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Executive summary

CKS . FY1AY3 9YGBANRYYSYG LYyAGAL G bidé&ksiimporie®,L 0 { dza d |
tradersand industry bodiesvas convened by Cl8iearly 2015Itsaimistof S@SNJ 3S o6l y1aQ I\
facilitators of international trade and thereby accelerate the transition to a world where importing
sustainably produced commodities, at scale, is a new mantweh. The Council has been building on

the work of the BEI, including ti&oft Commodities Compaanhd theSustainable Shipment Letter of

Credit to help achieve this aim. A key focus of the Council to date has been to undenstartd

scaleupthe role that banks can play isupporting theshift towards sustainable soft commodity

supply chainsThis question is relatively new to the trade finance industry and, while momentum is

visibly growing, many issues remain to be worked throdgle. Council hatherefore developedthis

discussion papeo set out thed N2 daltiRideasand trigger wider debate throughout the industry

Why is this work important?

Agricultuial expansions widely acknowledged as one of the greatest causé®pical

deforestdion. Shifting to sustainable forms of production is known to offer developmental,

economic and environmental benefits and companies, governments and civil society actors around

the world are focused on achieving this transitidinade finance is a primadriver in enabling the

production, trade, shipping and processing of most commodities, and typically those linked with
deforestation such as soy, palm oil, timber and b&fsponding to client needshich differ

depending on how deep into the transition they abankstherefore have a unique role in working

across commodity supply chaittssupportthis journey.. | y1aQ 26y Y20A QG GA2Y aK?2
innovating to align with client needs and enharctheir social value and also recognise the risks

they may be exposed to if their business is behind the curve of this transition.

Expanding the product solutions foustainable trade

The BElin conjunction with the Consumer Goods Forutaveloped theconcept for theSustainable
Shipment Letter of Cred{SSLQ) an approachhat, with the support of the International Finance
Corporation (IFCgnablesbanks to reduce the cost of exporting certified sustainable palm oil to
other emerging marketsThis onceptaddresses a pivotal issue in the palm oil supply chain which is
that major emerging market importers are not favouring sustainable methods of production, often
because of the premium prices expected, leaving producers with mixed demand signals. The
approach has been verified psactical anccommerciallyattractive.

The Sustairtale Trade Finance Council has been exploring how the SSLC approach can be expanded
beyond palm oil to other forest sensitive commodities and beyond the Letter of Goeatiher trade

finance instrumentsExpanding the approach to other soft commoditiesuld require a credible

internationally recognised sustainability certification that can be evidenced in the trade finance

documents already handled by bankRelevant schrmes in the soy and timber supply chains do not

appear to offer easy solutions today, so would require persuasion to evolve their systems modestly.

Further opportunities for expanding the SSLC to additional documentary trade finance solutions are
alreadywiil KAy NBIFOKZ K2SOSNI SELI yRAYy3I GKS | LILINRBIF OK
may require multistakeholder innovation.

Incentivising sustainable trade at scale

Opportunitiesfor individual trade finance banke identify and incentivisesustaindly produced
commodities through trade finance processdgeady existbut because this is a new area for them,
a key question is how banks across the industry can be encoutadecus on this important
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agenda.The Council has therefore also been exipigdifferent driverdor industry-level
engagementincluding:l) cost of funding in the market, 2) regulatory cost of capital, 3)
O2YLX Al yOSK Q1 Y 2 ¢ 4)&rhanded (skziainad)emSmilikhg dusfaihability drivers
into the determinants othe cost of funding in the market forade financebanks was identified as
the most viable and practical consideratitmenergise this agenda in the short ternupgporting a
more systematic consideration of sustainability in credit risk analysis shtsdde pursuedver the
medium term, and there are already signs of individual bank leadership on this front

Next steps

TheCouncil has made thellowing recommendations based on the findings of the discussion paper:
1 Market testing to ascertain whagvel of demand there is for the SSLC in its current form,
prioritising those banks and clients who are best placed to benefit.
1 Coordinate and develop efforts with Multilateral Developmerdriks and Export Credit
Agencies to identify ways in which the to$funding for sustainably produced commaodities
can be reduced.

1 Integrate sustainability into mainstream education of credit risk officers.
O alAydrAy I Wgland OekidagyTo edghige Bitif@the? iviterest shown by
regulators.

The Sustainiale Trade Finance Councihisw seeking feedback from the broader industry on these
key findings and recommendatioasd would welcome hearing from interested parties via CISL.
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Purpose

This paper explorespportunities to transition to sustainable agriculture supply chains. In particular,
it focuses on the role that banks and the finance industry can play in incentivising the trade of
sustainably produced commodities.

Why is this work important?

Agriculture is widy acknowledged asne ofthe greatest causeof deforestation Avoiding he
conversion oforested landfor agriculture is therefore a major focus whadopting plans tehift to
sustainable modes of productiomdeed, agricultural production is a major theme across the
Sustainable Development Goaleveloped by the United Nations aadopted bycountriesin 2015
There are foupriority W ¥ 2 NB & (i comrBogdities, wtic® &e€xhought to drive tmaajority of
deforedation; these are palm oil, soy, timber and beef.

The level of deforestation linked to agriculture has highlighted a need to transition to more

sustainable production df 3 N& O dzfsdft@zvdmédities Ndert are various approaches trae

beingtaken alreadyto shift towards sustainable productipfromworking with producer®n the

ground through toshifting buyerdemand.Commitments have been made framajor corporates to

transition to sistainable sourcing. A key example of this is the commitment made by the Consumer
D22R& C2NMzy 6/ DC0O G2 | OKAS@GS Wi SNR ySi RST2NBadl
commitment was made by the CGF Board in 2010, representing their 400 members mitmed

procurement power of over $3 trillion, and sending a clear demand signal for sustainable soft

commodity production.

¢CKAa LI LISNE YR GKS ONRBIRSNJI 202SO0ABIEHade F G KS
Finance Coungifocugson the rde that banks can play within the supply chain to incentivise
sustanable soft commodity productioand trade and how banks caouild onthe positivedemand

signal already set by corporatesch as members of the CGF

What role can banks play?

Banks hava unigue role in working across commodity supply chains and can therefore support
adzadFAYylFrofS LINPRAzOGAZ2Y AY QDI NAR2dza sl &a ONBFSNI G2
I K1 Aoy palged.

Trade finance is a primary driver in enabling the prauun; trade, shipping and processing of most
commodities, and typically those linked with deforestation such@s palmoil, timber and beef.

The WTO estimates that between 80 and 90% of global trade is reliant on trade finance. Simply
calculated thigelates to over $15.0 trillion.

The most important core business considerations for an importer of commodities are price, quality
and consistency of supplin any volume businesspecificallyprice is the most important
consideration without being ableo compete on pricean importer will lose market share, turnover
and therefore profit. Price is still an issue where consumers demand a particular qualigcesg
ddzOK | & WCI A Nlodudidarid &/€en wieNihesdldarkgts\at® small by comigam. An
importer or trader will always try to satisfy the demands of customersttuey could fail ifthey

cannot compete on price.
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Thecostof sustainably producedommoditiescanbe higher than itsunsustainableounterpart at

least while the worlds in a period of transitionnltimes of plentiful production the price differential

¢ the difference between the two types of productigrcan widen, making the sustainable product
appear more expensive. If prices fomsustainablgroduct fall importers and processors of
sustainable product become less competitive @odldsee their market share diminished. A fall in
prices can be the result of over production just as much as falling demand. In times of recession or
falling market demandmanyproducers actually increase production in an attempt to maintain cash
profit levels and to cover costs even though it strains margins. Some may argue tladtdbishigh

cost producershe most,sothe effect on sustainable producan beexacerbated.

