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Key Takeways

How can fiscal policy help
make Covid-19 recovery
sustainable, inclusive and
resilient?

The Covid-19 pandemic has created unprecedented challenges for countries worldwide. At the same time,

it has underscored the importance of driving transformation through a green recovery and the opportunities
to do so. Finance ministries and fiscal policies play a crucial role in shaping this recovery. While many
governments have mobilised substantial fiscal resources to tackle socio-economic impacts of the pandemic,
recovery packages have tended to perpetuate existing trends in spending and do not close the investment gap
to tackle the climate and biodiversity crises. Against this backdrop, this report identifies four central
challenges and action areas for advancing a green fiscal recovery:

1. Reforming fiscal rules to tackle limited fiscal space: Countries’ abilities to mobilise resources strongly

depends on their fiscal capacities, which have decreased significantly due to the impacts of Covid-19.

High debt servicing payments can lead to investment traps for poorer countries. Fiscal spending rules need
sustainable and controlled options for relaxation in order to increase fiscal space for green measures only.
This can include: implementing flexible standards, weighting sustainability of measurements against fiscal
space, shifting fiscal ratios, employing the public sector net worth or establishing a Green Golden Rule.

2. Green public financial management for a holistic green recovery: Integrating green public financial

frameworks can merge fiscal, social and green considerations, using tools such as: the Climate Budget
Tagging (CBT) framework, green procurement systems, green taxation (e.g. carbon taxation) and
incentivisation of biodiversity and climate-friendly activities, e.g. in the waste and building sectors.
This can help linking existing national development plans, Covid-19 recovery efforts, National Biodiversity
Strategies and Action Plans (NBSAPs), Nationally Determined Contributions (NDCs) and long-term green
finance strategies.

3. Carbon pricing as an instrument for a sustainable recovery: Finance ministries can establish carbon

prices and carbon markets to internalise the cost of greenhouse gas (GHG) emissions caused by compa-
nies and citizens. If combined with distributional measures, this can reduce negative externalities and thus
mitigate GHG emissions while avoiding negative social impacts of such taxation. Similar market-based
instruments can be applied to other environmental externalities (i.e. related to ecosystem services).

4. Developing capacities and networks for integrated recovery actions: Reduced environmental budgets,

limited capacities and expertise exacerbate existing coordination challenges and conflicting viewpoints
between finance, environment and planning ministries in developing and executing green policies.
Governments and authorities can strengthen expertise and capacities through integrated teams, executive
coherence across relevant ministries, the establishment of activities and events among peer groups and
the assessment of gaps including plans on how to fill them.



A green recovery must go
hand in hand with green
fiscal policy

The COVID-19 pandemic has caused a worldwide health, humanitarian and economic

disaster. Global poverty levels rose for the first time since 1998, hundreds of millions of jobs

were lost and livelihoods destroyed, trade stalled and commodity prices dropped. Developing
countries were hit particularly hard by the twin supply and demand shocks of the pandemic.
Private finance fled in record amounts - about USD 700 billion in 2020, a drop 60% larger

than after the global financial crisis in 2008-09 — compounding the problem of fiscal space

already limited by rising public debt and debt servicing costs. Meanwhile, the climate and
biodiversity crises continue to worsen. According to the recently released sixth report by the
Intergovernmental Panel on Climate Change (IPCCJ, global warming of 1.5°C and 2°C will be
exceeded during the 21st century unless considerable reductions in CO2 and other GHG
emissions are made in the coming decades. The Global Assessment by the Intergovernmen-

tal Science-Policy Platform on Biodiversity and Ecosystem Services (IPBES) warns that the
unprecedented biodiversity loss we are witnessing today is expected to continue until 2050
and beyond in the absence of a transformative change.

A green recovery is vital for tackling both the economic consequences of the pandemic and
interrelated challenges of the climate and biodiversity crises. Experience suggests that
green recovery can catalyse additional biodiversity and climate finance, crowd in the private

sector and generate economic multipliers, especially in key climate change sectors and in

ecosystem restoration. Climate and biodiversity concerns have been embedded in the
political agendas of many advanced economies, as demonstrated by the recent enactment of
the European Climate Law, the European Green Deal and the US Executive Order on Tack-

ling the Climate Crisis at Home and Abroad. Many governments are mobilising fiscal and

monetary resources not seen out of wartime. These huge stimulus packages pose an
opportunity to maximise the positive impact of investments in the environmental sphere.
However, these commitments and resources cannot close the investment gap to tackle the
climate and biodiversity crises. Without making significantly more ambitious green recovery
efforts, countries face the risk of locking-in carbon-intensive, unsustainable modes of
production and consumption and a high degree of global warming throughout the rest of this
century.

Green recovery is a widely used term for packages of measures addressing the
social, economic and political consequences of the Covid-19 crisis in a way that sets a
course for long-term structural reforms and a transformative shift towards sustaina-
bility, biodiversity protection, resilience and climate neutrality.


https://blogs.worldbank.org/opendata/updated-estimates-impact-covid-19-global-poverty-looking-back-2020-and-outlook-2021
https://www.oecd-ilibrary.org/development/global-outlook-on-financing-for-sustainable-development-2021_e3c30a9a-en
https://www.oecd-ilibrary.org/development/global-outlook-on-financing-for-sustainable-development-2021_e3c30a9a-en
https://www.ipcc.ch/report/ar6/wg1/
https://www.ipcc.ch/report/ar6/wg1/
https://www.ipcc.ch/report/ar6/wg1/
https://www.ipcc.ch/report/ar6/wg1/
https://ipbes.net/news/Media-Release-Global-Assessment
https://www.imf.org/en/Publications/WP/Issues/2021/03/19/Building-Back-Better-How-Big-Are-Green-Spending-Multipliers-50264
https://ec.europa.eu/clima/policies/eu-climate-action/law_en
https://ec.europa.eu/info/strategy/priorities-2019-2024/european-green-deal_en
https://www.whitehouse.gov/briefing-room/presidential-actions/2021/01/27/executive-order-on-tackling-the-climate-crisis-at-home-and-abroad/
https://www.whitehouse.gov/briefing-room/presidential-actions/2021/01/27/executive-order-on-tackling-the-climate-crisis-at-home-and-abroad/

Finance ministries play a crucial role in the green recovery: They guide the design of
domestic fiscal policy, including providing immediate relief and attaching conditions to
recovery spending and stimulus packages such that it is channelled into green rather than
brown activities. They can also help ensure an inclusive, global green recovery through
coordinated action internationally. Moreover, both individually and collectively, they can
shape incentives to accelerate the transition of private finance toward green, sustainable
investments.

