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Detailed Recommendations 4: Strengthen Discounted Green Loans

Interest rate discounts for green loans are an effective measure to stimulate private investments
more than ten times the size of a relatively small fiscal initiating fund. China has continuously
stepped up its efforts on energy conservation and environmental protection and issued dozens of
policies on fiscal spending. Nevertheless, current fiscal spending on energy conservation and
environmental protection is dominated by direct subsidies while fiscal spending of interest rate
discounts represents a relatively low share and the policy of interest rate discounts exists but
plays a relatively limited role. We believe that in order to bring about more private investments
with the incentive of a limited fiscal fund, efforts should be made to increase the application of
fiscal interest rate discounts in the sector of energy conservation and environmental protection

and improve the highly efficient fiscal interest rate discount mechanism for green loans.

(1) The case for creating an efficient government interest rate discount mechanism for

green loans

Also known as discounted loan interest rates, interest rate discounts refer to the government
policy of offering subsidies on the interest rates of loans in certain sectors by certain proportions
(partial or total) to support the development of these sectors. In the current composition of fiscal
spending on energy conservation and fiscal spending, direct government subsidies for products
account for a significant share while fiscal spending of interest rate discounts remains insignificant

with a limited the scope of application.
1. Characteristics and effectiveness of interest rate discounts

First, interest rate discounts serve as a leverage to stimulate private investments. As an indirect
mechanism to steer private investments, interest rate discounts have a strong leverage effect.
Theoretically speaking, leverage effect = volume of private investments induced by interest rate
discounts [ interest rate discounts = 1/ interest rate discount ratio. The government may stimulate
a significant amount of investment using a relatively small amount of initiating fund under the

interest rate discount policy.

For instance, it is assumed that the annual loan interest rate of financial institutions is 10 percent
while a project requires an investment of one billion yuan yet is only able to afford 5 percent of
annual interest rate. Obviously, this project cannot receive commercial bank lending under
market-based operations. However, if the fiscal policy of interest rate discount is followed to
subsidize 5 percent of interest rate, the bank would be willing to offer the loan at an interest rate
of 10 percent while the project would be able to be financed without incurring additional interest

spending. In this process, the government only pays an interest rate discount of 50 million yuan to
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enable the utilization of financial capital worth one billion yuan with a leverage effect of 20 times,

which effectively supports project development.

Second, interest rate discounts have steering and stimulating effects. They represent both a
government investment activity and a fiscal incentive. As a mechanism whereby the government
indirectly steers investments, interest rate discounts reflect government economic intentions
without affecting the decisive role of the market in resource allocation and, by sending signals to
private capital, mobilizes and steers private investments towards areas in line with national policy
intentions. While alleviating corporate interest payment burdens, interest rate discounts have also
reduced the risks of loan recovery for the banks and thus increased loan payment ratio. Hence, the

policy of interest rate discounts has powerful effects of steering and stimulation.

Third, interest rate discounts have a low-risk advantage. Different from the inefficiency and great
risks of financial losses that may arise from fiscal direct investments, interest rate discounts act as
an initiator of corporate, bank and private investments at the cost of a relatively small initiating
fiscal fund and project investors and loan issuance banks are also concerned with the investment
return and thus will strive to mitigate risks. Given the relatively small share of spending on interest
rate discount in project development capital, losses of public finance will be limited to the funds
for interest rate discount even if an investment project fails. This will reduce or lock up the risks of

fiscal subsidies.
2. Defects exist in current direct fiscal subsidies for environmental companies

In recent years, China has implemented a series of policy measures of environmental protection,
energy conservation and emission abatement. Dozens of fiscal spending policies have been
introduced and fiscal spending composition has been adjusted to promote energy conservation
and efficiency, development of new energy and renewables, efficient and integrated resource
utilization and circular economy, emission abatement and environmental protection. Between
2007 and 2012, the Chinese central government allocated more than 400 billion yuan to support

China’s green and low-carbon development.