If a focus on theostdrivers forimportingcommoditiesresults in narrowing the actual or perceived
price differential between sustainably and unsustainably produced commoditieshbigd
encourage importers to increasingly favawstainably produag alternatives In turn, this would
send important signals to producers to undertake the switch in production methods towards
sustainability and makensustainable product less acceptable in the market place.

Banks can therefore play the following roles:

T Innovationin the products and trade finance solutions available, to enable sustainability
information to be traced and identified in trade finance processes in the first place

1 Incentivising sustainably produced commoditidsy finding ways to reduce thgice
differential betweenthe trade ofsustainablecommodities relative to their unsustainable
alternatives

1 Amplifying the demand signahlready set by certain importers, by committing to only
finance sustainably produced commodities progressively awes. t

What is the Sustainable Trade Finance Council and what is it hoping to
achieve?

¢CKS .9LQa {dallIAylIbiBacHN2 RESOENI FOSOV FUHOANRE S |
international trade and thereby accelerate the transition to a world where iripg sustainably

produced commodities, at scale, is a new market norm.Jtwenciwas formedn early 2015nd

this paper describes some of the initial analysis undertaken by the group, focusing on how banks can
finance the trade of sustainably producedmmodities, and how that trade can be incentivised.

TheSustainable Trade Finance Coumitrentlyincludes representatives from: BEI Member banks

including Barclays, Deutsche Bank, Santander, Standard Chartered Bank and Westpac; major
commodityimporters and traders such as Olam, Unilever and Wilmar; trade finance industry bodies

BAFT and the ICC Banking Commission; and civil society organisation] NéWiversity of

/' T YONARRIS LyadAiddziS F2NJ {dzad | Ay Bevkthriati @ [ S RSNAKA
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How do Banks Finance Commodity Supply Chains?
And how could they support the growth of sustainable production?

Flows of Finance Result

Develop new products that finance
yield and livelihood improvements,

. PrOducerS releasing unnecessary pressure on
$€ £¥ Direct landscapes

— Financing of

I I I I Production

Eg

Project finance
General purpose lending (working capital)
Small business lending

Capital raising

2e® Workwith customers to adopt higher
standards as a new market norm

Incentivise the import/export of
sustainably produced commodities

S— Trade
I l I I Finance
Support capital raising activities that
enable the transition of targeted
Eg elements of the supply chain

Letters of credit / open account

Country risk mitigation / payment processing
Syndicated loans

Capital raising

“80-90% of world trade relies on trade

finance, mostly from banks" (WTO) Manufacturers
I I Align banking services with
m changing buyer requirements and
, form strategic partnerships to
$€ £ ¥ enable the transition
. Corporate
I I l I Finance
. Support capital raising activities that
Retailers enable the transition of targeted
elements of the supply chain

Eg

General purpose lending (working capital)
Capital raising

Term finance

Receivables finance

This infographic draws on the work of the
Banking Environment Initiative (BEI), which is
02y @BSYySR YR O22NRAY
W{2FG /2YY2RAGASaQ /2
Goods Forum (CGF) aims to align the banking
AYRAZA(GRNRERagABKNIEKS /D
achieve zero net deforestation by 2020, and ha
so far been adopted by dozerbanks
representing oveb0% of theglobal trade
financemarket.

Consumers
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What has already been done by the BEI?

¢CKS . 9LQa { dza il Auhtilduilds ontthedvdrkSalre@dy gloheybQtBe BIE [2articular
the Soft Commoditie€ompactand thedevelopment of the concept for thBustanable Shipment
Letter of Credit.

@oft Commodities6Compact

TheSoft Commodities Compact is a unique, chidtinitiative that aims to mobilise the banking
industry to help transform soft commodity supply chains, thereby helping corporate clients to
achievetheir goalof zero net deforestation by 2020 his commitment to achieve zero net
deforestation was made iB010 by the Board of the Consumer Goods Forum, representing their 400
members with combined procurement power of over $3 trillion.

In recognition of the role that banks can play in transforming to sustainable supply chains, the Soft
Commodities Compactas developed, and endorsed by the CGF Board in Z03Compact was
developedthrough collaboration betweethe BEI and the Consumer Goods Foi(CGF), with input
from WWEF It calls for bankso help achieve this goal of zero net deforestation by 202fugh

their financing 6 soft commodity supply chains.

Twelvebanks have so far adopted the Compaetjudingeight BEI member banks aridur non-
member banks. litotal, the adopting banks accoufdr over50 per cent of global trade finance.

Sustainable Shipment Letter of Credit

As part of the focus on sustainable supply chaimg building on the Soft Commodities Compdice

BE] in conjunction with theCGF and commaodity buyesgught to identify how documentary trade

finance solutions could heipcentivise the trade of sustainably produced commoditiEise

overarching aim of this wortherefore linksOf 2 a St & G2 GKS /DcQa 32+t G2
deforestationin their supply chains by 2020

The initial focus was on one financial instrument (ketf Credit) and one commodity (palm oil)

Thisnarrow focus wasdoptedin orderto develop practical and commercially viable solutions, with

the expectation thatif successfult couldbe used as a pilot and pathfinder for other commaodities.
Theresut of this work was theoncept fortheW{ dza G Ayl 6t S { KA(SSLEY G [ SG G SNJ

TheSSL@&nables sustainability informatiom the form of internationally recognisezkrtification

standardsto be captured irLetter of Credit documentatiarThe SLC therefore provides greater

transparency and enablgrrties to identify ifa particular shipment is certifiedh the case of the

palm oil pilot, it was agreed thatthe 2 dzy R 6t S 2y {dzAGlF Ayl o6uBlbe | £ Y hA
used as a starting pat. Thesustainabilityinformation is capturednywaythrough physically

stamping the Bill of Lading document, whicloiie of the documentgrocessed by barsk In this

approach, the bardgfole is limited to simply checking whether or not the documerst&nped,

with the requirement fotthe sustainability information onlpeingd NA 33 SNBER 06& G KS 0 dze S
instruction.

While the SSLC does not incentivise the trade of sustainably produced commpeitissit does
provide a platform for banks to do sAnexample of this may be preferential terms for sustainable
shipments.Shortly after the launch of the SSLC, the International Finance Corporation (IFC) decided
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to offer preferential terms to banks financing sustainable palm oil shipments via the SSLQisracha
GKNRdzZAK Ada Dft26Ff ¢NIRS CAYylFyOS tNRINIYI 6KAOK
AAArated creditrating. This created an immediaseonomiccase for banks, in turn, to be able to

offer price reductions to their clients choosingttade sustainably certified palm oil.

