issues, which are bought by 
both domestic and international investors, are 
guaranteed by the government. KfW also has 
a commitment to provide lending to small and 
medium enterprises (SMEs) that are willing 
to support green energy projects.

But one large Green Investment Bank 
will not be enough. In order to deal better with 
the different needs of each UK region, a strong 
network of regional green banks needs to be 
developed. The Green Investment Bank could 
support these banks, for example, by channel-
ling to them part of the funding that it can raise 
in capital markets, as KfW does in Germany7.

At the same time, the UK government 
should support banks that are socially respon-
sible and have explicit environmental targets. 
Triodos Bank is such an example. This bank 
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is based in the Netherlands, but it also oper-
ates in the UK. Triodos funds exclusively green 
projects that are socially responsible8. One 
way for the government to support banks like 
Triodos would be to provide tax credit incen-
tives to those that invest in the financial prod-
ucts of those banks.

3—    Proposal 2: Greening the Bank of 
England’s monetary policy
Over the last few years, the Bank of 

England and other central banks around the 
globe have implemented QE programmes. Via 
these programmes they have bought a large 
amount of government and corporate bonds. 
By buying these bonds they have reduced 
their yields, as well as the interest rate of other 
financial assets. The overall aim has been to 
stimulate economic activity, bringing inflation 
closer to the target of 2%9.

However, as mentioned above, 
research has shown that the corporate QE 
programme implemented by the Bank of 
England has favoured those sectors that 
contribute more to the generation of green-
house gas emissions. Therefore, instead of 
continuing implementing a QE based on the 
existing criteria, the Bank of England could 
alternatively buy only green bonds via a green 
QE programme10. In this way it could lower 
the cost of funding of those green projects 
that rely on bond finance.

Research has shown that if a green QE 
programme was to be implemented around 
the world, global warming could be reduced11. 
The Bank of England could play a leading role 
in this area by becoming the first central bank 
that will implement such a programme. Impor-
tantly, a green QE programme should not be 
temporary in nature, as is the case with the 
current QE programmes. It should be a perma-
nent programme with a long-run horizon and it 
should be considered as a kind of green indus-
trial policy by the Bank of England based on 
the number of criteria that reflect credit qual-
ity. However, currently these criteria do not 
take into account the role of climate change.

But monetary policy is not confined 
to QE. Another very important aspect of 

monetary policy is the so-called ‘collateral 
framework’. In order for commercial banks 
to receive liquidity from the Bank of England, 
they need to use specific financial assets as 
collateral12. Collaterals are a kind of a guar-
antee: if banks cannot repay their debt the 
Bank of England can sell the assets used as 
a collateral in order to avoid financial losses. 
The assets that can serve as collateral are 
determined by the Bank of England based on 
the number of criteria that reflect credit qual-
ity. However, currently these criteria do not 
take into account the role of climate change13.

In addition, the Bank of England 
decides the value of the ‘haircut’ that corre-
sponds to each asset. What is the haircut? The 
haircut is the difference between the value 
of an asset and the amount of liquidity that 
a commercial bank can obtain by using this 
asset as collateral. If, for example, a bond is 
worth £100 and the haircut is 10%, the amount 
of liquidity that a bank can get is equal to £90.

How could the collateral framework 
be aligned with climate change? One way 
would be to introduce climate-related crite-
ria for the assets that can serve as collateral. 
For example, loans or securities that are linked 
with projects that generate a large amount of 
greenhouse gas emissions could be excluded 
from the collateral framework. In addition, the 
Bank of England could include in this frame-
work more assets that are related with proj-
ects on energy efficiency and renewables.

Additionally, the Bank of England could 
adjust haircuts depending on the climate 
impact of each asset: haircuts on green assets 
could go down and haircuts on brown assets 
could go up. By doing so, the demand for 
green assets by banks could increase and the 
demand for brown assets could decline. This 
would benefit the financing of the low-carbon 
transition.

Interestingly, the Bank of England 
has recently announced that they intend to 
disclose the way that they manage risks that 
have to do with climate change14. Although 
this is a step in the right direction, we are still 

very far from the implementation of a green 
QE or the development of a climate-aligned 
collateral framework.

4—    Proposal 3: Greening financial regu-
lation
An important aspect of financial 

regulation refers to the amount of capital 
that banks need to hold in order to deal with 
financial distress. The higher the amount of 
capi- tal that a bank keeps, 

for a given level 
of risk, the 

safer it is 
consid-

ered to be 
since capital can be 

used to absorb losses in 
the case of loan defaults. 

However, banks typically avoid 
holding a large amount of capital 

since this can reduce the return on 
investment for their shareholders. This is 

why financial regulators step in and require 
that banks hold capital based on the riskiness 
of their assets.