As part of the Green Recovery for Practitioners series (Box 2], this briefing looks at fiscal
responses to the Covid-19 pandemic and aims to identify entry points and approaches for
positioning climate and biodiversity aspects in fiscal policies for recovery. It first assesses
the greenness of the fiscal response to the pandemic before outlining key challenges for
integrating climate and biodiversity objectives into fiscal recovery. The challenges include:
(1) a lack of fiscal space, (2) the absence of integrated strategies and management for green
public financing, (3) putting a price on carbon emissions, and (4) the need to strengthen
institutional capacities and coordination between environment and finance ministries. We look

at these challenges and identify approaches, examples and concrete steps to tackle them.

A publication series for practitioners

This report is the third publication in the series Green Recovery for Practitioners. The
first part in the series, titled Setting the Course Towards a Sustainable, Inclusive and

Resilient Transformation, maps out key arguments in support of a green recovery and

the various components, stakeholders and instruments it might entail. The second

report Examples from around the World for Building Forward Better presents a

compilation of practical examples from countries worldwide. This third publication
offers an overview of challenges and opportunities for integrating climate and

biodiversity concerns into fiscal approaches to green recovery.


http://euroclimaplus.org/seccion-publicaciones/tipo-de-documentos/estudios-publicaciones-2/green-recovery-for-practitioners-setting-the-course-towards-a-sustainable-inclusive-and-resilient-transformation/viewdocument/237
http://euroclimaplus.org/seccion-publicaciones/tipo-de-documentos/estudios-publicaciones-2/green-recovery-for-practitioners-setting-the-course-towards-a-sustainable-inclusive-and-resilient-transformation/viewdocument/237
https://www.greengrowthknowledge.org/sites/default/files/2021-06%20-%20Examples%20from%20around%20the%20World%20for%20Building%20Forward%20Better.pdf

Assessing the fiscal
responses to the pandemic

Around the world, countries have mobilised substantial fiscal resources to tackle the
pandemic, although significant regional variation exists. President Biden unleashed the
US's largest-ever stimulus package, totalling USD 1.9 trillion (including fiscal and monetary
measures), which is estimated to be 4% of the country’'s Gross Domestic Product (GDP) in
2021. Meanwhile, through its EUR 750 billion recovery package, Next Generation EU, the EU
has established a centralised fiscal facility - the EUR 672.5 billion Recovery and Resilience
Facility (RRF), accounting for a total of 5% of the EU’s GDP. The RRF regulation requires that
at least 37% of spending in the individual member countries” Recovery and Resilience Plans

(RRPs) supports the green transition, with the remainder of the funding doing no harm to
the transition.

In many developing and emerging countries, fiscal spending has been much lower largely
because of limited pre-existing fiscal space and access to international capital markets.
In Latin American and the Caribbean (LAC), for example, countries mobilised significant
fiscal resources in response to the pandemic, reversing the fiscal conservatism of recent

years. Fiscal recovery packages totalled USD 485 billion across 26 countries, with the

average package in the region accounting for approximately 8.5% of GDP. However, this
average is less than half of what most advanced economies spent and is heavily weighted
by a few large packages in countries such as Brazil. In emerging market economies,
countries incurred USD 3.4 trillion in debt in 2020, which is 35% higher than the average of
all five previous years.

Recovery spending falls short of closing the gap to counter climate change and environ-
mental degradation, however (Box 3). Investments of between USD 180 billion and

USD 300 billion are estimated to be required annually for adaptation alone up to 2030 along
with USD 2.7 trillion per year to achieve low-carbon transport pathways, over USD 1.6 trillion

to USD 3.8 trillion in new investments for the supply side of the global energy system by 2050

and an estimated average of USD 711 billion per year to reverse the decline of biodiversity by
2030. However, lessons from past crises suggest that green stimulus policies often have
advantages over traditional fiscal stimuli. For instance, it is estimated that, compared with
fossil fuels, renewables generate more jobs in the short term, boosting spending, demand

and GDP also, every dollar spent on nature restoration leads to at least USD 9 economic

benefits. In tmhe long term, renewables make more efficient use of labour, which, coupled
with fuel savings, generates positive effects on the economy related to increased access to

clean energy. There is evidence that the green recovery has generated positive economic

signals and attracted additional finance - including from the private sector - which is key to

stimulating the economy and closing the biodiversity and climate investment gaps.


https://www.brookings.edu/blog/up-front/2021/01/28/the-macroeconomic-implications-of-bidens-1-9-trillion-fiscal-package/
https://www.brookings.edu/blog/up-front/2021/01/28/the-macroeconomic-implications-of-bidens-1-9-trillion-fiscal-package/
https://ec.europa.eu/info/sites/default/files/economy-finance/1_en_act_part1_v9.pdf
https://economics.rabobank.com/publications/2021/june/eu-recovery-fund-officially-ready-for-take-off/
https://publications.iadb.org/publications/english/document/2021-Latin-American-and-Caribbean-Macroeconomic-Report-Opportunities-for-Stronger-and-Sustainable-Postpandemic-Growth.pdf
https://www.oecd-ilibrary.org/sites/0bac8d21-en/index.html?itemId=/content/component/0bac8d21-en
https://gca.org/reports/
https://gca.org/reports/
https://tcc-gsr.com/financing/
https://www.climatepolicyinitiative.org/wp-content/uploads/2019/11/2019-Global-Landscape-of-Climate-Finance.pdf
https://www.climatepolicyinitiative.org/wp-content/uploads/2019/11/2019-Global-Landscape-of-Climate-Finance.pdf
https://www.paulsoninstitute.org/key-initiatives/financing-nature-report/
https://www.paulsoninstitute.org/key-initiatives/financing-nature-report/
https://www.smithschool.ox.ac.uk/publications/wpapers/workingpaper20-02.pdf
http://wedocs.unep.org/xmlui/handle/20.500.11822/31813
http://wedocs.unep.org/xmlui/handle/20.500.11822/31813
http://blog.investchile.gob.cl/chile-is-the-most-attractive-country-for-investment-in-renewable-energies
http://blog.investchile.gob.cl/chile-is-the-most-attractive-country-for-investment-in-renewable-energies

How green is recovery spending?