The &.C hasow been tested by banka practiceand hasalready seera positive responsef-or

example, me BE| member bartkasreportednearly$50 million2 ¥ yS¢ Wadza Gl Ayl o6f S &K
businessn one six monthperiod by working with just one customer. Interestingly, this business was
doneusinga different form of documentary trade finante the Letter of Credjt¥5 2 OdzY Sy (i | NB

/| 2t t S.0lie 5 @ppraach has also been recognisesia higkpotential, impacttil innovation

more broadlythrough the FT/IFCransformational Business Awardse BEI washortlisted fora

WENI YATF2NXYEFGA2YFE. CAYFYyOSQ ¢ NR AY HAawmp

A platform for change

The Soft Commaodities Compact a88L@rovide afoundation and a case for how sustainable
commodity productiorcan be recogniseldy trade finance bankand incentivised through trade

finance solutions. Tdseapproacltes showhat under certain circumstanceencouraginghe trade

of sustainably producedommodities can be practical and commergiaiable.While this work is an
important starting point, it is recognised thdtis just one of many possible solutions to incentivise

the trade of sustainably produced commoditi€sirther development on thed®t Commaodities

Compact therefore continueJesting the market demand and capacity for concepts such as the SSLC
will be important.An opportunityalsoexists toexpand Sustainable Shipment Letter of Credit

approach toadditionalagricultural commoditiego new financial instruments, and to changing the
drivers of cost of capital.

It is hoped that this work, and itngoing development,an continue to transform supply chains to
incentivise sustainable soft commodity production.
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What is the BEI hoping to achieve?

CKS . 9L F2NX¥SER RS RE{ d2am0mpyiitihe/aitnozé\@mdngd Y1 aQ NRf S
as facilitators of international trade and thereby accel@rgthe transition to a world where

importing sustainably produced commodities, at scale, is a new market AdreCouncihas

identified four key roles to transition toward this gpahd which build on the work already done by

the BEI

1. Technicak to explae how to expand the trade finance solutions available to customers
beyond the Letter of Credit and to other commodities.

2. Market education and awarenesgto equip the market with the knowledge of how banks
OFy KSfLI (2 2 LISNI (A 2ity cofmrittnéntsA YLI2Z NISNBRQ &dzad | A

3. Advocacy to work with major emerging import markets, starting with China, to see how the
Council can support them increasing demand for sustainably produced commodities.

4. Leadership to explore what it would take for the banking industag a whole to set goals to
promote the trade of sustainably produced commodities.

¢CKA& LI LISNI F20dzaSa LINBR2YAyYylLyldfe 2y GKS AyAGALf
particularexploresthree key strategies for change. The first is eXplphow the Sustainable

Shipment Letter of Credit approach can be expanded beyond palm oil, to additional commodities.

The second iglentifying newtrade finance solutiondeyond the Letter of Credib incentivise the

trade of sustainably produced commoditignd the third isexploringhow the banking industry as a

whole, over and above individual voluntary acticanbe encouraged téncentivise sustainable

trade.

h@SNIXfttsx Al A& K2LISR  #staitablénfade BnardCRIGCIOEAKONIlE Q | & LIS C
both enable sustainability information to be included and identified in trade finance processes, and
to provide an opportunity to incentivise the trade of sustainably produced soft commaodities.

It is presented here as a Discussion Paper becdugs8ustainable Trade Finance Council does not
claim to have all the answers but, rather, wants to drive and shape a wider debate amongst industry
leaders to accelerate the pace of learning and innovation.
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|ldentifying sustainable trade: expanding the
Sustainable Shipment Letter of Credit approach

The first step in incentivising the trade of sustainably produced soft commaodities through trade
finance is developing wayn which banks can recognise if a particular shipment is sustairiEixe.

. 9 ISst@nable Shipment Letter of CrediBSLGpproach for palm oil shows that for one
commodity and using one trade finance instrumesiistainability information can be tracked
through the trade finance processnproving traceability and providing an opporttynfor banks to
incentivise the trade of sustainably produced commodities.

Anopportunity now existdo expand this approach tadditionalsoft commoditiesand to other
trade finance instruments, to enabstainability information to be identifieshore broadly intrade
finance processes.

How can the Sustainable Shipment Letter of Credit (SSLC) approach be
expanded?

The SSLC approach provides a basic framework for including sustainability information in trade
finance documents, enabling banks to rgogse if a particular shipment ssistainable There are two
key factors that are critical for this approactarpcularly in the context oapplyingit at an industry
level; firstly, that there is aredible, internationally recognised sustainability daation, and
secondly, that evidence of the certification can be included inttade financedocumentsalready
handled by banks.

The. 9L Qa {dzadl Ayl of SasbaddnrRSigatng holv theOSSLQ appmiagiod dah be
expanded to additional somodities, and otherihancial instruments, using these two key factors as
a basis.

Applying the SSLC approathadditional commodities

There is a opportunity to expand the existing SSLC approach beyond palm oil, to additional soft
commodities To dothis, the selected commodities need to have an appropriate sudbéita
certification,which can be evidenced in the trade finance documetitsadyhandled by banks.

The BEI has chosen to focustba W1 SNE vy Si a3edt af NuStainabilifii aig/irfent with

the Consumer Goods Forum goal to achieve zero net deforestation in their supply chains by 2020.
For this reason, the 9 LuStainakle Trade Finance Coungifocusing initially on soy and timber, as
both commoditiesare knownto have aarge impact on deforestation, and both already have existing
and relatively well established international certification standards to verify zero net deforestation.
Examples include the Roundtable on Responsible Soy (RTRS) and ProTerrarfor theyFoest
Stewardship Council (FSC) and Programme for the Endorsement of Forest Certification (PEFC) for
timber.

In developing the initial SSLC approach for palm oil, it was identified that evidence of the Roundtable
on Sustainable Palm Oil certification wadieady included in the trade finance documents, by

physically stamping the Bill of Lading document. This provided an opportunity for banks to easily
identify sustainable shipments within their existing procesgéter consultation with relevant

experts,an equivalentprocesdo indicatesustainaltity certification on the documents handled by

trade finance banks in the trade tifmber and soy waanfortunatelynot identifiedat this stage.

10
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However,other evidence of certificatiowould be usedFor examp, evidence of-SC certificatiors
includedin the invoice, which typically forms part of the trade finance doents The FSC have also
recently developed an Online Claims Platform, which could be adapted for use by Gartkaance,
it appears that sora evolution of how sustainability certification is evidenced on trade
documentation will be needed before banks can easily use this mechanism to differentiate
sustainable from unsustainable product at the individual shipment, or transaction, level.

Expandng beyond the Letter of Credito other documentary tradefinance instruments

The overall approach used for the SSLCatswbe applied more broadlio other documentarytrade

finance instrumentsuch as Documentary Collectidocumentary Collection isvhere the exporter

instructs its bank to send transaction documents related to its exgortse iY LJ2 NIi SNR & o6yl &
specific instructions to present thdocuments to thermporter against paymeror against

acceptance by theniporter. Just as with the lteer of Credit, xporters continue to rely on banks to

route the documents, so as to control the release of the stapt at the destination of the

iYLI2 NI SNDR&a O2dzy i NE @

Much like with the SSLC approach, identifying sustainability information in Docume€itbegtion
relies on an existing sustainability certification that can be easily identified by banks within their
existing processes. The role of banks is again limited to checking whether or not the particular
sustainability certification is preserdndnot verifying thequality of the certification or validating
the certification standarddn this regard, it appears that the way forward to expanding the SSLC
approach to other forms of documentary trade finance is relatively straight forward.

