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Ssummary

Climate change is the biggest global challenge of our times. The speed and scale at which today’s
transition must take place to meet emissions reduction targets is unprecedented. Each country will
need to balance the investment needs associated with mitigation and adaption against creating
greater fiscal space to address the costs from climate change. The balance of these requirements will
vary across countries according to their vulnerability to climate change and the extent of structural
change necessary to transition away from fossil fuels.

For the UK to achieve net zero, investment needs to increase significantly across the economy.

The Climate Change Committee’s (CCC) Sixth Carbon Budget estimates around £50 billion a year of
additional investment is required up to 2050 to reduce emissions to net zero, and a further £10 billion
a year to adapt to a warming climate.

The seismic nature of the net zero transition necessitates a pivotal role for the public sector —
both in catalysing private investment and investing in the transition itself. Government will need to
leverage all the policy tools it has at its disposal, including regulation, tax, subsidies, public CapEx
and loans, to deliver this elevated level of investment. The right balance of these tools will be
different for each sector of the economy. There is no one-size-fits-all approach.

For the UK, the evidence clearly points to the need for greater use of fiscal resources - the nation’s
vulnerability to climate change is relatively modest, whereas its climate investment needs are
material. But the UK’s fiscal framework currently constrains policymakers’ ability to leverage fiscal
policy tools to unlock the additional investment required. The new Government’s proposed fiscal
rules require public sector net debt (PSND) as a percentage of GDP to be falling in the fifth year of
the Office for Budgetary Responsibility’s (OBR) five-year forecast, restricting headroom for the
necessary public investment.

Fiscal credibility is a function of many things: institutions; the fiscal outlook; the economic outlook;
but perhaps most importantly that the Government’s plans are considered sensible by the
investors purchasing the debt that will finance them.

In the case of climate, a different approach in which action is taken early is both sensible and
credible. OBR analysis suggests delay will increase the cost of the transition and, in the long term,
be fiscally worse. Acting early would also support any future UK industrial strategy, securing
comparative advantage in ‘green’ sectors and low-carbon technologies.

Policy banks are a specific policy tool that can help address many of the investment barriers faced
by net zero projects and businesses, including: financing early-stage, unproven technologies;
scaling up technologies at pace by bridging the financing gap between the initial wave of projects
and the second wave aimed at wider adoption; and providing market capacity by investing in
mature technologies if the market is struggling to deliver the quantum of investment required.

However, in the UK, the current PSND rule limits the effectiveness of the UK's policy banks as well as
investment. PSND captures the policy banks’ liabilities but ignores the financial value of their
investments. In effect, it treats financial investments as grants. This prevents UK policy banks from
sensibly leveraging their balance sheets, hampering their ability to invest to address climate change.
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International precedents favour a different fiscal approach to policy banks. In Europe, both the
German and French policy banks can deploy financial leverage largely outside of their national fiscal
rules. They have significantly bigger balance sheets than their UK counterparts. New Zealand and
Australia recognise the value of financial investments as well as liabilities in their key fiscal measures.

A better designed UK regime would allow the UK policy banks to deploy appropriately managed
leverage, provide stronger incentives for government to make financial investments, and remove
the current distortion in favour of guarantees. The bringing together of the UK Infrastructure Bank
and the British Business Bank under the new National Wealth Fund provides an opportunity to look at
a different and better approach.

Recommendations for reforming the fiscal framework to support greater net zero investment in
the medium term without damaging credibility or longer-term fiscal sustainability.

Recommendation 1 — Reform the UK’s fiscal framework to unlock additional public investment in
climate change while retaining fiscal credibility by:

Explicitly allowing debt to rise over the medium term.

Reducing the emphasis on public sector net debt as the key ‘stock’ metric in the

fiscal framework.

Extending the medium-term fiscal forecast from five to 10 years.

Learning lessons from the hypothecation of green revenues and proceeds from green
bonds to green expenditures to better manage the risks involved.

Ensuring the space created by a looser fiscal framework is smaller than the additional
climate investment required to demonstrate additional borrowing is not the sole solution.
Time-limiting these reforms through formal mechanisms in an updated Charter for
Budget Responsibility.

Recommendation 2 — Improve the effectiveness of the UK’s policy banks by removing them
from the UK’s fiscal rules so they can deploy balance sheet leverage to create the fiscal space
for loans and equity investments.

The Government has announced plans to bring together the UK Infrastructure Bank and
the British Business Bank under the umbrella of the National Wealth Fund.

The Government should take the opportunity to look at other reforms to improve the
effectiveness of this new merged bank, including by taking it outside of the UK’s fiscal
rules — in particular, the PSND rule.

This action would unlock space for the National Wealth Fund to increase its activities to
address the climate challenge — and, equally, to address other government priorities,
such as a more activist industrial strategy.
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1. Introduction

This report assesses the ability of the UK'’s fiscal framework to facilitate policymakers in their
leveraging of fiscal policy tools to unlock the additional investment required to meet net zero targets
and adapt to the impacts of climate change. The Climate Change Committee (CCC) in its Sixth
Carbon Budget estimates around £50 billion a year of additional investment is required to reduce
emissions to net zero, and a further £10 billion a year to adapt to a warming climate. But the new
Government’s proposed fiscal rules would constrain the ability to unlock this investment.

The report is structured as follows:
* Section 2 explores the fiscal impact of climate change globally as well as in the UK.

e Section 3 outlines the factors the UK needs to consider when designing a new fiscal framework
to unlock additional fiscal space and Section 4 presents recommendations for reform to
unlock additional public investment in climate change.

* Section 5 outlines the important role policy banks can play in helping deliver the net zero
transition. Section 6 explores their fiscal treatment and Section 7 presents a recommendation
on how to improve these banks’ effectiveness by removing them from the Government'’s
proposed fiscal rules.

e Section 8 concludes.
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2. The fiscal impact of climate change

Climate change, and the policies to adapt to its effects and mitigate them, will become increasingly
prominent fiscal concerns in the coming years. Although most of the worldwide investment to
address climate change and reach net zero will come from private sources, the seismic nature of
the net zero transition necessitates a pivotal role for the public sector — both in spurring this
investment through support for industry and by investing in the transition itself.