According to the Global Recovery Observatory, 21.5% of recovery spending

by 50 leading economies can be considered ‘green’.

Total spending*:
USD 16.64 trillion

Recovery spending
USD 2.33 trillion

Green recovery spending
USD 0.5 trillion

*Public spending by 50 leading economies (figures as of 29 September 2021).

Yet recovery packages have tended to perpetuate pre-Covid trends. In general, government
responses to the Covid-19 crisis have tended to intensify patterns that existed prior to the

pandemic: countries that already heavily subsidised the production of fossil fuels have in-
creased this support, such as the US, Russia, Turkey and Indonesia, while those with stronger
commitments to a transition to clean energy are now using stimulus and recovery packages to
accelerate this shift, including Germany and France. According to the Economic Commission
for Latin America and the Caribbean (ECLAC]), this is also the case in LAC, where - instead of
advancing towards sectors that support a net-zero transition - recovery spending is largely
characterised by a return to reliance on the primary sector and commodities.

What fiscal measures have been used in Covid-19 recovery
packages?

Green fiscal policy relies on a wide range of funding and spending measures to raise
revenue while also furthering climate mitigation and adaptation efforts as well as halting
and reversing biodiversity loss. These measures include 1) taxation, loans, fees, fines or
the sale of (exchangeable) permits on the funding side and 2) budgetary expenditure or
subsidies on the spending side. OECD member-, accession- and key partner countries used
a wide variety of fiscal measures throughout 2020 and 2021 to tackle the pandemic, mostly
grants and loans, followed by tax reductions and subsidies, of which most measures are in

the energy and transport sector or affect multiple industries (Figure 1).


https://productiongap.org/
https://productiongap.org/
https://recovery.smithschool.ox.ac.uk/tracking/
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Total funding volume for fiscal measures likely to have a positive and/or negative environmental impact across
different sectors. Most (positive) measures are in the energy, ground transport and construction sector, cover multiple
sectors or address the economy as a whole. Other sectors, such as agriculture or waste management, however, are
covered substantially less. Source: OECD.

Note: “Multiple or other” category includes economy-wide or non-specific measures.

In choosing fiscal approaches to the green recovery, it is useful to distinguish
between its different temporal phases: rescue, recovery and consolidation.

* In the rescue phase, fiscal policies focus on providing immediate relief spending to
prop up households and businesses through the crisis (short-time work schemes,
support to firms and assistance to households).

» The recovery phase aims to tackle both growth and demand to bring the economy
back on track. Many industrialised countries have already introduced long-term
economic stimulus measures, as have some emerging economies. In others,
stimulus and recovery efforts are still being debated and contested.

» The consolidation phase goes beyond fiscal instruments to address broader public
financial questions on how to manage debts and consolidate budgets while at the
same time bringing public finances further into line with environmental goals. Green
public financial management, including green budgeting and the reform of fiscal
rules, debt management and restructuring, debt swaps, tax reforms and longer-

term public investment programmes play a significant role here.


https://www.oecd.org/coronavirus/policy-responses/the-oecd-green-recovery-database-47ae0f0d/
https://www.unep.org/resources/publication/are-we-building-back-better-evidence-2020-and-pathways-inclusive-green

Reforming fiscal rules to
tackle imited fiscal space

What is the challenge?
A lack of fiscal space, decreasing tax revenue and rising
debt servicing costs

Financing the green transition is partly about mobilising additional resources. While most
advanced economies can continue to issue debt at record low interest rates, many other
countries face volatile, expensive and pro-cyclical capital markets. Access to international
capital markets is limited for many developing countries and has closed off entirely for some

governments.

Investments come with increasing debt servicing and capital costs in developing and
emerging countries. Global asset managers and investment firms profit from emerging
market government bonds. The relatively high coupons are due to the greater risk in
developing countries, leading to a ‘climate investment trap” when high debt servicing and

low fiscal space come together.

In the wake of the Covid-19 pandemic, decreasing tax revenue due to reduced production
and household income as well as specific tax cut measures pose an additional challenge in
promoting green policies. The reasons lie in reduced demand - and thus production - due to
compulsory confinement measures, reduced wages and thus household incomes and
declining commodity prices (e.g. for crude oil) that have affected export revenues. Tax cuts
and deductions are designed to sustain some activities, but they also entail detrimental
effects on GDP, the budget available for recovery, sustainability, biodiversity protection,
resilience and climate neutrality. In contrast, direct transfers to households (including public
cash transfer programmes, Box 4] and companies to sustain production and employment
levels have proven to be more effective, with better economic, social and environmental

impacts.

How can it be approached?
Reforming fiscal rules for a green transition

Fiscal rules are rules set by a government to limit its own spending. They impose con-
straints on spending, particularly in good economic times, to ensure fiscal responsibility and

debt sustainability. Fiscal rules generally involve putting numerical limits on budgets,
including elements such as debt and deficit spending as a share of GDP. Relaxing those
rules in a sustainable and controlled way while taking environmental implications into

account enables governments to increase deficit and debt-based expenditure and thus


https://www.bloomberg.com/news/articles/2021-07-02/green-finance-isn-t-going-where-it-s-needed
https://www.imf.org/external/datamapper/FiscalRules/map/map.htm
https://www.imf.org/external/datamapper/FiscalRules/map/map.htm

Reforming fiscal rules to tackle limited fiscal space

increases fiscal space. Reforming such rules by expanding fiscal space to invest in decar-
bonisation, climate resilience and biodiversity rehabilitation is a crucial component of a

green fiscal recovery.