What if the trade documentationi sno6t handled by banks?

While the SSL&pproachprovides a good basie identify sustainable shipmenisa documentary
trade financejt is acknowledged thaa key limitation ighe reliance orbanks seeing evidence of the
sustainability certification on the documents that they handle as part of the trade finance process.
This approach will not apply so easily to f@tions of commodity tradethat is carried out under
open accounterms (typially used by large, reputable buyera(banks do not see the documents
being exchanged by exporters and importdrat might incorporate sustainability informatiofthe
Sustainable Trade Finance Couhai therefore been exploring opportunities for bartio identify
sustainable trade under open account terms.

The work so far has acknowledged that both banks and clients may need incentives to invest in
establishing the sort of transparency that would be required for banks to favour sustainable
shipmentsunder open account termsas new information flows would need to be establishad

range of possible measuréave beerexploredat a high level, some looking to draw on innovations
alreadyundemvayin financial value chain®©ne example for further explation is the usef

distributed ledger electronic Bills of Lading to record the presence of sustainability certification in a
structured format. This is not currently common market practice,ibueceiving wide attention

from forward-thinking practitiones. On balance, while promising routes forward exist, it is
acknowledged that the incentives for investing in such innovation will need to be clear and
compelling.

Wh at i f t here |1 snot a relevant sustai nabi

It is acknowledgedhat not all soft commodities have a relevanternationallyrecognised
sustainability certificatiorscheme in existence todayVithout suchcertificationschemes, it can be
very difficult to identify if commodities have besnstainably produceah the context of the fast

11
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moving shoriterm trade finance businesand therefore difficult to use an approach such as the
SSL@hich focuses on individual shipment, or transactiewel, due diligence

An alternative or additional, approacmaybe toinclude asustainabilityrisk screening approadh
customer due diligence processes that banks alreadyTha objective would be to create a simple
and effective postransaction monitoring mechanisat the client level providing an opportunityo
engage with clients to understand how they are managing the risks they are exposed to via traded
commodities.

There are tools publicly available to help banks in this approach. For example, the International
Finance Corporation (IFC) has producéél@bal Map of Environmental and Social Risks in-Agro
Commodity ProductioGMAP), which via an access databesatains a comprehensive list of 150
country-commodity combinations. Banks can select comttmynmodity combinations relevant to

their business and run analysis of relevant elements of the trade finance portfolios over a defined
period of time. Protocolsoir client facing teams to then engage with customers appearing to present
high risks can then be developed.

Next steps

The SSL€hows that for onecommaodity (palm oil) and using one trade finance instrument (Letter of
Credit), it is possible for banks ibentify if a particular shipment is sustainable, and therefore
provides an opportunity for banks to incentivise the trade of sustainably produced commodities.

This discussion paper also identifies further opportunities for expanding the SSLC to atidition
documentary trade finance solutions that are within reach. Expanding the approach to other soft
commoditiesandi 2 GN} RS FAYIlI yOS dzyRSNJ W2 LISy | 002dzyiQ
the supply chain processes themselves and naitkeholde innovation respectively

While the initialSSL@ilot did prove the conceptan workin practice it is true to say that further

effort needs to be invested to test whether this solution alone can gain real market traction. If such
market engagementan be demonstrated, it may offer banks, corporates and sustainability
standards organisations the motivation needed to invest in further process changes and innovation.

It is therefore recommended thaa clear next step should be focusexh market testing to

ascertain what level 6demandthere isfor the SSL® its current form prioritising those banks
and clients who are best placed to benefit

12
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Incentivising sustainable trade at scale: options for
0changing the rul esbod

Why expl or e hoec hranlgeisndg ftor trade finance?

At an institutional level, many international banks have identified strategic drivers to proactively
AYyOSyiA@drasS GKSANI Odzad2YSNRE G2 06S02YS Y2NB adzadl
significant proportions ba sustainable economy.

Until now,bank€<approache have largely been voluntarynderpinned by sustainability policies or
strategiesand developing departments to investigate and promstehbusiness internalland with
their customers

A simpletour of some of the more recent public statements and reports published by international
banks to identify the strategic drivers banks themselves cite for their work on sustainable finance
reinforces this point. The following drivers are commonly reference

Managing risk

Generating or seizing commercial opportunity

Developing a better understanding of evolving client needs
Increasing shareholder value

Deepening the positive contribution to society
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It is clear that banks have put significant effotibinthesestrategiesandare increasingheir presence

in the sustainable finance markdtowever, it is notable that some of the most important strategic
RNR @S NBE 2 F -ndakingih geeraR&Idds thd facyors that influence their cost of capital,
are largely absent from this list.

Herein lies a fundamental question: to what extent can the entrepreneurial and innovative instincts
of individual banks be relied upon to deliver indugiyel change without changes to the underlying
WNHzf S& 27Thisipgder amliey tBefithout further appropriate action tao-ordinate efforts

at an industry level and correct systamide market failuresprogressmay wellbe hindered by
shorterterm profit concernsand competitive pressures

In the specific conte of trade financethere isarguably unreased potential for banks to offer
unilaterallysome preferential pricingnd/or integrate environmental and social risks into their
reputational and credit risk management policies and influence access to Idaypitg.

However, it is important to understand the limitations on how scalable this approach mighobly
undertaken by a few individual banks alomarticularly with respect to preferential pricing. Banks
canadjustpricing to develop a certain pduct or service, to achieve an internal target or to gain a
market lead over competitors. Over time, however, it is difficult to maintain guicing differentials
in a highly competitive market and considering the pressures banks face to increases teturn
shareholdersif this pricing differentiatuns contrary to the more fundamental cost drivers that all
market participants facat will likely not last

By way of backgroundhe Cost of Capital (CoC) or Return on Capital)(Rp&longside credit risk, a
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fundamental consideration in business planning and strafegpanks Just as transactions will be
turned down if they do not meet credit risk requirements even if the RoC is attractive, a transaction
involving a first classredit risk can be turned down if it fails the RoC hurdle. Banks use several
differing terms to define the Cost of, or Return on Capital, including Return on Equity (RoE) and
Return on Invested Capital (ROIC).

RoC is a calculation that determines the ambof capital a bank must set asig®r investc to book

a loan or transaction and the percentage return that transaction earns related to the capital
invested. The calculations encompass credit risk, time period of loans, country risk and allow for a
perceived risk for each type of transaction and are established under rules issued from a committee
at the Bank for International Settlements (BIS) called the Basel Committee on Banking Supervision
(BCBS). Currently banks are obliged to work under Bas#dllsut many have already adopted the
rules of Basel Ill, which are still under discussion.

Fyl14da OFy FTR2LIW GKS Y2NB aidNAy3aSyd WwW{iGlyRINRAA&SF
standards which are developedimuse or by ratings agenciaad approved by national regulators
or central banks.
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service and transaction require different levels of capital to be set aside. A simple exasspieea

BCBS rules state that for every $100 loaned out a bank must set aside $8 to cover losses. Unsecured
loans are riskwveighted with a Credit Conversion factor (CCF) at 100% risk for Basel Il purposes. This

means that $8 of capital must be set asidethW\d margin of 1%, cash income for the year is $1 and

the RoC is 12.5% ($1/$8).