How could capital requirements 
become greener? There are two ways for 
this to happen15. First, banks could be asked 
to hold less capital against green loans. This 
is called the ‘green supporting factor’. Such 
an adjustment of capital requirements could 
potentially make banks provide more green 
loans to the economy. However, asking banks 
to hold less capital could undermine financial 
stability16.

Second, financial regulators could 
impose higher capital requirements for brown 
loans. This is the so-called ‘brown penalis-
ing factor’. Such requirements would reduce 
the finance that banks provide to high-carbon 
projects. It could also make them reallocate 
loans towards green projects. However, an 
abrupt implementation of the ‘brown penal-
ising factor’ could reduce economic activ-
ity substantially since brown activities and 
sectors consist a large part of our carbon-
based economy.

Both of these forms of green differen-
tiated capital requirements could potentially 
reduce greenhouse gas emissions and thus 
global warming. So, despite the fact that they 

might have some potential adverse side 
effects that should be carefully anal-

ysed, they can be used as tools to 
promote the low-carbon transition.

However, none of these 
suggestions can be imple-
mented without having a clear 
taxonomy on what constitutes 
a green and a brown asset. 

Such a taxonomy would also be 
extremely useful for the implemen-

tation of the green monetary policy measures 
mentioned above. The European Commission 
has recently worked on the development 
of a green taxonomy17. UK financial regula-
tors could benefit from this. However, policy 
makers have not yet clearly supported the 
development of a brown taxonomy, which is 
equally essential and urgent.

5—    Proposal 4: Making climate-related 
financial disclosures mandatory
Climate change is very likely to have an 

adverse impact on financial stability18. First, 
it can make events like droughts, floods and 
hurricanes more frequent and more severe. 
These events can destroy physical capital, 
such as factories and houses, reducing the 
ability of households and firms to repay their 
debt. This in turn could affect the balance 
sheet of banks, if the risks are uninsured, or 
the balance sheet of insurance companies, if 

There is an 
urgent need for 
the Green Invest-
ment Bank to 
become public 
again and support 
the green economy 
much more 
actively. 
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the risks are insured. These are the so-called 
‘physical risks’.

Second, the implementation of climate 
policies, the change in investors’ or consum-
ers’ sentiments or new technologies could 
cause an abrupt reallocation of funds from 
brown assets to green assets. Such a real-
location could decrease the price of brown 
stocks and bonds and could cause defaults on 
brown loans. In that case, the balance sheet 
of the financial institutions that hold brown 
assets would be adversely affected. These 
are the so-called ‘transition risks’.

Banks and insurance companies 
should not be allowed to ignore these risks. 
They should disclose such risks using widely 
accepted methodologies. This would allow 
financial regulators to be aware of the expo-
sure of the financial institutions to climate risks 
and act upon this. It would also allow investors 
to be aware of the greenness/brownness of 
their portfolio and potentially reallocate their 
investments accordingly.

Some steps in this direction have been 
made. In 2017 the Task Force on Climate 
related Financial Disclosures (TCFD) was 
established. TCFD, which has been actively 
supported by the Bank of England, intends to 
develop methodologies that will allow financial 
companies to consistently disclose climate-re-
lated risks. However, their approach is that this 
should be done on a voluntary basis. This is 
not enough. The disclosure of climate-related 
financial risks should be mandatory.

The development of climate stress 
test methodologies by academics could also 
contribute to the establishment of manda-
tory climate-related financial disclosures19. 
Although these methodologies are at an early 
stage and there are various challenges that 
need to be addressed20, it is expected that 
they will significantly improve over the next 
years. Policy makers should be ready to take 
up the challenge of asking financial compa-
nies to implement such methodologies. The 
Bank of England has started working in this 
direction, but these efforts need to be intensi-

fied21. Moreover, some banks have conducted 
some kind of environmental stress tests but 
the majority of them are not assessing the 
climate risks that they might face22.

6—    Reshaping finance as a key element 
of a Green New Deal
A Green New Deal will not be suffi-

ciently effective if the financial system does 
not undergo a radical green transformation. 
Redirecting credit and funds from brown activ-
ities towards green ones will significantly facil-
itate the transition to a low-carbon economy. 
It will also accelerate the reduction of green-
house gas emissions, which is so urgently 
needed in order to keep global warming close 
to 2 degrees and prevent a ‘Hothouse Earth’ 
future.

But such a transformation is a very 
challenging task. Implementing the proposals 
outlined above will require a radical rethink-
ing of the role of the government, the Bank 
of England and the financial institutions in a 
world in which environmental breakdown is 
more likely than ever in human history. It will 
also require the coordination of many think 
tanks, academics and different types of stake-
holders. We should be ready to take up the 
challenge.
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