Which countries can we learn from?
Examples

In March 2020, the European Commission recommended that EU fiscal rules be relaxed -
specifically to activate the general escape clause of the Stability and Growth Pact (SGP) -

to help member states finance the recovery. The SGP binds EU members to budget deficit
and debt limits to ensure fiscal stability. This is because of a combination of changing
international consensus and realities — debt levels increasing everywhere, interest rates
much lower in OECD economies, a growing recognition that the world needs significant
amounts of green investment - and in connection with this a softening of key members’
positions on fiscal policy since the advent of the crisis. The balance of power between
countries with low debt-to-GDP ratios and countries with high debt-to-GDP ratios has
shifted dramatically; the 60% debt-to-GDP (percentage of governmental debt in relation to
the country’s GDP) ceiling is no longer seen as a tenable benchmark - it does not relate to
the inherent greenness of a financed measure and thus complicates the differentiation

of financing for positive or negative measures. EU members have tacitly agreed that govern-
ments can take on more debt to finance expenditure. This opens up space to significantly
increase public investment in green activities (see potential policy interventions below).

Similar to EU members and other countries, many LAC countries have also initiated
debt-financed recovery spending by relaxing fiscal rules and have taken advantage of the
flexibility within their fiscal institutions to finance increased deficit spending. Ten out of the
11 LAC countries that have established fiscal rules and an escape clause (the ability to
suspend or temporarily not meet a given fiscal rule) have exercised this clause during the
pandemic. Most countries have expressed their intention to return to the fiscal rules in 2021;

the rest are planning to do so in 2022 or later.

Many other emerging countries have also relaxed fiscal rules to help finance the recovery.
For example, Indonesia has paused its 3% of GDP budget deficit cap for 2020-2022 to provide

policymakers with more fiscal breathing room. Members of the West African Economic and
Monetary Union (UEMOA: Benin, Burkina Faso, Cote D’lvoire, Guinea-Bissau, Mali, Niger,
Senegal, and Togo) recently suspended the union’s fiscal framework, including the 3% of

GDP deficit ceiling. Ghana suspended its rule limiting the fiscal deficit to 5% of GDP in line

with its Fiscal Responsibility Act.


https://www.finance-watch.org/publication/navigating-the-maze/
https://publications.iadb.org/publications/english/document/2021-Latin-American-and-Caribbean-Macroeconomic-Report-Opportunities-for-Stronger-and-Sustainable-Postpandemic-Growth.pdf
https://publications.iadb.org/publications/english/document/2021-Latin-American-and-Caribbean-Macroeconomic-Report-Opportunities-for-Stronger-and-Sustainable-Postpandemic-Growth.pdf
https://www.fitchratings.com/research/sovereigns/indonesia-relaxes-fiscal-rules-in-response-to-coronavirus-07-04-2020
https://www.elibrary.imf.org/view/journals/002/2021/050/article-A003-en.xml
http://www.faapa.info/blog/parliament-suspends-fiscal-responsibility-rules-for-2020/

What steps can practitioners take?
Potential policy interventions

The pandemic has opened up previously limited political space to reform fiscal rules in
order to accelerate the green transition. National governments should take advantage of
this political space to reshape fiscal rules with green criteria. Policy recommendations
formulated by the European NGO Finance Watch include:

» Replace arbitrary fiscal limits with more flexible fiscal standards.

» Weigh up long-term environmental and social sustainability against short-term fiscal
sustainability within those standards.

» Consider shifting the focus from debt-to-GDP ratios towards debt servicing costs-to-GDP
or interest cost-to-GDP ratios.

» Enhance the quality of spending through better accountability by employing the concept of
public sector net worth (PSNW]) rather than public sector debt.

» Implement a ‘Green Golden Rule’ that exempts green public investment from the con-

straints of fiscal rules (such investments could be defined by taxonomies that are emerg-
ing in multiple jurisdictions, e.g. in the EU and Chile and/or NDCs).

 Practitioners can help support these recommendations by: assessing what types of fiscal
standards may be appropriate for their given country/policy context; supporting knowledge
sharing and peer learning on some of these concepts, including PSNW across relevant
ministries (e.g. ministries of finance, economy and the environment); and exploring how to

best connect green fiscal rules with taxonomies of sustainable activities (e.g. setting up

Reforming fiscal rules to tackle limited fiscal space

expert and working groups, taking stock of policies and compiling good practices).

Enhancing public cash transfer programmes to contribute to climate
resilience and adaptation

Expanding cash transfer programmes during the Covid-19 pandemic can be a tool to boost climate resilience and to protect the
most vulnerable. nternational research shows that these types of emergency cash transfers are cost-effective and save lives.

Social protection can thus be a solution to address the impact of both Covid-19 and the climate and biodiversity crises. Among the
financing options available to governments are reserve funds, contingent credit lines, disaster insurance and bonds.

Examples include the mass cash transfer programmes in Ethiopia, Kenya and Uganda, which can make a strong contribution to the

capacity of individuals and households to absorb and anticipate the negative effects of climate change. Similarly, disaster risk
insurance funds can also be used to promote social protection and climate adaptation. Mexico's Natural Disaster Fund (FONDEN)
has been exhausted and the World Bank issued four catastrophe bonds totalling USD 485 million to shift some of the country’s risk

to international capital markets.

Countries can institutionalise this practice by making cash transfer programmes responsive to shocks, meaning that programmes
would automatically scale up amounts and be expanded to include additional beneficiaries following a crisis. By institutionalising
money transfers, governments will be able to respond in a more timely, orderly, efficient and transparent manner when the

next pandemic, earthquake or climate-related impact such as flooding strikes. To make these programmes effective, it will be
necessary to set rules on the scope and conditions for scaling up before disasters hit and to take financial steps in advance.