A shortterm Letter of Credit, however, would be rigleighted at 20% so the capital required is only
$1.6 andthe RoCrises to 62.5% ($1/$1.€)a much more attractive proposition for the bank given a
straight choice between the two. Simply put, whilst earning the same $1 in cash per annum, the
trade transaction appears to earn the bank five times more than the unsedoagdon a returns
basis.

So in the context of maximising RoC, it can be seen from the above that a primary strategic driver for
banks broadly, and certainly in the trade finance business, is maximising business with a low CCF.
This will become more imptant in the future as Basel Il will also introduce more stringent balance
sheet limits and liquidity rules upon banks. It is noteworthy that some trade finance products will,
almost certainly, lose their lower CCF under Basel lll.

Thus, even small adjusents to the cost of capital will likely have a significant effect on strategic
RSOA&A2ya GlF1Sy o0& olylad ¢KS akFyYS A& (GNHS 27F
important drivers of cost of capital or cost of funds in the trade financgress do not distinguish

between sustainable and unsustainable trade.

In this context, this paper examines four primary drivers of a bank's behaviour in the market place
and explores the impact that could be achieved by adjusting those drivers tatakeint of
sustainability as well as how realistic such action might be

1. Cost of funding in the market

2. Regulatory cost of capital
3. Compliance / *Know Your Customer’
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4. Enhanced risk management
As stated previously, this paper concentrates on those dritreriscan be addressed more directly by
the banking industry itself. This should not be taken to imply that thgaing efforts of
governments, companies, consumers and civil society to address the same issues are seen as any less
significant.

1. Cost of funding in the market

In certain situations, adjusting the cost of funds available to banks in the market could be a useful

G22f (2 LINRBPY2(0S adzaidlAylrofS GNIRS FTAYylIyOS® | R2dz
on their underlying cost of capitao reducing the cost of funds for certain types of business slpuld

all things being equaj boost the margins that banks can achieve and therefore incentivise business
development in those areas. It may be possible for such benefits to be passedoosihared with,

GKS o0lylaQ Odzad2YSNR a2 GKIG GKSaS AyOSydia@dSa | N
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average cost the bank pays on all its delidng andshort term interbank debt, bonds, customer

deposits etc. As a benchmark, a bank will generally lend to its customer at a margin over LIBOR (the
London Interbank Offered Rate or another appropriate money market fixing such as SIBOR in
Singapore). When leling to a customer a bank may decide that it needs to make a return of (say)

1.5 % over its cost of funds to satisfy the cost of capital requirement. If the proposed loan is for 3
months, LIBOR stands at 0.2% and the bank might pay a 0.5% margin to aletitzinterbank

market. The bank therefore has a cost of funds of 0.7% and adding the required margin of 1.5% gives
a total interest rate of 2.2%. The three month loan will be offered to the customer at LIBOR + 2.0%.
Any reduction in the 'cost' elemenf ¢the loan is clearly a benefit to the bank and the transaction as

a whole.

Alternate sources of funds specifically suited to sustainable trade finance are the Multilateral
Development Banks (MDBs) such as the International Finance Corporation (IFG)opedui
Investment Bank (EIB), Export Credit Agencies (ECAs) and government or intergovernmental
controlled funds that provide guarantees and finance for development.

These institutions already provide funding at reduced rates for qualifying transaetimhsvhen

writing a guarantee for business, reduce the cost of capital by enhancing the credit risk. Given that

many of these institutions already have explicit mandates to promote sustainable development,

there are a number of ways that they could actsenably quickly to reduce the cost of funding for
oFryl1aQ FTOGAGAGASE GKIFG adzLIL2 NI GKS LINRPRAzOGAZ2Y |y
are now explored in more detail.

Revolving credit facilities

These institutions could consider expandingittoffering by granting short and medium term

NEBZ2t OAy3 FLHOAfAGASAE G LINAROSa 06St2¢ o6lylaQ y2NYy
sustainable trade transactions. The borrowing bank will be incentivised to make use of the cheaper

funds, whichwill go towards reducing its overall cost of funds and therefore encourage the bank to

seek sustainable transactions to finance.

Discounted cost of funds facilities could be granted by institutions in much the same way that major
international banks curnetly grant lines to smaller banks for regular trade finance. In these cases a
Facility Letter is accepted and signed by the borrowing bank, containing the terms of -deshort

line (usually 12 months) for specific trade finance purposes. The borrowirkgthemn ortlends to its
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trade finance customers on a revolving basis. Policing of the use of the facility is carried out on a trust
basis by the bank with the lender having the right to audit the facility at regular intervals.

Export and trade guarantees

Many ECA facilities primarily set up to promote exports work in the form of guarantees. This means

that they guarantee an international bank, which can lend to the foreign importer of the exported
322Ra® CNRY GKS o0l ylQa Liiyaisithas swich& dhg higher Aiskd & dzO K
the foreign importer for the AAA risk of the ECA. The CCF is therefore 0% instead of 100%. Funding,

in this instance is provided by the bank not the ECA but the bank benefits from the preferential

capital treatmen. These facilities tend to be for project finance currently but the scope could be

widened to include shotterm trade transactions and could include specific preferential terms for

sustainable trade finance transactions.

One of the main participants this market segment is the IFC. Historically the IFC finances projects
and companies by granting long term loans and facilities of between seven and 12 years. In 2009
however the IFC launched the Global Trade Finance Program and followed with the Gidbal Tr
Liquidity Program in partnership with nine MDBs and issues funding to participating banks including
Citibank, Commerzbank, J.P. Morgan Chase, Rabobank and Standard Chartered Bank.

It was the IFC, through its Global Trade Finance Program, that wiisstidDB to collaborate with

GKS . 9L (2 RS@St2L) 6KS WwW{dzadlrAylrofS {KALYSyd [ Si
saw the IFC offer its partner banks preferential terms for Letters of Credit for the financing of palm

oil trade that cold demonstrate that the palm oil had been produced in a sustainable manner,

according to thirgparty independent standards. Banks benefiting from reduced cost of funding for

such transactions are then incentivised to do more of such business and indeasecaome or all

of the reduced cost of funding to pass on incentives to their clients to encourage theadeomore

sustainable product. The European Bank for Reconstruction and Development (EBRD) reportedly

goes a step further in making evidence oftairgable production methods a condition for banks to

access its Trade Finance Program.