Nevertheless, most of these fiscal spending policies are direct point-to-point subsidies or
incentives such as fiscal incentives for energy conservation technology renovation, central fiscal
incentives for phasing out backward capacities, fiscal incentives for contract energy management,
fiscal subsidies for the development of demonstration projects by the energy management
centers of industrial enterprises, ad hoc funds of energy conservation and emission abatement in
public transport sector, ad hoc fund for energy conservation and emission abatement in civil
aviation sector, fiscal subsidies for the promotion of efficient lighting products, fiscal subsidies for

energy efficient home appliances, ad hoc fund for circular economy, etc.

Without doubt, these fiscal policies have played a proactive role in promoting energy
conservation, reducing emissions and achieving green and low-carbon development. However,

many flaws and problems also exist in the direct fiscal subsidies for enterprises, including:
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First, green development involves numerous areas and policy issuance is frequent and
fragmented. Lack of policy coordination and planning, together with repetitive policy-making in

various areas, has led to inefficiency in environmental policy-making.

Second, point-to-point fiscal subsidies to companies gave rise to backdoor connections and
corruption. Some government employees may not obtain a complete, accurate and truthful

picture of all the enterprises that apply for such incentive measures.

Third, companies have focused on the ex-ante applications of direct fiscal subsidies yet neglected
project implementation and effectiveness. According to the audit results of energy conservation
and environmental protection projects conducted by the National Audit Office for 1,139 energy
conservation and environmental protection projects in 10 provinces, 44 projects involving 1.587
billion yuan of project funds implemented by 42 companies and entities failed to meet the
expected effects of energy conservation and emissions abatement due to unrealistic design
objectives and inadequate supervision and management during project implementation. A few
enterprises and project implementation agencies successfully received project funds worth 141
million yuan by providing misstatements and fabricating information and misused ad hoc funds
worth 129 million yuan for activities not related to energy conservation and emission abatement

such as daily office administration and corporate operation.

3. Interest rate discounts can lead to multi-win results for enterprises, banks and government

finance

With interest rate discounts, companies can reduce financing cost and increase profitability in
making green investments. Interest rate discounts provide an expectation of robust development
for subsidized industries and projects, which will attract more private investments into green

sectors and provide a stronger financial support to relevant industries.

In conducting their financial business operations, banks mainly consider the safety, profitability
and liquidity of financial assets. By offering interest rate discounts, the government will cover loan
interests in part or in full to alleviate the interest payment burdens of companies, increase loan
payment ratio and reduce the risk aversion of financial institutions for loans, and thus incentivize

lending by financial institutions.

Compared with direct subsidies, interest rate discounts can achieve greater social benefits at the
cost of a minimum amount of interest rate discount funds on the part of the government,
incentivize a much greater amount of private investments and thus optimize the allocation of
social resources. Meanwhile, under the interest rate discount mechanism, professional
commercial banks and other economic entities will assume the responsibility of project screening

and to some extent reduce the responsibilities of fiscal management and supervision.
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(1) Creating an efficient government interest rate discount mechanism for green loans
1. Interest rate discount policy for green loans will exist in the long run

China began to implement the policy of interest rate discounts for loans back in 1984. For instance,
these interest rate discounts were extended to certain technology upgrade projects encouraged
by the government. Afterwards, with deepening understanding, the interest rate discount policy
was applied more extensively and played a proactive role in many areas such as steering private
investments towards infrastructure construction. Currently, the fiscal policy of interest rate
discount has been employed by the central government in such areas as: investments under
central budget; capital construction projects; infrastructure projects; technology upgrade
projects; grain and cotton production; ethnic goods; state-run farms in border and poverty-
stricken areas; national tobacco reserves; national seed reserves for disaster relief and
preparations against natural disasters; national key scientific and technological research projects;
integrated agricultural development; raw milk procurement; poverty relief; water conservation
and irrigation; tourism; services; importing; guaranteed small loans; national educational loans;
post-disaster reconstruction; forestry; recycled and energy efficient building materials; energy

conservation of public buildings; and environmental protection.