Practitioners can support government action in this area by assessing which financing options are most suitable for a given
transfer programme, learning from the best practices of well-established public transfer programmes and monitoring the
conditions that governments attach to programmes for their impacts on equity, climate and biodiversity.


https://www.finance-watch.org/wp-content/uploads/2021/03/one-framework-to-rule-them-all-primer.pdf
https://www.europarl.europa.eu/RegData/etudes/STUD/2020/614524/IPOL_STU(2020)614524_EN.pdf
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/sustainable-finance/eu-taxonomy-sustainable-activities_en
https://www.climatebonds.net/2021/05/taxonomy-roadmap-chile
https://blogs.iadb.org/sostenibilidad/en/cash-transfers-can-support-the-response-to-covid-19-and-build-resilience-to-climate-change/
https://www.die-gdi.de/uploads/media/DP_16.2019_01.pdf
https://www.worldbank.org/en/news/press-release/2020/03/09/world-bank-catastrophe-bond-provides-financial-protection-to-mexico-for-earthquakes-and-named-storms

Green public financial
management for a holistic
green recovery

What is the challenge?

Setting up green taxonomies and integrating climate and
biodiversity concerns into budgeting, financing and taxation
frameworks

Financing the green transition involves classifying climate and biodiversity effects of
existing and planned financial policies and tagging expenditures for their greenness.
However, many countries lack a classification system with a common language and a clear
definition of what is 'sustainable’ or ‘green’. This increases the difficulty of ending fossil fuel
financing and environmentally harmful subsidies. As part of the EU Sustainable Finance

Strategy and Action Plan, the EU taxonomy provides a framework that helps to direct

recovery spending to those economic activities that are consistent with the ideas of a green

recovery. This can serve as a blueprint for similar efforts in other countries.

Apart from classification systems, fiscal policies are also disconnected from climate change
and biodiversity policies. Many countries have not quantified the net costs and benefits of
greening their economies. As a result, laws or criteria for budget allocation do not integrate
climate change or biodiversity considerations and fiscal instruments continue to incentivise
harmful activities. Medium-term and long-term planning instruments, such as national
development plans and medium-term expenditure frameworks, need to integrate strategic
elements of environmental policy in order to green fiscal policies, expenditure allocation and

incentives.

In addition to the missing link between fiscal and environmental policy, many developing and
emerging countries also lack the financial and organisational resources to link this
integration to ‘green public financial management’. Moreover, the transition to a green

economy is costly and countries may temporarily reduce competitiveness in the process, as
a number of enabling conditions [i.e. changes in taxation, regulations, policies, market
conditions, skilled professionals, macro-economic approach) need to be in place before the
benefits are manifested. However, the green economy has the potential to increase competi-
tiveness in the long run, as it is less capital intensive and generates more employment,

income and value added compared with the traditional economy (Box 5).


https://ec.europa.eu/info/business-economy-euro/banking-and-finance/sustainable-finance/overview-sustainable-finance_en
https://ec.europa.eu/info/business-economy-euro/banking-and-finance/sustainable-finance/overview-sustainable-finance_en
https://www.imf.org/en/Publications/staff-climate-notes/Issues/2021/08/10/Climate-Sensitive-Management-of-Public-Finances-Green-PFM-460635

Why a green economy benefits climate and biodiversity, but also
economic development: evidence from the European Union

The green economy is a growing segment of the overall economy in the EU, covering producers of goods and
services across the economy that focus on environmental protection and resource management. Even though
the EU’s green economy is small (2.3% of GDP in 2018), it has been outperforming the overall economy since
2003. Statistics show that green economy activities grew rapidly from 2000 to 2018, with an average [infla-
tion-adjusted) real growth rate of 3.2% per year, whereas the overall economy expanded by only 1.4% annually.
Most of the green growth took place in 2000-2011, remaining strong during the 2009 financial crisis and in the
aftermath. During that period, employment in the environmental sector also grew much faster than in the
overall economy (by 40% compared with 10% overall), increasing from 3.1 million full-time employees in 2000
to 4.4 million full-time employees in 2018. Since 2014, gross value added in the environmental sector has been
growing by an average of 6% annually, thereby showing a higher growth rate than GDP in that period (1.3%).

Development of key indicators for the green economy
and the overall economy in the EU
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Eurostat defines the green economy, or environmental economy, as a heterogeneous set of producers of goods and
services aiming at the protection of the environment and the management of natural resources (see definition).



https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Environmental_economy_%E2%80%93_statistics_on_employment_and_growth&oldid=534359
https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Environmental_economy_%E2%80%93_statistics_on_employment_and_growth&oldid=534359
https://ec.europa.eu/eurostat/statistics-explained/index.php?title=Glossary:Environmental_goods_and_services_sector_(EGSS)

How can it be approached?
Developing integrated green public financial frameworks

N

To align fiscal priorities for recovery with climate and biodiversity targets, holistic green

public financial frameworks are needed. The International Monetary Fund (IMF] recom-

mends integrating green considerations throughout the entire budget cycle of government
spending. Ideally, this kind of green budget cycle is embedded in a sound legal framework
and encompasses the following steps: strategic planning and development of a fiscal
framework (including a long-term fiscal sustainability analysis, for example); budget
preparation (involving elements such as green impact assessments, green-responsive
programme budgeting and green spending reviews); budget execution and accounting
(including green tagging and performance monitoring); and control and audit from a green
perspective (Figure 3).

Ministries of finance can play a coordinating role, working with their environment counter-
parts in government and line ministries to devise a green taxonomy and establish a holistic
approach to green public financial management. If not yet defined, a green public financial
framework can be an opportunity to outline the development benefits of environmental

protection, integrating not only GHG emission reduction targets but also country’s existing

Green public financial management for a holistic green recovery

development and planning objectives.
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https://www.imf.org/en/Publications/staff-climate-notes/Issues/2021/08/10/Climate-Sensitive-Management-of-Public-Finances-Green-PFM-460635
https://www.imf.org/en/Publications/staff-climate-notes/Issues/2021/08/10/Climate-Sensitive-Management-of-Public-Finances-Green-PFM-460635
https://www.imf.org/en/Publications/staff-climate-notes/Issues/2021/08/10/Climate-Sensitive-Management-of-Public-Finances-Green-PFM-460635

Green public financial management for a holistic green recovery

Which countries can we learn from?
Examples

By adopting its 2019 Financial Strategy on Climate Change, Chile has devised an integrat-

ed climate finance strategy. The strategy outlines three pillars of work that cover topics

related to developing an investment plan, integrating climate criteria into public finance

processes, financial instruments and engagement with the broader financial ecosystem.
The strategy is an iterative process and can be updated over time as the country pursues
carbon neutrality by 2050.