Onlending programmes

More recently the IFC has begun to address the shorter end of the trade finance market by
SadlrofAaKAy3a (KS WDf 206 fwhichyiowlSs pdsshpihéhtXiamt@ t€ A y I y OS C
suppliers based on the discounting of receivables from approved impoiteriso rundi KS WDt 206 I
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i IFC offers a shoterm loan to a bank, which will in tunmse the funds to lend to farmers,
agriculture commodity producers, or traders against warehouse receipts or equivalent as
collateral.

ii. IFC guarantees up to 50 percent of shiemm loans extended to agriculture commodity
producers or traders against warelnge receipts or equivalent as collateral. Banks can
transfer credit risk to IFC from their own portfolio or from a new portfolio they originate. The
aasStda GeLAOLIffe NBYIAY 2y GKS o0lyl1aQ olfl yo!
partial credit guaantee provided by IFC.
¢KS 9L. KF&axX FY2y3a Ada fSyYyRAYy3a LINRPRdzOGAZ Lu y i SN
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public policy goals, two of whidre environmental sustainability and action for climagssilient
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growth. Along with other MDBSs, the EIB has committed to work towards developing resources to
meet the Sustainable Development Goals (SDGs) and will need to focus more on sustainable finance
transactions.

What impact could creating pricing differentials have for customers?

At this point it would be right to question the effectiveness of a relatively small reduction in the
financing cost of a shipment or transaction that can be passed dowretoustomer by a bank. It

can be argued that a small reduction in the finance charge might not be enough to persuade
producers and traders to switch to sustainable products. Larger companies can certainly influence
the market and they have the power aathility to demand sustainably produced commaodities but
many smaller companies do not have the luxury of scale and compete primarily on price. These
companies may well need more incentive to make the swit@hexpand on this point:

A major agricultural tder/producer will finance large volumes and will pay a competitive margin
over LIBOR whilst the smaller trader/producer will pay a much higher margin on smaller shipments.

For example, a large trader finances a $15.0 million shipment for three mon¢éhsatgin over
LIBOR of 0.75%er annum. Current 3month LIBOR is 0.128ér annumso the trader pays a
combined rate of 0.87%er annum. This means his interest charge would be $130&nnum
but for three months it is $32,626a flat rate of 0.22% on the loan amount.

A smaller trader/producer might well pay LIBOR plugpédf#annumfor a 3month loan of $5.0
million. Here the combined rate is 4 %her annumand the interest charge for thremonths is
$51,500c¢ a flat rate of 1.03%.

I nom> o6mn o0laira LRAYGO NBRdzOGAZ2Y AY YINHAY NBRd
$28,875¢ an 11.5% reduction in the cost of the loan.
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$50,250¢ a reduction of only 2.4% in the cost of the loan.

In a high volume, competitive market there is a great attraction for the larger trader to retiuce

finance chargesespecially by 11.5% dziT (G KS Y2 RS&aid NBRdzOUA2Y (2 (GKS 2
not be enough to persuadéto switch. For the smaller trader banks might consider meaningful

reductions in margin of up to (say) 50bp. A 50bp reduction in the cosedd3tD million loan

YSYGA2yYSR 620S ¢2dxd R NBRdAzZOS (KS &Yl tctaSNJ (G N RS NI
reduction of a more persuasive 12% and more in line with the larger trader.

Banks could consider such reductions in margin on alegsase bas during the credit approval
process but could also improve their return on capital by sharing the risk, partially or in whole, with
MDBs and ECAs as mentioned above. As discussed preyéogshrantee greatly reduces the capital
required for each traraction, thereby enhancing the return.

To reflect the growing underlying risksriks could also consider charging a premium to finance non
sustainably produced commoditiefor examplecreatinga 50bp differential above the cost of
sustainable product.

In certainmarketssuch as Chindhe use of Letters of Credit is common and smaller companies are
frequently required to place cash deposits with the opening bank of between 10 and 100%. Here the
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bank could consider reducing the amount of deposit theyureto open L/Cs covering sustainable
shipments. This would release cash flow for the trader purchasing the commodity and thereby
reduceits costs. Another benefit that can be passed on by financing banks is to increase the tenor of
L/Cs from (say) thret® six months. Partial or full guarantees via facilities granted by MDBs and ECAs
could be used to replace cash deposits, which would also release cash for the customer. Note
reductions in cash deposit and/or tenor will remain a credit decision for #r&klbecause the risk on

the customer remains the same weather the transaction financed is sustainable or not.

The point of illustrating the work of the various institutions mentioned above is that there is scope

for international commercial banks to engafurther with these institutions to develop facilities that
provide discounted pricing and/or enhanced capital treatment specifically for the finance of
sustainably produced commodities. In achieving this, the banks will also assist the MDBs in reaching
their goals concerning the SDGs.

Whilst the international banks are capable of developing deeper relationships with the MDBs
individually, it would be beneficial to all parties to have some degree of coordination provided by an
independent organisatiosuch as the BEI, the International Chamber of Commerce (ICC) or the
Bankers Association for Finance and Trade (BAFT). Coordination would provide a central point of
reference for banks and the MDBs and would avoid significant duplication of effort, whidH also
reduce the overall cost. Coordination could also reduce costs through developing more uniform and
generic products rather than bespoke products for each bank.

Given that the MDBs are already involved with sustainable development, coupled withlthg 1 a Q
ability and expertise to develop innovative products in response to adjustments to their cost of
funding, this process appears to be a practical and effective way forward in the ahdnnedium
term.

2. Regulatory cost of capital

The regulatory ost of capital to a bank is largely defined by the BCBS of the BIS and the CCFs
AYLI2AaSR dzyRSNJ . I aSt LLL FINB 2F @GAdGlIf O2yaARSNI (A

In theory, it would be relatively easy for banks to be incentivised to promote sustainable trade
finance if the BCBS further addressed the question of the capital treatment fortshorttrade

finance and adjusted the rules of Basel Ill to add preferential treatment for the finance of certified,
sustainably produced commodities.

In practice, however, this seems unlikely either in the sharimediumi SN ® . aSf LLLQ&a
(2 AaGNBY3IGKSY o6ly1aQ oft !l ypdentalioSpertve dangtR £ A lj dzA RA G
maintain financial stability from macqorudential perspectig. It is certainly true that some national

regulatorsg like the Bank of England, China Banking Regulatory Commission and Central Bank of

Brazilg and some supranational bodies like the Financial Stability Board are starting to take various

actions on thebasis of the links they see between unsustainable development and their+aitto
macro-prudential objectives. However, it seems that@alinated action by the BCBS may be further

off and would anyway be unlikely to find justification for specific prefgial treatment of

sustainable shorterm trade finance.

In 2014, the BEI partnered with the United Nations Environment Programme Finance Initiative (UNEP

FI) to commission independent analysis by an academic expert into how sustainability risks might be
reflected in the Basel Capital Accord. The resultant study concluded that, in the context of the
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increasing impact of environmental risks on the stability and sustainability of the economy, and

therefore as an emerging source of systemic risk for bankklemking stability, bank supervisors

should explore the feasibility of incorporating forwdmbking scenarios that estimate the potential

financial stability impact of supplying credit to environmentally unsustainable or sustainable

activities overtimel y (12 0 K QA dELIONWA &8 2 NEHWSOASSQ adNBaa (Sada
GKIFG oFyl &dzLJSNIIA & 2 qelk Ng| KR(dzt SRA 8SGEAF LYEAAYYSS QW t (A2E £ 11HaNa Soa &
disclosing information about their exposure to, and management ofesyis environmental risks in

a standardised manner across countri€le study did not find that adjusting minimum capital

requirements uer Pillar 1 is a viablstarting point.Interestingly, investigating tools and

approaches for financial institutions manage emerging environmental risks, particularly those that

are scenariebased, is something that has been picked up by the G20, through its Green Finance

Study Group.