Interest rate discount policies related to green loans can be divided into the following five
categories. First, Interim Administrative Measures for Interest Rate Discounts of Central Finance
(Fiscal Budget [2001] No0.388), which aims to enhance the management of fiscal interest rate
discount funds, increase their efficiency and create an internal restraint mechanism; second,
Administrative Measures for Interest Rate Discounts of Loans for Technology Upgrade Projects (the
Ministry of Finance [2002] Decree No.26), which explicitly covers projects of energy conservation,
emission abatement and environmental protection; third, Interim Administrative Measures for Ad
hoc funds of Energy Conservation Projects of Government Office Buildings and Large Public Buildings
(Finance and Education No.558 [2007]), which regulates the spending of interest rate discounts
for the energy efficiency renovation of buildings; fourth, Interim Measures for the Management of
Fiscal Subsidy Funds for Recycled and Energy Efficient Building Materials (Finance and Construction
[2008] No.677), which provides interest rate discounts for capacity expansion by enterprises of
recycled and energy efficient building materials; fifth, Administrative Measures for Interest Rate
Discount Funds Offered by Central Finance for Loans of Infrastructure Projects in National-level
Economic and Technological Development Zones and National-level Border Economic Cooperation
Zones (Finance and Construction [2012] No.94), which explicitly cover environmental projects of
wastewater and domestic waste treatment in the development zones and energy system
optimization projects, residual heat and pressure utilization projects, green lighting projects and
other key energy conservation projects implemented by the development zones to conserve

energy.

2. Application of interest rate discounts is relatively limited
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As mentioned above, the Chinese government extensively provides direct fiscal
subsidies/incentives in various ad hoc funds of energy conservation and environmental protection
while interest rate discounts for loans are mainly provided in some emission abatement and

renovation projects.

According to the provisions of the guidelines on the application for ad hoc funds of environmental
protection, aside from the desulphurization and denitration technology renovation projects of
coal-fired power plants, interest rate discounts also apply to other projects and should receive
priority support. According to this regulation, interest rate discounts for loans are actually

applicable to all pollution prevention and treatment projects.

According to relevant regulations on local ad hoc funds of environmental protection, interest rate
discounts for loans should be adopted in principle for pollution treatment projects or major
pollution abatement projects, i.e. companies are encouraged to conduct pollution treatment with
various loans mainly for the capital construction and equipment procurement of pollution

treatment projects.

Judging by the actual use of the central ad hoc fund for environmental protection, interest rate
discounts for loans have a limited scope of application. According to regulations, interest rate
discounts for loans should apply to the desulphurization and denitration technology renovation
projects of coal-fired power plants, yet the employment of interest rate discounts is relatively rare
for other types of projects. As for the local ad hoc funds of environmental protection, some
regions have prescribed the ways to support interest rate discounts for loans and some other
regions have even called for complete interest rate discounts for key projects of emissions
abatement. Based on our information, however, not many regions have actually employed
interest rate discounts for loans. Some regions have even deleted provisions on interest rate
discounts in revising their administrative measures for ad hoc funds of environmental protection

afterwards.
3. Recommendations on perfecting interest rate discounts

According to our preliminary analysis, employment of interest rate discounts in the ad hoc fiscal
funds of environmental protection has been inadequate and progressing slowly mainly due to the
following reasons: First, the demanding requirements on the application materials for interest rate
discounts. For pollution treatment infrastructure projects, loans for interest rate discounts must
be used for the construction of pollution treatment infrastructures rather than manufacturing
facilities, which are difficult to differentiate in reality and relevant documents of proof cannot be
provided to the banks. Second, interest rate discounts for loans generally have a short duration of
effectiveness involving a relatively small amount of interest while preparations of relevant
application documents are costly for the applicants. As a result, not many companies have
bothered to apply for interest rate discounts. Third, further expansion of interest rate discounts
has been hampered by the limited human resources and expertise of fiscal authorities for

evaluating candidate projects.
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We would like to propose the following recommendations on improving the efficient fiscal

mechanisms of interest rate discounts for green loans:

1. Expand the use of interest rate discounts in the fiscal spending on energy conservation and

environmental protection and expand the scale of fiscal funds for interest rate discounts.

2. Create a communication and information sharing mechanism between government finance

departments, banks and environmental protection agencies; streamline and optimize the

decision making process for issuing green credits and loan discounts; and specify the

responsibilities of the various stakeholders.