The seven countries Bangladesh, Ghana, Indonesia, Kenya, Nepal, Pakistan and
the Philippines have applied the Climate Budget Tagging framework for green budgeting

implementation. Based on this, they have integrated green budget taxonomies in their

financial planning and policy processes.

South Africa is also making strides in this area with the South African Treasury publishing

a technical paper on financing a sustainable economy last year and the government also

establishing a working group to develop its own green finance taxanomy.

What steps can practitioners take?
Potential policy interventions

Policymakers can mainstream climate and biodiversity concerns in planning instruments,

climate finance strategies and public financial management more generally, e.g. by:

« Integrating climate change and biodiversity considerations into national or subnational

development plans, thus making it easier to align public financial management systems

(medium-term expenditure frameworks, annual budgets and fiscal laws) with green recovery
objectives. This is particularly true in the context of results-based budgeting, as the budget
is driven by the government'’s top objectives as expressed in national development plans.

» Using green public budgeting and procurements tools to evaluate the environmental

impact of budgetary and fiscal measures. Tools and approaches include: green budget
tagging, environmental impact assessments, carbon pricing, green perspective to spending
review and green perspective in performance setting.

» Enacting regulation to incentivise climate-friendly activities. Entry points may include

building and vehicle retrofitting, circular economy production and waste recycling.

 Practitioners can inform green public financial management by analysing existing
recovery plans to identify areas of opportunity. Together with relevant line ministries, they
can prioritise sectoral investments and policies, as well as opportunities for piloting new
approaches. International technical assistance and resources from multilateral banks and
bilateral agencies can provide funding to develop this work.

* It is equally important to identify areas with high carbon lock-in and biodiversity impact,
such as support for fossil fuels - including consumer subsidies, producer subsidies, and
public finance investment, and to make the case to reduce government spending in these
areas. Technical resources can help to develop supporting analytic evidence, e.g. in the
form of economic diversification analyses and fair transition plans for communities

dependent on fossil fuels.


https://cambioclimatico.mma.gob.cl/wp-content/uploads/2020/12/Financial-Strategy-on-Climate-Change-Chile-EN.pdf
https://cambioclimatico.mma.gob.cl/wp-content/uploads/2020/12/Financial-Strategy-on-Climate-Change-Chile-EN.pdf
https://www.undp.org/publications/knowing-what-you-spend-guidance-note-governments-track-climate-change-finance-their
https://www.undp.org/publications/knowing-what-you-spend-guidance-note-governments-track-climate-change-finance-their
http://www.treasury.gov.za/publications/other/Sustainability%20technical%20paper%202020.pdf
http://sustainablefinanceinitiative.org.za/wp-content/downloads/Stakeholder_Briefing_Document_9_October_2020.pdf
https://www.cakex.org/sites/default/files/documents/10%20propositions%20for%20success-%20integrating%20international%20climate%20change%20commitments%20into%20national%20development%20planning.pdf
https://www.oecd.org/environment/green-budgeting/OECD-Green-Budgeting-Framework-Highlights.pdf
https://www.bable-smartcities.eu/explore/solutions/solution/solution/energy-efficient-retrofitting-of-buildings.html
https://ec.europa.eu/environment/pdf/circular-economy/new_circular_economy_action_plan.pdf
https://www.oecd-ilibrary.org/sites/d8216b41-en/index.html?itemId=/content/component/d8216b41-en

Carbon pricing as an
iInstrument for a
sustalinable recovery

What is the challenge?
Putting a price on carbon

Putting a price on carbon is vital for paving the way for long-term green transitions by
internalising the social costs of GHG emissions. Carbon pricing presents multiple challenges
that need to be addressed through proper instrument design and a participatory process.

Carbon pricing puts a price on every tonne of GHG emitted on the basis of the ‘polluter pays’ principle:
emitters have to pay for the cost of carbon emissions. Higher costs encourage operators to reduce their
emissions by investing in and switching to low-carbon technologies. Carbon pricing can come in the form of a
carbon tax, an Emission Trading Scheme (ETS), internal carbon pricing or international carbon markets under
Article 6 of the Paris Agreement. To date, 64 carbon pricing initiatives are being implemented, including

carbon tax, ETS and internal carbon pricing, at both national and subnational levels.

Price setting must send the right economic signal. If the price is too low, regulated entities
or taxpayers may choose to pay the tax without perceiving the need to transform their
economic activities. If the price is too high, taxpayers or companies will face great economic

hardship, leading to undesired economic and distributional impacts.

Another essential challenge when introducing carbon pricing is acceptance by the public.
Revenues from a carbon tax or an ETS can be allocated to the general government budget or
used for fiscal consolidation. They can also be used to finance climate protection, investing
in green jobs and sustainable development. Careful use of revenue can greatly enhance
public acceptance of carbon pricing. A consultative and participatory process to include

stakeholder concerns in the design is also key to gaining acceptance.

Higher costs may translate into undesired distributional impacts on the economically most
vulnerable households. Any such effects can be alleviated by using the revenue to compen-
sate these groups. For effective, long-term and wide-ranging emission reduction, carbon
pricing needs to be combined with complementary policies, such as feed-in tariffs, invest-
ment and subsidies in hard-to-abate sectors, research and development, and com-
mand-and-control policies.



https://carbonpricingdashboard.worldbank.org/

Carbon pricing as an instrument for a sustainable recovery

A central risk of carbon pricing is carbon leakage. This may occur as enterprises,
confronted with increased costs and thus comparative disadvantages, transfer their
economic activities to another jurisdiction with lower or no taxes on carbon emissions.
In this case, overall emissions do not decrease, as regulated entities produce and
pollute from somewhere else. This risk can be reduced through careful policy design,

e.g. by including a free allowance for regulated companies.

How can it be approached?
Deploying carbon pricing to achieve a green recovery

Carbon pricing is a crucial policy instrument to achieve sustainable economic growth that
respects mitigation targets. It delivers an economy-wide signal that promotes investment in
low-carbon technologies, encourages operators to adapt their economic activities and
avoids locking in funding for fossil fuel-intensive sectors.