Climate change considerations are becoming increasingly important for policymakers designing
fiscal frameworks around the world — from advanced economies to emerging markets and low-
income developing countries. All 152 countries that in 2015 joined the Paris Agreement (the legally
binding international treaty on climate change) have in addition at least one law addressing
climate change or the transition to a low-carbon economy (Koehl, 2022).

Climate change primarily influences the fiscal outlook along three channels:

* The costs and benefits from mitigating climate change. Mitigation refers to reducing
greenhouse gas emissions, for example through investing in clean technologies, regulating
the use of clean technologies or banning the use of dirty ones, or taxing emissions through
policies like the UK’'s Emissions Trading Scheme.

e The costs incurred by loss and damage resulting from climate change itself. These can be
quantifiable, such as damage to infrastructure, crop yields and supply chain disruption from
extreme weather events, but also include those that are harder to quantify, such as impacts
of mass displacement or loss of culture.

» The costs and benefits of investing in adaptation measures. These aim to enhance resilience
within countries to limit economic disruption from climate-related disasters.

Mitigation

There is a large and persistent, but not permanent, need for additional investment to accelerate
the transition of the economy and the capital stock from fossil fuels to renewables (CCC, 2020).
Table 2.1 summarises estimates of the sums required for the UK, EU and world to transition to net
zero. The public sector will have to carry a share of this investment itself for public assets and to
catalyse private investment. Where unit costs can be expected to fall as deployment grows, the
public sector’s involvement in the initial phase of the transition can place the economy on a lower-
cost pathway to net zero.

Postponing these investments is unlikely to reduce their overall scale. Several studies have shown
costs could be greater from postponing action today, necessitating a more abrupt and disorderly
transition at a later date, when climate change is creating greater damage and urgency. This is
discussed in the UK context below.
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Table 2.1. Estimates of the investment required to achieve net zero

United Kingdom

The CCC has estimated the UK
will require over £40 billion a
year of additional investment
as early as 2025, and details in
its sixth Carbon Budget advice
that around £50 billion a year
will be required from 2030 to
2050 (CCC, 2020).

The Government's 2021 Net Zero
Strategy estimates an
additional £50-60 billion a year
of investment will be required
(DESNZ and BEIS, 2021).

European Union

The International Energy
Agency (IEA) has estimated EU
investment in clean energy
must rise to €530 billion a year
by 2030 (IEA, 2023), while
McKinsey suggests the EU will
require a total of €28 trillion of
investment in clean
technologies and techniques
over the next 30 years
(D'Aprile et al,, 2020).

The European Round Table for
Industry has found that a
cumulative €800 billion of
public and private sector
investment by 2030 will be
needed for existing energy
infrastructure, including the
power grid, to ensure the sector
is fit for net zero (European
Round Table for Industry, 2024).

Global

The International Monetary
Fund (IMF) has identified that to
reach net zero by 2050 requires
low-carbon investments to
increase from $900 billion in
2020 to $5 trillion annually by
2030 (Black et al.,, 2023).

The Independent High-Level
Expert Group on Climate
Finance says that $1 trillion a
year in external finance will be
needed by 2030 for emerging
markets and developing
countries other than China
(songwe et al.,, 2022).

Loss and damage

There is the likelihood of extreme weather events and other natural disasters becoming more
frequent, severe and costly. Although future damage can be avoided by increasing investment in
mitigation at the global level and reduced through investing in adaptation at the local level,
policymakers may view this as pointing to the need to maintain additional fiscal space ex ante, in
order to cover greater unpredictable costs ex post from these disasters.

The CCC's annual assessment of England’s progress in adapting to climate change for 2023 (report
to Parliament) indicates the risks of more extreme weather events and demonstrates the impacts
already being felt in the UK due to increased global temperatures (CCC, 2023b). These impacts will
have fiscal consequences. The Office for Budget Responsibility (OBR) has also presented a stylised,
more extreme unmitigated global warming scenario that shows potential costs from larger and
more frequent climate shocks (OBR, 2021a) — see Figure 2.1 below.

As well as increased acute risks from extreme events, higher temperatures can deliver chronic
costs by weighing on productivity. The IMF estimates “a persistent increase in average global
temperature by 0.04°C per year, in the absence of mitigation policies, [which] reduces world real
GDP per capita by more than 7 percent by 2100”, whereas the loss is reduced substantially to
around 1% if the world meets the Paris Agreement goals and limits temperature rise to 0.01°C per
year (Kahn et al, 2019). Lower GDP growth would, all else being equal, result in a gradual worsening

of countries’ debt to GDP ratios.
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Figure 2.1. Public sector net debt: illustrative unmitigated global warming scenario
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Adaptation

The costs from climate change-induced loss and damage raises the need for investment in adaptation
to reduce vulnerability to those shocks by improving a country’s resilience to climate change.

In the absence of clear policy targets for adaptation,' broad-brush estimates have been made to
understand the potential future costs of adapting to climate change. For the UK, the CCC estimates
(using figures from Paul Watkiss) adaptation to address a core selection of risks might cost around

£5 billion a year this decade, though these costs would rise very significantly after 2030 (Watkiss, 2022).
Expanding to the full list of 61 risks identified in the Third Climate Change Risk Assessment would cost
an additional £5 billion a year this decade, when proactive adaptation is included.

Implications for UK fiscal policy

The investment needs associated with mitigation and adaptation are likely to require greater use of
fiscal resources, while loss and damage, particularly the costs from extreme weather events, may be
seen as requiring greater fiscal space.

The balance of these requirements will vary across countries according to their vulnerability to
climate change and the extent of structural change necessary to transition from fossil fuels to a net
zero economy. This presents a challenge for policymakers who must make a judgement on the
balance given their countries’ fiscal and climate context. Evidence clearly points to the need for
greater use of fiscal resources in the UK for mitigation and adaption.