3. Improve the development of interest rate discounts, including:

a)

b)

d)

Moderately increase interest rate discount ratio. Current requirements often stipulate that
the discounted rate cannot be higher than the same-period lending benchmark rate
issued by the PBoC or the lending rate of commercial banks; while other policies set limits
based on the current year’s real interest rate but have a ceiling of 3 percent. We
recommend that the real interest rate be used as the upper limit for discounted rates for
green loans, and the discounted rate should be applied to the full borrowing amount.
Identify an appropriate duration of interest rate discounts. At present, the discount interest
rate policies provided for by the central government are in general shorter than three
years, which greatly limits their application. We recommend the removal of the artificial
three-year limit and that the discounted rate should be in effect based on the factual
information relating to the green loans.

Identify a list of projects that have access to discounted interest rates on loans, and simplify
and accelerate the review and approval process for projects matching the listed types.
Improve relevant supporting measures and provide certain risk compensation to banks
making the loans, including:

o Aguarantee system for green loans with certain fiscal support;

o Third-party evaluation system; enhancing the supervision and review of green
loans;

o Result-based monetary incentives to performing projects and banks in addition to
applying discounted rate on the full amount of green loans.

o Pilot programs for the green finance divisions of commercial banks (or future green
banks) to manage interest rate discounts for green loans on behalf of fiscal
authorities (based on the experience of the German KfW Development Bank -
see below). Fiscal authorities may identify a few banks with professional
capabilities as authorized banks to receive interest rate discounts from central
and local governments. These authorized banks may develop green financial
products with low interest rates to be sold to other commercial banks. These
commercial banks may determine preferential interest rates according to
marginal credit risks and operational interest risks for credit issuance to support

projects in the area of energy conservation and environmental protection.
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Case study: KfW discounted loans

On behalf of the German government, the KfW Banking Group as a policy bank offers interest rate
discounts for environmental projects to serve as an efficient government subsidy fund. The KfW
Banking Group has its own banks in all of its three core business areas to provide loans, subsidies
and interest rate discounts, including the Mittelstands banks for SMEs and start-ups, the
Privatkunden banks for private clients in such areas as construction, housing and energy
conservation, and the Kommunal banks for municipal infrastructures and education.

1. Specific cases of interest rate discount program

The KfW Development Bank has adopted different practices of loan interest rate discounts in
various areas and projects. With the examples of CO, Building Rehabilitation Program and
Efficiency House Program, this column explains the specific practices of the KfW Development
Bank in providing loan interest rate discounts.

(1) CO, Building Rehabilitation Program

Between 1990 and 2006, Germany offered interest rate discounts for the renovation of existing
buildings under the CO, Building Rehabilitation Program, which resulted in a CO, emission
reduction of 24 percent. This project included 36,000 loans with interest rate discounts

amounting to €2.9 billion, secured or newly added about 225,000 jobs, reduced CO, emissions by
58 percent, and halved household heating costs. This interest rate discount program is considered
a huge success in Germany. Interest rate discount ratios are estimated specifically as follows:

The KfW Development Bank estimates profitable and preferential interest rates (profitable
interest rate referred to the loan interest rate for a financial product estimated according to the
principle of meagre profits and preferential interest rates refer to discounted interest rates) and
‘processes’ funds raised from capital markets into long-term financing instruments with low
interest rates to be sold to commercial banks for the latter to moderately adjust interest rates
according to the principle of meagre profits and provide green financial products and services
with interest rates and loan maturity periods more preferential than market average to terminal
clients in such areas of environmental protection, energy conservation and CO, emission
abatement

(2) Efficiency House Program

The Efficiency House Program was jointly implemented by the KfW Development Bank, the
German Energy Agency (DENA) and the German Federal Ministry of Transport, Building and Urban
Development (BMVBS). This program provides interest rate discounts for the adoption of new
energy standards of existing and new houses to promote energy conservation. Different ratios of
interest rate discounts are established depending on different housing prices. For instance, a
housing property can be entitled to an interest rate discount of 17.5 percent if energy
consumption is below 70 percent of new building standards and unit housing price does not

exceed €8,750. Higher energy efficiency corresponds to higher interest rate discounts ratios
between 7.5 and 17.5 percent and the amount of interest rate discounts for each housing property

ranges between €5,625 and €13,125.