A carbon tax sets a tax rate per tonne of emission in each sector. Regulated companies or
consumers must pay the amount per tonne of emission. Taxation of carbon-intensive
sectors and activities generates revenues that can be used by governments. Revenues may
be used to ease the burden on consumers and to cushion the distributional effects of the tax
on socio-economically vulnerable groups. Revenues can also be invested in clean technolo-
gies (for instance in renewable energies or energy efficiencyl, thereby creating new, green
job opportunities. Careful recycling and use of revenue help to make the transition socially
just and more equitable while ensuring that investments are channelled into sustainable
activities that support a green recovery.

Carbon pricing can help to decarbonise emission-intensive sectors, switch to sustainable
economic activity and help support the most vulnerable groups of society. Although it is
not a silver bullet, it is a crucial instrument in the decarbonisation of our economies. Setting
the right price will be even more important once economies return to the growth patterns
seen before the COVID-19 crisis in order to avoid a return to previous emission levels.

The pandemic had a limited effect on carbon pricing instruments, demonstrating the
resilience of this policy instrument in the face of external shocks. In the European Union’s
ETS, the slowdown in economic activity caused a temporary drop in allowance prices.

Yet prices for allowances quickly recovered and have now climbed throughout the past year,
hitting an all-time high of USD 54 in April 2021.


https://www.reuters.com/business/energy/eu-carbon-price-hits-record-high-above-45-euros-tonne-2021-04-20/

Carbon pricing as an instrument for a sustainable recovery

Which countries can we learn from?
Examples

In 2014, Chile established a green tax covering stationary emission sources. In the context
of a larger fiscal reform in 2017, the Chilean Government updated its carbon tax to cover
more emitters. Today, the tax encompasses emitters beyond 25,000 tCO2 annually and/or
100 tonnes of particulate matter due to combustion processes per year. This modification
also included a new mechanism that sets out to provide flexibility to regulated entities
through a ‘cap-and-trade’ system. Emitters may now purchase domestic emission reduction
certificates from other projects and sectors. Regulation of the offset scheme is currently
under development, and the GHG emission limits might be implemented either as an ETS or

as a tradable performance standard.

South Africa became the first African nation to launch a carbon tax after Parliament passed

the Carbon Tax Bill in February 2019. The tax was delayed three times due to its unpopularity

with businesses and to the South African economy’s heavy reliance on coal. However,
multiple rounds of consultations and several changes to the proposal following stakeholder
input allowed it to reach this stage. The tax will apply to the industry, power, building and
transport sectors, irrespective of the fossil fuel used. In the first phase, the tax rate is
modest in order to give emitters time to transition to cleaner technologies. The carbon tax
Is therefore not expected to have any impact on the price of electricity. The tax is also
coupled with flexibility mechanisms, including tax-free thresholds, and allows the use of
carbon offsets for some activities [i.e. trade-exposed companies) to reduce their tax liability.
A review of the impact of the tax will be conducted after at least three years of implementa-
tion and will consider the progress made in reducing GHG emissions in line with the NDC
commitments. Future changes will also follow the consultative processes for all tax legisla-
tion. The South African carbon tax is one of the country’s key instruments to meet its NDC
pledge.

Mexico has had a carbon tax in place since the fiscal reform of 2013 was approved.

The carbon tax covers all fuels - except natural gas - and each of them is assigned a different
tax level, depending on its CO2 content. According to the Secretariat of Finance and Public
Credit, the tax is helping to reduce emissions and increase the Federal Government's budget
through tax collection. Mexico is also implementing the pilot phase of the ETS with the
support of the German Government, GIZ and the World Bank. This system covers direct CO2

emissions from entities in the energy and industry sectors generating at least 100,000 tCO2
per year. The initial phase of the ETS is a three-year period in which the pilot scheme will test
the system design in 2020 and 2021, followed by a transition year in 2022. The aim of the pilot
phase is to improve the quality of emissions data and build capacity in emissions trading for
entities covered - approximately 300 entities accounting for almost 40% of national emis-
sions. Input from this phase will be used to improve the design of the ETS before it becomes
fully operational. The operational phase is scheduled to start in 2023. Mexico also has a few
subnational carbon tax initiatives, such as the Baja California, Tamaulipas and Zacatecas

carbon taxes.


https://icapcarbonaction.com/en/?option=com_attach&task=download&id=723
https://www.4echile.cl/material-de-difusion/serie-de-folletos-instrumentos-de-precio-al-carbono/
https://www.reuters.com/article/us-safrica-carbontax-idUSKCN1Q81U8
https://www.reuters.com/article/us-safrica-carbontax-idUSKCN1Q81U8
https://www.giz.de/en/worldwide/68789.html
https://www.thepmr.org/country/mexico-0

Carbon pricing as an instrument for a sustainable recovery

What steps can practitioners take?
Potential policy interventions

Apply a carbon tax as a price-based instrument: setting a fixed unit price for each tonne
of GHG emissions that all regulated companies/sectors must pay.

Set up an emissions trading system (ETS) as a quantity-based instrument: impose
quantitative limits on total emissions and establish tradable rights to use the resource -
the price is then determined by the market. Regulated companies need a permit for every
tonne of emissions released, allocated or auctioned by the governments. Scarcity of
emission permits leads to trading of the certificates of the emitting entities, referred to as
‘cap-and-trade’. An ETS enforces a firm quantitative limit of the total emissions of a sector
or a complete economy, but the price is decided by the market. Similar to a carbon tax, an
ETS generates revenues for the government that can be used to promote a green recovery.
Reform the tax system by scraping fossil fuel subsidies and other financial support for

environmentally harmful sectors and industries.

« Attach green strings when bailing out companies: including more ambitious internal

emission reduction goals or an internal carbon price as a condition before bailing out

(fossil) industries.