' There is no equivalent to 'net zero’ when it comes to adaptation, where a balance must be struck between the cost of
adaptation measures and the extent to which they can reduce exposure to climate change risks.
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The Notre Dame Global Adaptation Index has ranked the UK as the 10th least vulnerable country to
climate change (181st out of 185 countries) and points to its relatively high readiness for climate
change (15th most ready country). The assessment of vulnerability is a relative measure that
indicates the UK’s strength across economic, governance and social criteria, but restricts risk factors
mainly to flooding and urban concentration.

The seismic nature of the net zero transition necessitates a pivotal role for the public sector — both in
catalysing private investment and investing in the transition itself. Drawing on the CCC'’s estimate of
£50 billion being needed in annual investment (see above), the OBR (2021a) estimates a range for
the share of investment that would fall to the public sector. Figure 2.2 shows the full breakdown of
the OBR’s ‘central share’ assumptions (which amount to 0.4% of GDP a year, equivalent to £11 billion
in today’s terms), plus totals for the *high-share’ and ‘low-share’ variants.

Figure 2.2. Cost to public sector of the transition to net zero in the UK
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In total, this results in the state bearing around one-eighth of the whole-economy costs in the
low-share scenario and two-fifths of the cost in the high-share scenario. For the low-share scenario,
net zero investment averages 0.2% of GDP a year (£5 billion in today’s terms); for the high-share
scenario, it averages 0.6% of GDP (£18 billion) (OBR, 2021a). The CCC figures underpinning these
estimates date from its 2020 Sixth Carbon Budget analysis. At this stage, it is unclear in which direction
these figures will be revised when the CCC updates these estimates for the Seventh Carbon Budget,
which is due in early 2025 (CCC, 2023a). They could be lower than previously anticipated due to further
falls in technology costs in recent years, or higher as a result of higher interest rates and pressures on
global supply chains and critical minerals.

The CCC's estimates of adaption requirements are over £10 billion a year for this decade (Watkiss, 2022).
No estimates are currently available for the public share of adaptation investment but it seems likely it
would be higher than for mitigation, given the focus on flood defences. If the public share were 50%, that
would imply £5 billion a year of public adaptation investment.
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Figure 2.3 presents two alternative medium-term fiscal scenarios that incorporate additional climate-
related investment on top of the fiscal plans set out in the March 2024 Budget (OBR, 2024). These are
highly stylised scenarios that only consider the effect of additional investment on the numerator in the
debt to GDP ratio rather than assessing the impact of such investment on prospects for GDP growth.
They are, however, still useful to illustrate what the Government might see in an OBR forecast that
captured higher public spending for net zero purposes.?

Figure 2.3. lllustrative scenarios for public debt (excl. Bank of England) with additional net zero
investment in the UK
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The March 2024 forecast saw the targeted measure of debt reach 92.9% of GDP by 2028-29, and
debt to fall by 0.3% of GDP in that year (giving headroom of £9 billion against the debt-falling target).
Both scenarios with additional net zero investment diverge from 2025-26 onwards since spending in
2024-25 is already underway.

The first scenario uses the central share of net zero investment figures from the OBR shown in
Figure 2.3, plus £5 billion a year of adaptation investment. It results in debt being 2.6% of GDP higher
than the March forecast in 2028-29 and debt rising by 0.5% of GDP in that year (to £17 billion).

The second scenario uses the Zenghelis et al. (2024) estimate of an additional 1% of GDP a year in
investment being required. It results in debt being 4.2% of GDP higher than the March forecast in
2028-29 and debt rising by 0.8% of GDP in that year (to £28 billion).

The addition to the debt to GDP ratio in each scenario would be smaller if GDP were boosted by the
investment — particularly if it boosted the economy’s underlying potential output. Moreover,
investment in the UK’s renewable energy generation sector would increase the country’s domestic
energy supply, therefore insulating it from future energy crises. Adaptation measures to enhance
the UK's resilience to climate change would also reduce the costs associated with the increasing
frequency and severity of extreme weather events.

2 The OBR's assumptions about underlying growth in potential GDP are typically not sensitive to the level of public investment:
it has previously argued growth effects accrue over horizons longer than five years (see, for example, Annex B of the OBR's
March 2020 Economic and fiscal outlook).
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Delaying this investment does not remove the need for it - indeed, several studies have concluded
that delay raises the ultimate cost by replacing a smooth transition with an abrupt and more
disruptive one at some later date, when the transition is even more urgent.

The OBR’s 2021 Fiscal Risks Report builds on the Bank of England’s ‘early action’ and ‘late action’
scenarios for the transition to net zero to illustrate this point. The OBR's early action scenario
assumes public spending meets around a quarter of the CCC’s cumulative investment cost up to
2050 and that all emissions are taxed and more heavily from 2026-27 onwards; and assesses net
zero receipts losses, indirect fiscal consequences and debt interest costs. By contrast, the late action
scendario assumes “decisive steps to cut emissions globally and in the UK are delayed until 2030”
and are then introduced abruptly to achieve the necessary reductions before 2050. This results in a
worse outcome for GDP, which settles around 3% lower than in the early action scenario, while direct
public spending costs increase by around a half due to higher unit costs as the transition is rushed
and supply-chains have less time to develop. Overall, debt in 2050-51is 23% of GDP higher in the late
action scenario than in the early action one (OBR, 2021a).

Figure 2.4 (from the OBR’s 2021 Fiscal Risks Report) shows public spending and debt as a
percentage of GDP in these early and late action scenarios. Upfront investment in the early action
scendrio raises public spending and debt relative to delaying, but, more importantly, in the long run
both spending and debt are lower in the early action scenario than in the late action one. This
illustrates the likely benefit of moving early, and in a smooth manner, rather than delaying and
having to move abruptly to catch up.