Different from other supporting programs (under which individuals must apply for interest rate
discounts through commercial banks and the entitlement of interest rate discounts is not subject
to the income level of applicants), under the Efficiency House Program, applicants may directly
apply for interest rate discounts to the KfW Development Bank but must first provide technical
certification documents provided by qualified energy consultants.

2. Ensure effectiveness of interest rate discount programs

The German KfW Development Bank has put into place an explicit policy orientation and a series
of supporting measures to ensure the effectiveness of its interest rate discount programs. First,
the purpose of interest rate discount programs is to assist in national strategies for environmental
improvement and energy efficiency and operate under relevant laws and regulations; second, the
KfW Development Bank has provided powerful expert consultation services to financing parties
to ensure compliance with relevant standards in project implementation and mitigate project
risks. Third, in the area of energy efficiency, investments must be put into place before the
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entitlement of interest rate discounts for renewable energy; fourth, in the area of energy
conservation, preference is given to bundled credit products. Fifth, encourage innovation and
practical implementation. Sixth, make full use of the demonstration effect of public goods and
increase public environmental awareness.

Germany’s interest rate discounts have achieved positive effects for environmental protection
and energy efficiency projects. Using a relatively small amount of funds, Germany successfully
stimulated the construction and upgrade of a large number of environmental protection and
energy conservation projects with significant leverage effects. Meanwhile, project investors were
also able to obtain long-term loans at low interest rates while commercial banks benefited as well,
constituting a benign investment and credit cycle. It is worthwhile for China to reference the
practice of interest rate discount policy as an instrument to incentivize lending institutions and
borrowers, safeguard their respective interests and support energy conservation and
environmental protection projects in a targeted manner.

3. Inspirations for China: Improve the design of interest rate discount mechanism and magnify
policy effects

Currently, most investments in the sector of environmental protection in China are characterized
by the limited ratio and long cycle of investment return, incompatible credit revenues and risks for
banking sector and a lack of enthusiasm for environmental investments, which have dampened
the enthusiasm for investment in the area of environmental protection. Therefore, with reference
to the German experience, China should establish a green credit model supported by national
interest rate discounts, give full play to the ‘leverage effect’ of interest rate discounts and thus
attract more capital into the sector of environmental protection. The Chinese government may
authorize a few banks to develop different green financial products with low interest rates
supported by interest rate discounts from the central government to be distributed to other
commercial banks. Then, these commercial banks will determine preferential interest rates
according to marginal credit risks and operational interest rates for credit issuance in the area of
energy conservation and environmental protection to support projects on energy conservation
and emission abatement. In specific green lending projects, different financial products with
interest rate discounts should be designed according to the categories and sectors of applicants
while third-party institutions should be introduced to strictly review the qualifications of
applicants in order to ensure risk mitigation from the source. In addition, an expert team should
be introduced and organized to provide project consulting services to reduce project operational
risks.

www.kfw.de/inlandsfoerderung/Unternehmen/Energie-Umwelt/index-2.html
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THE GREEN FINANCE TASK FORCE

The Green Finance Task Force was initiated by People’s Bank of China (PBC) Research Bureau and the
UNEP Inquiry into the Design of a Sustainable Financial System in 2014. The Task Force brought together
leading Chinese financial policy and regulation experts together with experts from the private sector,
academia and think tanks, as well as international experts.

A number of organizations have lent great support to this Task Force, chief among them are Chongyang
Institute for Financial Studies of Renmin University, the Ecological Finance Research Center at the Renmin
University of China, the Eco Forum Global, the International Institute for Sustainable Development, the
Green Credit Special Committee of China Banking Association, and China Finance 40 Forum.

Advisor: Pan Gongsheng, Deputy Governor, People’s Bank of China

Domestic Convener: Ma Jun, Chief Economist, Research Bureau, People’s Bank of China
International Convener: Simon Zadek, Co-Director, United Nations Environment Programme Inquiry
into the Design of a Sustainable Financial System
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