3.Compliance / OKnow Your Customer o

Since 2008 the compliance processes for bamlssdeen greatly enhanced to improve best practices
YR O2Y6l 4 Y2ySeé fldzyRSNAY3I YR FTNIdZRP® ¢KS LINE OS
. 2 dzNJ / dZaDD&KYGEMdIdcludes Anti Money Laundering (AML) requirements.

The KYC process could be expanded to include sustainability criteria in much the same fashion. As
part of the due diligence checks banks would also check that their custanaaito a certain
SEGSY(z (KSAN SadebiydgospidlQingiseihablé grofiudd.
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as passports and utility bills of directors and top management are required together with information

on major shareholders. Inclusiai approved sustainability certification in the CDD process might be

difficult to gather and administer because of the transactional nature of certification but would

NBRdzOS GKS ol yl1aQ I oA t-susianably gritluced ghdfidi lhdéedmeal 2 FA Yy I y C
banks are already taking this approach on a voluntary basis as part of their reputational and even

credit risk management processes.

/| 2YLIX AL yOS NMHz S& NB fFAR 2dzi Ay bl -discetptalf wS33dz |
basis by individal banks, e.gvhere a company is a wekhown household name, it could be

considered that the level of money laundering and terrorist financing risks are low and CDD

measures could be applied in a manner which is proportionate to thatlriskost instiutions, KYC

documents and evidence are gathered by front office relationship managers and signed off by the
compliance team. Individual transactions generated through operations departments often need
compliance sigioff but the front office is generallgeld responsible. Adding sustainability

requirements to the process at the transactional level might make more sense because the CDD

process is already well established.

The advantage of this approach is that companies ignoring or bypassing sustairmahletion

methods could be quickly identified and, if deemed necessary, excluded from bank finance

opportunities. This would be effective because all banks, traders and processors would be obliged to

follow rules that would dissuade unsustainable productiwactices. In effect the decision to source
adzadrAyrote Kra o0SSy GF1Sy F2NJIFff GKS YIEN]SG LIX
refused credit by one bank obtains credit from another bank with different requirements) is far

reduced. New rulesould be applied simultaneously and costs spread across all players in the

marketc including consumers. Banks and their customers would achieve goals quickly and

sustainable trade finance would be raised out of its niche market.
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Similar regulations coulde placed on international insurance companies who cover political and
transactional risk.

However, in reality, both the feasibility and desirability of this option look questionable, to say the
least. On the one hand, compliance procedures are primairhgd at preventing banks from

supporting illegal activities. With some notable exceptions relating to illegal acquisition asfland
violation of labour standardsinsustainable economic activities associated with the production and
trade of commoditiesire generallynot illegal. On the other hand, the compliance process is

sometimes seen as slow and unresponsive compared with the short response times demanded of the
front office and operations departments of a trade finance bank by its customers. Therafoves

in this direction may meet a level of resistance from banks individually and overall on the basis that
they would adversely affect the speed and efficiency that makes the business successful.

This paper does, however, recommend that furtherstigation and discussion is undertaken with
the relevant authorities to gauge potential levels of interest.

4. Enhanced risk management

Historically, there has been a view that banks are only indirectly affected by sustainability issues and
climate changeto the extent that general economic activity is affected. However, there is a growing
body of evidence emerging that these issues are becoming more of a direct risk concern in the short
term as well the longer term. Bank Credit Committees are becoming imgolved with the issue

and, as well as declining business on the grounds of market segment or reputational risk (such as
cigarette manufacturers), can pass opinions to customers that can act as a warning that the bank is
not prepared to finance a padillar industry or unsustainable production method in the future.

The changing conditions around the world relating to sustainability and climate change add several
risk considerations for trade finance banks, in addition to reputational risk. Indeedad@fehese
drivers below were emphasised by the Governor of the Bank of England in a keynote speech to

[ £ 2 8 R Sepryber2@h5.

Litigation

the possibility of lawsuits being brought against companies and sectors responsible for large
amounts ofgreenhouse gas emissions or against those failing to build resilience to changing climate
conditions into assets in such a way that harm is caused to others or the environment. The growing
use of litigation can impact the credit ratings of producers aratessorsSome recent indicators

that this risk is on the rise include:

dn a precedensetting case, an Indonesian court has found a palm oil company guilty of violating
environmental laws and ordered it to pay $30 million in fines and reparationsefoing an area of

LINE G SOGSR LISIF{G F2NBad GKFG Aa | adNRy3aIK2f§ R F2NJ S
Mongabay Jaruary2014

6Singapore has sued five Indonesian companies blamed for farm and plantation fires causing serious
air pollution over the citystate, which is a global financial centre with a tropical climate and
multicultural population. The latest move by the Singapore government could lead to massive fines
against the companies that have been served with legal notices, accoodingavernment

statement issued Frida/AFP Sepember25" 2015
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Physical impacts

The effects of more frequent and intense extreme weather events such as droughts and floods, or
creeping risks such as rising sea levels, on fixed assets such as buildings, factories and port
installations. The effective depreciation rates of assets masetbee also be considerably higher

than in the past. Consequently, faster capital depreciation could mean that assets need replacing
more frequently, negatively affecting projected cash flows.

For instance, in July 2015, BMI Research, part of FitchgRatidvised financial market investors

looking at Brazil that thegshould be aware of the water shortages in the country, given their knock

on impacts on electricity prices, headline inflation and business confideBe® Paulo relies to a

large extent o hydroelectricityand South Eastern Brazil has had its driest winter for 84 years.
Deforestation has been cited as one of the drivers by many news agencies including the Guardian (31
Oct 2014), The Financial Times, (11 February 2915), CNBC (1 Julyh@@hb)Brazilian National

Institute for Space Research (26 June 2015).

As a result, sudden and disruptive regulatory interventions are on the rise. For indga@aifornia,

the State Governor announced the first ever, mandatory stitde water restictions in April 2015

to combat a five year drought that has been blamed as much on the unsustainable use of water by
the agricultural industry as on climate change (New York Times, 20 August 2015).

Consequentlyregional banks in California have dedéathsignificant sections of their filings to

drought risk in their business and homebuilding companies have come across difficulties in obtaining
water connection permits and regulatory approval. The United States Department of Agriculture
forecasts that faming sector net cash income will fall 21% in 2015 and net farm income by 36%. In
July 2014 the University of California reported t328,000 acres, or% of irrigated cropland is

going out of production in the Central Valley, Central Coast and Soufladifiornia due to the

drought.