Figure 2.4. Early v. late action scenarios for government non-interest spending and debt, UK
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The CCC's analysis presented in the UK Climate Change Risk Assessment 2022 shows that early
investments in adaptation can also deliver value for money. It finds that “benefit-cost ratios typically
range from 2:1to 10:1 - i.e. every £1invested in adaptation could result in £2 to £10 in net economic
benefits” (HM Government, 2022). The analysis also finds that adaptation “..often leads to important
co-benefits, so as well as reducing potential losses from climate change, it often generates direct
economic gains, or leads to social or environmental benefits”. In contrast, the CCC estimates that the
economic damage by 2050 “could exceed £1 billion p.a.” for eight of the risks it identifies, under a 2°C
warming scenario (ibid.). Box 2.1 sets out further the benefits of investing in adaptation.
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Zenghelis et al. (2024) and Stern and Valero (2021) highlight that the CCC assesses capital investment
costs to be offset by the operational savings delivered over time and that this investment will deliver
additional returns for productivity and the wider environment. They note this is dependent on the
investing being well executed and embedded in a broader growth strategy for the UK that utilises the
opportunities from the technological transition required to reach the 2050 net zero target.

Managed well, it is clear the investment needed for the transition could be highly cost-effective, from
the level of individual investments in risk mitigation to the economy-wide GDP and debt benefits from
investing earlier and smoothly rather than later and abruptly.

It is widely recognised that the investment needed to reach 2050 targets must be frontloaded:
investment needs to rise over the next decade before falling through to the target date (CCC, 2020;
McKinsey Global Institute, 2022; BloombergNEF, 2023). It is critical the UK increases investment in
this current decade to avoid the adverse effects of a late-action scenario. The public share of the
frontloaded investment is further skewed to the start of the period, as public investment is needed
to catalyse private investment.

Acting early could also secure the UK comparative advantage in ‘green’ sectors and low-carbon
technologies, ensuring it can make the most of economies of scale and path dependencies that drive
further cost-reduction in green sectors. Zenghelis et al. (2024) highlight the existing comparative
strengths of the UK that can be built upon, indicating that “countries that successfully invest early in
green capabilities have greater success in diversifying into future green product markets”.

For the UK, the case in favour of creating additional fiscal space for investment is clear. The relatively
low risk of climate-related damage combined with substantial investment needs, which are likely to
increase if they are postponed, clearly point to the need to ensure public investment can play a
significant role in the transition to net zero. The earlier this investment can take place, the better it is
likely to be for the UK, and the public component of investment is crucial to unlocking and guiding the
private investment required.

Box 2.1. Cost-effective investment in adaptation

Investment in adaptation has been shown to be cost-effective in several areas. Investing now
rather than later brings down the costs of climate change today and in the future, by reducing
damage and the cost of emergency responses to climate hazards.

Flooding: The Environment Agency’s Long Term Investment Scenarios (LTIS) find that over the next
50 years investment in flood and coastal erosion risk management has a benefit to cost ratio of
about 9 to 1 (Environment Agency, 2019). The recommended average annual investment of almost
£1 billion a year up to the 2040s would bring a net present value benefit of £220 billion over 100 years
and lead to a 15% reduction in flood damages over the next 50 years. This is likely to underestimate
the benefits as it does not include wider economic benefits for the areas receiving protection, or
benefits to health and reduced risk to life.

Drought: The National Infrastructure Commission (NIC) has demonstrated the predicted cost of
relying on emergency drought responses during a 1-in-500 year drought (e.g. road and ship tankers
being needed to bring water from overseas during periods of drought) could cost around £40 billion
over the next 30 years. Alternatively, investing in resilience against drought (e.g. reducing leakage,
managing demand, and improving water infrastructure) would cost £21 billion (NIC, 2018).
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3. Why the UK'’s fiscal framework needs

to be updated

Box 3.1. The new Government’s proposed fiscal rules

e Debt must be falling as a share of the economy by the fifth year of the forecast.

e The current budget moves into balance so that day-to-day costs are met by revenues.

The existing Charter for Budget Responsibility also requires other, broader measures of the public sector
balance sheet to be considered: public sector net financial liabilities (which incorporates all financial
assets, not just liquid assets) and public sector net worth (incorporating real as well as financial assets).

The fiscal context for increasing public investment in the UK is challenging

For any government contemplating a multi-year, multi-billion-pound endeavour like the transition
to net zero and meeting the costs of adapting to climate change, one would hope to be starting
from a position of fiscal strength. Unfortunately, this is not the case in the UK today, where the fiscal
context is particularly challenging:

Recent shocks: There are legacy economic and fiscal costs from a series of large, and predominantly
global, shocks. The global financial crisis saw public debt double from 35.8% of GDP in 2007-08 to
70.6% of GDP in 2010-11. The COVID-19 pandemic then saw debt rise by 9.4% of GDP in a single year,
2020-21. The energy crisis has pushed debt higher again, though less materially. Public debt was
estimated to stand at 98.3% of GDP at the end of March 2024, the highest level in around six decades.

Ageing population: These shocks are overlain by slower-moving pressures from an ageing
population (OBR, 2022). The Institute for Fiscal Studies (IFS) highlights, “the OBR forecast that
government health spending will rise from its pre-pandemic level of 7.2% of GDP in 2018-19 to
13.8% of GDP in 2067-78 as the population ages and healthcare costs rise” (Warner, 2022).

Geopolitical and defence considerations: Rising geopolitical tensions have led to a stronger focus

on defence spending and related considerations. The OBR (2022) ran a geopolitical stress test of

“a low-probability, high-impact scenario” that assumes “a major cyber-attack occurs [...]; rising
conventional security threats prompt a future Government to increase defence spending to 3 per
cent of GDP [..]; and a global trade war reduces cross-border trade and investment [..]". The scenario
results in an increasingly large hit to GDP, particularly due to economic fragmentation, which
combines with higher defence spending to raise public debt by 28% of GDP relative to the baseline.
Although this is characterised as a low-probability, high-impact scenario, economic security
concerns are reducing economic integration, while defence spending needs could increase further,
with several calls from government and other figures for it to rise to 3% of GDP (Sky News, 2024).