Developing capacities and
networks for integrated
recovery actions

What is the challenge?
Strengthening institutional capacities and coordination
between finance and environment ministries

Environmental budgets are being cut in many parts of the world: Brazil has reduced the

budget available to the Ministry of Environment by 24% (other countries have made similar

cuts). Many finance ministries lack the capacity and/or expertise to integrate climate and
biodiversity concerns into policy. According to E3G’s ecosystem mapping, many finance

ministries lack the requisite environmental expertise to model climate and biodiversity risks
appropriately and assess the financing needs for net-zero economies, thus potentially
stalling the recovery processes. These challenges are particularly acute in many develop-
ing countries and in countries with smaller ministries and weaker institutions.

It is common that environmental ministries — as lead ministries for climate and biodiversity
policy - do not open the room to work together with Ministries of Finance to avoid loosing
leadership and budget. In addition, environmental ministries often do not speak the same
‘language’ of finance ministries, e.g. regarding economic planning and budgeting, making it

difficult to identify opportunities for collaboration.

These differences can exacerbate existing coordination challenges and conflicting view-
points between finance and environment ministries regarding green investments and other
fiscal recovery approaches.

How can it be approached?
Engaging in peer learning and partnerships to increase
alignment between finance and environment ministries

To help overcome capacity-related and institutional obstacles to greening fiscal policy and to
enhance coordination and common understanding between finance and environment
ministries, governments can engage in peer learning networks and partnerships, where they

can learn from one another, and can share data, expertise and best practices.
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https://www.theguardian.com/world/2021/apr/24/bolsonaro-slashes-brazils-environment-budget-day-after-climate-talks-pledge
https://www.theguardian.com/world/2021/apr/24/bolsonaro-slashes-brazils-environment-budget-day-after-climate-talks-pledge
https://www.e3g.org/publications/mapping-the-political-economy-of-the-global-financial-system/

Developing capacities and networks for integrated recovery actions

Which initiatives can we learn from?
Examples

Similar to the Network for Greening the Finance System (NGFS - a network of central banks

dedicated to greening monetary policy), the Coalition of Finance Ministers for Climate Action

brings together treasuries from around the world to tackle climate change. The Coalition
is expanding rapidly and recently announced several new members, including South Korea
and Japan, bringing the total number up to 60.

The Green Fiscal Policy Network facilitates knowledge sharing and dialogue on fiscal

policies for inclusive, green economies. As part of the NDC Partnership’s Economic Advisory

[nitiative, the Green Recovery Network connects more than 50 advisors supporting planning

and finance ministries in 34 countries in planning green recovery measures.

The LEDS Global Partnership launched a Community of Practice for Green and Socially

Inclusive Economic Recovery. The objective is to facilitate knowledge exchange among

practitioners from government ministries [national and sub-national), the private sector,
NGOs, industry and academia.

Indonesia organised several days of outreach and training for ministerial staff in order to

facilitate mutual understanding and peer-to-peer exchange. This included representatives of
five ministries and covered a seminar and a capacity building workshop on green fiscal policy.

Bringing together the expertise of five UN Agencies, the Partnership for Action on Green
Economy (PAGE] has designed and repurposed training resources to support countries in
building green and inclusive economic recovery strategies, including analytical tools and a
global policy training package of six freely available e-learning courses. In addition, the

PAGE-supported Green Learning Network as well as the three Green Growth Knowledge

Partnership (GGKP) Platforms on Green Finance, Green Policy, and Green Industry, help

stakeholders exchange and make evidence-based decisions on green recovery matters.

What steps can practitioners take?
Potential policy interventions

» Expand relevant policy expertise in finance ministries, including dedicated climate and
biodiversity teams if they have not already done so, in addition to ensuring coherence
across relevant line ministries (finance, economy, energy and environment).

» Develop capacity in environment ministries to promote the elaboration of economic
analyses as input to macroeconomic decisions made in ministries of economy and
finance, and to promote the inclusion of environmental priorities in fiscal policy through
dialogue with a common language.

» Governments can join relevant forums, look for environmental allies in the fiscal sphere
and organise activities and events within fiscal peer groups.

 Practitioners can support these kinds of efforts by identifying climate and biodiversity
expertise gaps within ministries, exploring existing platforms and assessing how their
resources can be useful for greening fiscal policy.


https://www.ngfs.net/en
https://www.financeministersforclimate.org/
https://greenfiscalpolicy.org/
https://ndcpartnership.org/economic-advisory-support
https://ndcpartnership.org/economic-advisory-support
https://ledsgp.org/2021/05/green-recovery-cop/?loclang=en_gb
https://ledsgp.org/2021/05/green-recovery-cop/?loclang=en_gb
https://www.international-climate-initiative.com/en/news/article/building_up_green_fiscal_policy_in_indonesia
https://www.un-page.org/ECONOMIC%20RECOVERY%20TOOLS
https://www.un-page.org/green%20recovery%20learning
https://www.greengrowthknowledge.org/initiatives/green-learning-network
https://www.greenfinanceplatform.org/
https://www.greengrowthknowledge.org/
https://www.greenindustryplatform.org/

Annex

Overview of E3G’s political economy mapping of the global
financial ecosystem

The think tank E3G has mapped the political economy of the global financial ecosystem.

It aims to assess how key countries and institutions make decisions on various aspects of
finance policy (e.qg. fiscal, monetary, financial regulation), analyse the interactions be-
tween countries and institutions, and identify opportunities for green reforms. This involves
desk research and stakeholder consultations on 14 specific “venues”. Due to a variety of
expertise and language constraints, E3G is working with a number of partners to carry out
some of the venue mappings:

E3G-led group Partner-led group
Central Banks (FRB, BoE, BoJ, ECB) China

European Commission Japan

Finance Ministers (G20-G7) Indonesia

IMF Brazil

us India

France Philippines
Germany

Ghana

E3G will continue to work with its partners to promote the policies above and push for a
climate-safe world, including a series of convenings to discuss opportunities and challenges

of financial reform in some of these countries (e.g. China, Japan, Indonesial.

The political economy mapping can help practitioners identify champions and blockers of a

green recovery in different countries and institutions and better understand some of the key
policy challenges and opportunities for greening national financial systems and the interna-
tional financial system.
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https://www.e3g.org/publications/mapping-the-political-economy-of-the-global-financial-system/
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