Withdrawal of capital

The possibility of shifts in investor sentiment, either driven by changes in investor beliefs about the
significance of sustainability considerations on-aslusted returns or resulting from pressufrom
beneficiaries in the case of investors like pension funds and insurance companies, leading them to
withdraw or withhold capital from unsustainable producers. Withdrawal of capital by investors or
funds forsuchreasons is a growing trend and daawve significant implications for companies

involved in much the same way as withdrawal of bank finaRoe example:

dStorebrand, a major Norwegian pension fund and insurance firm, is to divest from 11 palm oil

companies following deforestation and susiability concerns. According to Bloomberg the insurer

will continue to invest in palm oil companies that meet its own environmental and social governance
standards. The firm has not said which producers it will now exclude. Christine Meisingset, head of

sdza G AylrotsS AyoSadySyd +d {G2NBoNI YRS a4FARS ac¢KS
is often the establishment of new palm oil plantations. Storebrand would rather invest more in

companies that are pushing the industry toward a more snatale approacts. Blue & Green23®

Jaruary2014

h2NBlFeQa fFNBSAEG LSyarzy FdzyR Y2YYdzy I [FyRaLSY

decided to pull out of its investments in companies that derive a large proportion of their revenues
from coal. Th@nnouncement came hot on the heels of a similar move by the Swedish fund Second
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AP, which announced in October that it will pull out of its investments in 12 coal and eight oil and gas
production companieg together accounting for a divestment of holdingith a total market value
of about SEK840m (£72mheweconomy.com29™ Jaruary 2015

Non-compliant shipments

The effect on shorterm trade companies, especially smalhd midsized, of shipments of produce

being refused at the port of deliverydue¥ol Af Ay3 G2 YSSG GKS o0dz2 SNRa NB
sustainability. Analogous experiences in the market relating to disputes between buyer and seller

relating to quality have been sedefore. For example:

¢China rejects more US corn due to GMEDina's qualif watchdog has turned away more corn
cargoes from the United States due to the discovery of a genetinatiijfied strain not approved by
Beijing and further rejections are likely, traders daeuters 6" Jaruary 2014.

Changing requlatory pressures and consudemnand

Recently there has been growing pressure on governments around the world to impose sanctions
and fines on companies involved with unsustainable production methods and these actions could
have direct consagences on the credit worthiness and profitability of any company involved.
example:

ALYR2YSaAl Qad FTAYFYOALFf NBIdzA 2N gAff AyYyiNRBRdIzOS |
damaging projects by 2018, which may eventually help the natidmtberforest fires that choke

parts of Southeast Asia with thick haze for months each year. The Financial Services Authority, known
locally as OJK, is aiming to draft regulations by next year to target agriculture, energy, fishery and
microfinance compang The rules would build on guidelines for sustainable financing in the palm oil
AYRdzAGNE GKFG GKS ylFGA2yQa SA EBidombergBHsBessi o0l y{1a ¢
November23“ 2015

OSINGAPOREBupermarket chains NTUC FairPrice, Shemg &ind Prime Supermarket have pulled

all Asia Pulp and Paper (APP) items off their shelves, including popular brands such as Paseo. The
Dairy Farm group, which operates chains such as Guardiaeyvén, Cold Storage and Giant, has

also stopped replenigig APP stock. It will continue to sell existing items till they run out. Their

actions came after the Singapore Environment Council (SEC) temporarily suspended the green label of
APP's exclusive distributor in Singapore, Universal Sovereign Tradingt Qd, 8epSEC had also

asked 17 firms, including FairPrice, to sign a form to declare that they do not carry products from five
companies, including APP, which are under probe over their possible link to treahsire) forest

fires£ Straits TimesOctober 8" 2015

Transition risks

The financial stability risks that could result frandisorderlytransitionto a lowcarbon economy,
where existing assets are-v@lued downwards in response to unforeseen developments, such as
regulatory signals or majdechnological breakthrough&or example:

0According to a 2014 Rocky Mountain Institute rep#hie point at which solaplusbattery systems

reach grid parity [...] is well within the 3@ear planned economic life of central power plants and

transmissbn infrastructure. Such parity and the customer defections it could trigger would strand

those costly utility asse®. YSNRA Oy 9f SOGNAO t 26SNDa F2aaAif FdzSt
stranding. AEP has aggressively sought a customer findbBagdut(of its aging coal infrastructure

in Ohio, even resubmitting the request after it was denied in early 2@Eses Investemetwork
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These indicators point to a growing trend of unsustainable production methods increasing the
pressuresonthecredid 2 NIl KAy Saa 2F (NI RS 7T AwWdorkih@tSgether with 8 Q dzy R
the BEI, institutions such as the ICC and/or BAFT cowdddomate targeted education programs for

the banking industry as a whole to support enhanced risk management within the industry on such

issues. Coupled with playing a coordination role to support greater flexibility in the types of finance
currently made avidable by MDBs and ECAs, which would support innovation of sustainable trade

finance products, the outcome could be a steady growth in capifadient financing which will

encourage sustainable production methods and satisfy customer demand.

Next steps

This paper argues that reducing the cost of funding in the market for banks booking sustainable trade
finance transactions or products is currently the most viable and practical consideration, while
supporting a more systematic consideration of sustairiigtih credit risk analysis should also be
pursued.

This paper therefore makes the following recommendations in terms of next steps:

a) Coordinate and develop efforts with Multilateral Development Banks and Export Credit
AgenciesOn behalf of the BEhember banks and those that have adopted the Soft
Commaodities Compact, the BEI should act together with an institution such as the ICC and/or
BAFT to drive a eordinated approach to all of the key MDBs and ECAs on this topic. A near
term aim could be to évelop deeper understanding amongst banks about the actions MDBs
and ECAs have already taken to adjust the cost of funding to support sustainable trade
finance products. A more ambitious aim could be to trigger a new wave of initiatives, co
ordinated globdly, to support a steggchange in bank activity across the industry

b) Integrate sustainability into mainstream education of credit risk officemlorking with the
BEI, the ICC and/or BAFT should promote education programmes to help banks understand
how ther market context is changing and drivers of risk relating to sustainability issues and
Of AYFGS OKIFy3aS NS AYyONBlFIraAydd ¢KAAa ¢g2ddZ R 0SS
processes and manuals, especially at the credit/risk analysis level. Where apig;oiz
should also include the sharing of expertise held by many banks and regulators to give the
industry overall a better understanding of new market best practices

c) Maint ai n a ‘ w-aahddé readygto dngageeavith furthemnterest shownby
regulators.At both national and supranational levels, the level of interest being shown by
regulators in these issues appears to be increasing. Globally, this is currently a fragmented
landscape, though there are notable efforts by some supranatibodies such as the
Financial Stability Board to try and drive greateiocdination, and the focus is currently
more on prudential risk management than in compliance, for instance. Leading banks would
be well advised to maintain a close watching brief loese developments so that they can
engage positively, with weihformed positions, as required
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Abbreviations

AML Anti Money Laundering

BAFT Bankers Association for Finance and Trade
BEI Banking Environment Initiative

BIS Bank for Internationabettlements

CBRC China Banking Regulatory Commission
CCF Credit Conversion Factor

CDD Customer Due Diligence

ECA Export Credit Agency

ECB European Central Bank

EIB European Investment Bank

GATT General Agreement on Tariffs and Trade
ICC International Chamber of Commerce

IFC International Finance Corporation

KYC Know Your Customer

LIBOR London Interbank Offered Rate

MDB Multilateral Development Bank

NGO Non-Governmental Organisation

RoC Return on Capital

RoE Return on Equity

RolC Return on Inested Capital

SDG Sustainable Development Goals

SIBOR Singapore Interbank Offered Rate
UNEP FI United Nations Environment Programme Finance Initiative
WTO World Trade Organisation

WWF World Wide Fund for Nature
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