Other direct emissions-related fiscal pressures: There is pressure on emissions-sensitive tax
bases, such as the impact of the switch to electric vehicles on fuel tax revenues, which will place
additional strain on the public finances. The OBR (2021) estimates that receipts from both fuel duty
and Vehicle Excise Duty (VED) will fall almost to zero by 2050-51 (fully electric vehicles pay no fuel
duty and were, at the time of the OBR’s analysis, exempt from VED).?

From 1 April 2025, electric and low emission vehicles will have to pay the same tax as internal combustion engine vehicles do.
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 Interest rate environment: With debt already at multi-decade highs, the rise of interest rates on UK
government bonds from lows of around 1% to current levels above 4% has added a further fiscal
headwind. In its March 2020 forecast, ahead of the pandemic, the OBR predicted public debt at the
end of its five-year forecast in 2024-25 would be 75.1% of GDP and debt interest spending would be
1.4% of GDP — implying an effective interest rate of 1.9%. In its latest, March 2024, forecast, those figures
in 2024-25 were public debt of 98.8% and debt interest of 3.2% of GDP — giving an effective interest
rate of 3.2%. The increase of almost 2% of GDP in the cost of debt interest has reduced the fiscal
space available for other spending. Higher interest rates, and the associated high inflation of the past
two years, have also raised the cost of delivering mitigation and adaptation investment, including
financing investment in green technologies with high upfront costs and low future running costs.

The OBR'’s latest long-term fiscal projections show that the combination of these and other factors
would put the public finances on an unsustainable path (in the absence of offsetting policy measures).
Starting from this point is clearly not what would be desired, but policymakers must.* The costs of
climate change and the investment needs of both decarbonisation and adaptation need to be met

at the same time as government deals with these other major economic and fiscal challenges.

Despite the challenging fiscal context, there is a strong case for reforming the fiscal framework in
the UK to facilitate the investment necessary to get decisively on the path to net zero.

The need for greater public investment is clear but running a looser fiscal policy for a number of years
(rather than the short spike in debt that follows an economic shock) would need to be handled
carefully to ensure associated risks were mitigated. Not least among these would be the risk that
markets would push interest rates higher in response to the intention to borrow more, making the cost
of servicing past and future debt even more expensive than it has already become.

Fiscal credibility

Fiscal credibility is a function of many things: institutions; the fiscal outlook; the economic outlook (the key
driver of the tax base, broadly defined); but perhaps most important is a less quantifiable factor — the
Government'’s plans are considered sensible by the investors purchasing the debt that will finance them.®

The fact that credibility is a function of many things, rather than a number for some debt or deficit
measure, has been illustrated repeatedly: there was ample fiscal space for governments to bail out
the banking system to protect the economy from the global financial crisis, worth around £133 billion
(plus far more in guarantees);® to provide exceptional financing for the National Health Service,
businesses and people through the pandemic and associated lockdowns, worth £229 billion

(House of Commons Library, 2024); and to protect households and businesses from the energy price
crisis, worth £78 billion in 2022-23 and 2023-24 (OBR, 2023a).

4 As Rachel Reeves when Shadow Chancellor put it in her Mais Lecture on 19 March 2024: “We must face the world as it is not as
we would have it be. | am under no illusions about the scale of the challenge, nor the stakes; the consequences, should we fail
to learn the lessons of our recent past, are severe: for our place in the world, our living standards, our climate commitments,
and faith in democratic politics.”

5 The IMF's multifaceted and ultimately qualitative approach to assessing fiscal space is described in two papers (IMF, 2018,
2018). See also OBR (2021b).

® Figure taken from the National Audit Office (NAO) webpage: Taxpayer support for UK banks: FAQs - National Audit Office (NAO),
last updated November 2020.


https://labour.org.uk/updates/press-releases/rachel-reeves-mais-lecture/
https://www.nao.org.uk/taxpayer-support-for-uk-banks-faqs/
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However, there was no fiscal space for the Truss/Kwarteng ‘mini-Budget’ announcement in
September 2022 of £45 billion a year worth of tax cuts (House of Commons Library, 2022), which
were unfunded and lacked credible plans (given no fiscal forecast was published). These cuts were
also presented in a manner that undermined the UK’s key economic institutions (i.e. the Treasury,
Bank of England and the OBR).

History is full of examples of fiscal crises where governments lost credibility and access to finance,
resulting in the need for abrupt policy reversals (similar to those that stabilised markets in the UK after
the mini-Budget). A 2017 IMF study found that fiscal crises are often preceded by “loose fiscal policy,
as expenditures grow above average”, and that once the crisis starts, “countries tighten expenditure
growth as economic conditions deteriorate” (Gerling, 2017). The study suggests that while crises may
be either “because of complacency or difficulty in implementing a necessary fiscal adjustment”, “the
evidence suggests countries will be forced to tighten fiscal policy once the crisis arrives in a difficult
economic environment” (ibid.).

Figure 3.1illustrates how UK 10-year government bond (‘qgilt’) yields fell throughout the period from
around 2007 to 2022. The key insight is this long-term trend decline (due to factors such as international
conditions, declining inflation and quantitative easing) was not affected by successive crises (Bean et
al, 2015). This includes the financial crisis, during which government cash borrowing surged as the
economy and tax receipts weakened, and the banks were bailed out. Similarly, during the pandemic,
costly policy interventions such as the furlough scheme led to an even steeper increase in borrowing.

It is difficult to discern the impact of the Truss/Kwarteng mini-Budget from the wider impact of post-
pandemic inflation on interest rates, but the adverse market reaction was clear in the immediate days
that followed the announcement, when gilt yields spiked and the Bank of England stepped in to stabilise
the market (Figure 3.2). The spike was short-lived, in part because of the Bank’s interventions, but more
importantly because the announcements that caused the market reaction were quickly reversed.

The contrast between the lack of market reaction to high borrowing in the crises of this century and the
strong market reaction to the mini-Budget shows the importance of market participants’ belief that the
reasons for additional borrowing are sensible. Supporting the economy through the financial crisis and
pandemic was viewed as sensible — not to have done so would have yielded far worse results for the
economy and bondholders. Announcing unfunded tax cuts and attacking institutions was not viewed
as sensible, and so market confidence was lost. The fall in the value of the pound following the
Truss/Kwarteng episode, which came despite the relative rise in UK interest rates, was a further
indicator of investor concerns, revealing a rise in the risk premium on UK assets (Wren-Lewis, 2022).



Why the UK’s fiscal framework needs to be updated

Figure 3.1. UK central government net cash requirement (CGNCR) versus 10-year gilt yields,
2003-04 to 2023-24

Financial crisis COVID-19

CGNCR as % of GDP

Central government net cash requirement (CGNCR)

—10 Year Gilt Yields (Yearly average)

Source: Authors’ calculations using data from OBR Public Finances Databank (2024) and Federal Reserve Economic Data
(2024)

Figure 3.2. Cumulative change in UK nominal government bond yields, September 2022
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The large-scale investment needs associated with net zero and adaptation to climate change
differ from the shocks of recent decades: they are a ‘chronic’ multi-year issue rather than an
‘acute’ one-off demand for fiscal resources.

Meeting these needs through additional borrowing requires a different form of fiscal credibility than
is required to ramp up borrowing temporarily in the face of a shock. It is, in some senses, a medium-
term use of ‘fiscal space’ — something the IMF has defined as “the room for undertaking discretionary
fiscal policy relative to existing plans without endangering market access and debt sustainability”
(IMF, 2020). As the OBR has highlighted, “the climate emergency is like the COVID-19 emergency, just
in slow motion and much graver” (OBR, 2021a).

The estimated overall costs for dealing with climate change are lower than those for recent acute
shocks. According to the OBR, “the fiscal impact of achieving net zero would add 21 per cent of GDP
to public sector net debt in 2050-51 (£469 billion in today’s terms). That would be somewhat less
than the 23 per cent of GDP (£520 billion in today’s terms) rise between 2019-20 and 2021-22 that
we expect as a result of the pandemic” (ibid.).

Box 3.2. Fiscal rules and net zero — the debate in the EU

A similar debate around fiscal rules and net zero is happening in the EU against a comparably
difficult fiscal context,” but with the added complexity of regulatory developments at both the
Member State and EU level. Despite a recent agreement for a more flexible fiscal framework in
specific areas, the current rules are still considered likely to constrain progress on net zero
investment in Member States, in particular from 2026 onwards.

EU net zero commitments and implied investment: With the ‘Fit for 55’ package, the EU aims to
reduce emissions by 55% by 2030 (relative to 1990) and with the European Green Deal to achieve
net zero by 2050 (Darvas, 2022a). This requires an estimated €40 trillion of public and private
investment by 2050, averaging around 2.3% of EU GDP annually. Public expenditure will need to
double to €510 billion a year (Institut Rousseau, 2024).

Fiscal context: The EU suspended its fiscal rules during the COVID-19 pandemic. Against the
backdrop of post-pandemic recovery, Russia’s war against Ukraine, higher debt levels and interest
rates, over the past four years the EU has been reforming the Stability and Growth Pact. This aims
to improve the feasibility and effectiveness of the bloc’s fiscal rules, which have historically
(pre-COVID) had a single-minded focus on stabilising debt levels and containing deficits at the
expense of other objectives, including green growth (Odendahl and Baccianti, 2022).

EU expenditure on green and digital priorities was expanded during the pandemic through the
Recovery and Resiliency Facility (RRF), which saw countries issue joint debt for the first time.

The RRF is still supporting EU-level spending — but is a separate and temporary fund outside the
EU’'s seven-year budget framework, and is set to expire in 2026.

Recent agreement: Following agreement between Member States in December 2023, the
European Parliament approved new fiscal rules for the EU in April 2024. While it retains the existing
excessive deficit procedures, the revised framework includes some protections on government
investment and various provisions to give more ‘breathing space’ under the fiscal rules.

7 As acknowledged recently by Kristalina Georgieva, the IMF's Managing Director: “Low growth, high debt. Not a great place
from which to begin a big push to develop clean energy supply and fight climate change. But let us be clear: if we do not
win the fight against climate change, all of humanity together, we will all suffer” (Georgieva, 2024).
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The revised framework aims to ensure a country’s public debt ratio is on a ‘plausibly downward
trajectory’ by the end of a fiscal adjustment period of four years (based on the single operational
indicator of net primary expenditure). This period can be extended to a maximum of seven years
when committing to a range of investments the European Commission assesses to be consistent
with debt sustainability. Although national spending on the co-financing of EU-funded
programmes will be excluded from the Commission’s assessment, the reforms do not include
broad exemptions for green public investment at the national level.

Risks on the horizon: Despite these changes, “large fiscal consolidations will be required in a
number of (big) euro area countries from 2025 onwards, in order to comply with the reformed
fiscal rules” (Heimberger, 2024; see also Sorgi, 2024). This creates the risk that future governments
may undershoot the investments required for net zero and climate objectives, especially given the
end of the RRF and, from 2026 onwards, the beginning of interest payments on the bonds issued.

Related to this, a recent report presented to the French Government by Pisani-Ferry and Mahfouz
(2023) did not rule out debt financing to deal with the economic implication of climate change
and highlighted that “delaying mitigation efforts in order to keep a lid on public debt would be
counter-productive: it would only improve things superficially, without any substantive benefit”.
The report models impact on debt of roughly 1.5 to 1.75% of GDP a year and makes
recommendations that consider France's fiscal position.®

A ‘green golden rule”: One potential route forward for green investments, proposed by Darvas
and Wolff (2022), is a green golden rule, which would “exclude any increase in net green public
investment from the fiscal indicators used to measure compliance with fiscal rules”. The
feasibility of any such measure would rely on credibly counteracting the risks of greenwashing
(Darvas, 2022b), with transparent and credible oversight assessing compliance, and a
consistent and transparent taxonomy on what investments are eligible under the rule.

Next steps: This debate on green investment is part of broader developments currently
underway concerning the foundational elements of Single Market and EU competitiveness.
Former Italian Prime Minister Enrico Letta recently published his report on the future of the Single
Market, which contains a proposal to include an EU state aid mechanism to require a larger
portion of national funding be directed towards European projects, as well as a Clean Energy
Deployment Fund for green technologies focused on operational expenditure. Mario Draghi,
another former Italian Prime Minister and former President of the European Central Bank, is
expected to release a report this summer on the future of the EU’s competitiveness, which may
include further recommmendations on EU institutional and budget reforms.

As highlighted by Kristalina Georgieva, the IMF’'s Managing Director, at the recent EU Budget
Conference 2024, “the size of the additional investments needed to get from here to there - to
net zero emissions by 2050 and to an energy-secure Europe — will be huge. Ensuring that this
transition happens in the face of countless other fiscal pressures requires an intelligent
approach” (Georgieva, 2024).

The report argues more fully that, “Delaying mitigation efforts to keep a lid on public debt would be counter-productive.
Absent technology breakthroughs, such a delay would only increase the cost to public finances and require even greater
effort in subsequent years in order to achieve our climate targets. Public debt is not the main instrument for financing the
climate transition. However, excessively restricting its use could further complicate the task for policy-makers.”
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4. Recommendation - reforming the
UK's fiscal framework to unlock
additional public investment

The overarching requirement for any reform to the fiscal framework to boost investment in climate
change mitigation and adaptation is that it must be seen as credible and fiscally sustainable,
resting on ‘sensible’ plans. In particular, it must be viewed as such by the institutions that will
purchase the debt issued to finance that investment. Since fiscal credibility is a function of many
things, getting this right will require political judgement on how to balance the risks associated with
allowing debt to rise a little faster in the medium term against the larger but more distant risks from
delaying investment in the transition to net zero.

The recommendations presented in this section would enable government to reform the fiscal framework
to support greater investment in the medium term without damaging credibility or longer-term fiscall
sustainability. By avoiding the greater future costs of a delayed and disorderly transition, and by
potentially putting the net zero transition on a more cost-effective path through accelerated deployment
of green technologies, following these recommendations would enhance fiscal sustainability.

Ideally, the Government could fit the needs of net zero and climate change within tax and spending
plans that allowed debt to fall relative to GDP in normal times — a pragmatic definition of a
sustainable fiscal stance that is consistent with the existing fiscal target. But the difficult fiscal context
and the urgent needs of net zero, overlaid by the expectation that delaying investment would
ultimately raise rather than reduce fiscal costs, mean these are not normal times. Some argue the
transformational nature of the investment needed to transition to a sustainable economy means the
opportunity costs of failing to make progress now are far greater than the actual costs of delivering
that progress today (Zenghelis et al,, 2024).

Policymakers need to walk a tightrope: extraordinary times call for extraordinary measures, but not so
extraordinary that they damage fiscal credibility and result in extraordinary rises in debt interest costs.
What should the UK Government do in these circumstances?

We recommend the Government should consider reforming the UK's fiscal framework to unlock
additional public investment in climate change by:

1. Explicitly allowing debt to rise over the medium term.

2. Reducing the emphasis on public sector net debt (PSND) as the key ‘stock’ metric in the
fiscal framework.

3. Extending the medium-term fiscal forecast from five to 10 years.

4. Learning lessons from the hypothecation of green revenues and proceeds from green
bonds to green expenditures.

5. Ensuring the space created is smaller than the additional climate investment required to
demonstrate that additional borrowing is not the sole solution.

6. Time-limiting these reforms through formal mechanisms in an updated Charter for
Budget Responsibility.
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These reforms would work best in combination as a coherent package, alongside the recommendation
on policy banks made in Section 7 of this paper. Policymakers should use their own judgement to
choose which among the recommendations would make a debt-financed increase in public
investment most credible with the market participants that would finance the additional borrowing.

1. Explicitly allow debt to rise over the medium term

This would seek to formalise the extent to which debt is allowed to rise over the medium term,®
while also creating additional space for investment to enable greater net zero investment in
an already challenging fiscal context.

It should allow debit still to be on a rising path by the fifth year of the OBR forecast, but with the
additional debt accumulation at that horizon strictly constrained to uses that contribute to net
zero objectives. Given available estimates of additional net zero investment that might be
necessary from the public sector, additional space of around 0.5% of GDP at this horizon might
be appropriate (see Box 4.1).

This reform will only be successful if the Government can retain fiscal credibility. To do this, it
should ensure any additional debt raised is done so transparently and for a sustained, but
ultimately temporary, period. Care should be taken over the definition of what counts as
contributing to net zero objectives and how transparently it is accounted for and reported (as
discussed in the fourth recommendation below).

The IMF has argued, “advanced economies with sufficient fiscal space could likely
accommodate a small increase in debt if needed” (IMF, 2023).

2. Reduce the emphasis on public sector net debt as the key ‘stock’ metric in the fiscal framework

This should be done by placing greater weight on broader metrics like public sector net
financial liabilities or public sector net worth, which recognise more assets than just the liquid
financial assets captured in public sector net debt. There are different ways that this could be
done - from targeting one of these metrics (see Box 4.1) and reporting on debt alongside, to
allowing debt to rise while giving more weight to broader developments.

Debt cannot be ignored as a metric for measuring fiscal sustainability, but it should not be the
sole focus for policymakers. Moving away from net debt as the key metric would come with
challenges, as assessed by the IFS (Zaranko, 2023). It would not be appropriate to ignore debt
altogether as it is debt that must be issued to the market to finance the majority of any deficit
spending and most public assets are illiquid and cannot be sold in a crisis. However, it has long
been recognised that public sector net debt is an incomplete metric for considering the health of
the public finances (Hughes et al, 2019). What matters is the assets the debt has been invested in.

9 The Government's proposed fiscal target for debt to be falling as a share of GDP only in the fifth year of a five-year forecast
period already allows debt to rise over the medium term, but by an unspecified amount. Under the previous Government,
which had the same fiscal rule, the extent to which public debt has been projected to rise over the medium term has varied
from 3.8% to 7.3% of GDP. The March 2024 Spring Budget forecast debt as a share of GDP would rise to 4.2% of GDP.
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Box 4.1. Alternative fiscal metrics

Fiscal frameworks in the UK have typically included a ‘flow’ target for a measure of the deficit and a
‘stock’ target for a measure of debt. There are several metrics, each with pros and cons. From the
perspective of making sufficient additional space to finance net zero investment while retaining
credibility, we can consider the OBR’s March 2024 forecast. This reported £9 billion of ‘headroom’
against the target of PSND excluding the Bank of England (BoE) falling in 2028-29 (the fifth year of
the forecast) and £39 billion of headroom against the target for the overall fiscal deficit (public
sector net borrowing/PSNB) to be less than 3% of GDP in that year.

As Table 4.1 shows, headroom against the alternative measure of PSND that includes the BoE was

£16 billion larger, at £25 billion. Superficially, this might seem an attractive option that frees up 0.5% of
GDP of fiscal space. If spent on additional net zero investment, PSND ex-BoE would only rise by 0.2% of
GDP in the target year. Unfortunately, this would not provide a sustainable solution because the gap
between the two metrics is narrowing for two reasons: Bank Rate is expected to fall; and the stock of
gilts held by the Bank is on a declining path. The difference between the two measures of PSND could
fall to zero by the early 2030s, meaning no additional space for net zero investment. The degree of
space created would in effect be determined by monetary policy decisions, which would be
undesirable. The mechanisms that determine BoE debt are explained in more detail in OBR (2023b).

Table 4.1. Headroom under alternative fiscal metrics

Space for Year-on-
Headroom in 2028-29 P .
. additional yearchange Level of PSNB
in OBR March 2024 . .
: PSNI with in PSND ex- due to
Economic and .
X £9bn of BoE due to higher PSNI
Fiscal Outlook .
headroom higher PSNI
% of GDP £ billion £ billion % of GDP % of GDP
Flow measures
Current budget -04 14
Public sector net borrowing (PSNB) 12 -39
Stock measures
Public sector net debt (PSND) ex-BoE -0.3 9
Public sector net debt (PSND) -0.8 25 16 0.2 17
Public sector net financial liabilities (PSNFL) -1.9 62 53 1.4 29
Public sector net worth (PSNW) -2.0 67 58 15 3.0
Memo
Public sector net investment (PSNI) 17 53

Source: OBR Economic and Fiscal Outlook — March 2024. Calculations: Authors’ own

Switching fully to target an improving path for PSNFL or PSNW, with an unchanged £9 billion of
headroom, would provide significantly more headroom for additional net zero investment
(£53-£58 billion, about 1.75% of GDP or double the plans set out in the March 2024 Economic and
Fiscal Outlook for public sector net investment as a whole). That would exceed the volume of
public investment required for net zero. It would also probably be too large an increase in
investment to be delivered within a five-year horizon given other impediments to investment (such
as planning delays and supply chain capacity). Perhaps more importantly, it would leave PSND ex-
BOE rising by 1.5% of GDP in five years’ time and PSNB at around 3% of GDP, which would pose a
material risk of undermining fiscal credibility and pushing interest rates higher. The interest on the
additional debt would put pressure on the current budget balance (Labour’s proposed flow target
— against which there was headroom of only £14 billion in the March forecast).

22
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This suggests that there is no clear alternative metric to PSND to achieve the goal of creating
additional space for net zero investment while retaining credibility. One possibility would be to target
PSND ex-BoE rising by 0.5% of GDP in Year 5 and that margin diminishing thereafter so that debt was
falling somewhere in the Year 6-10 window. Another option would be to target PSNFL falling by an
amount that was large enough for PSND ex-BoE not to be rising so quickly that it damages credibility
- perhaps falling by 1.5% of GDP in Year 5 on the March 2024 forecast. The Government would need
to make a judgement on which of these, or any other alternatives, it felt was most credible.

3. Extend the medium-term forecast from five to 10 years

« This recognises the frontloaded nature of net zero investment (see Figure 2.2) and enables the
benefits of investment to be more broadly to be captured within forecasts.

e There would be trade-offs involved in such a change. A concern with recent fiscal forecasts has
been the ‘fictional’ nature of unspecified plans for spending on public services. In the absence of
wider reforms to how this spending is captured in the forecast, a longer forecast horizon would
give governments even more scope to deploy such tactics (King, 2024). It would also see the
fiscal outlook improve automatically through fiscal drag to a potentially unreasonable degree.

e This change would enable a government to set out the hump-shaped profile of net zero public
investment. It would also provide more scope for the growth benefits of public investment
more generally (and other supply-side reforms) to be reflected in forecasts.”

« The Institute for Government (IfG) has suggested a similar approach for “a full economic and
fiscal forecast for (say) 10 years ahead, rather than the current five-year forecast” and indicates
that this would “make clearer the longer-term economic impacts of policies” (Tetlow et al, 2024).
Given the challenges associated with accuracy, the IfG's favoured approach would focus on the
most relevant policies rather than a fully comprehensive forecast. It says, “one option would be to
include, alongside the five-year forecasts and five-year policy scorecard, calculations of the
impact of policies at 10- and 20-year horizons, assuming the policy is sustained” (ibid.).

e The most prominent international example of use of a 10-year forecast horizon is the United
States, where the President’s budget and the analyses carried out by the Congressional Budget
Office cover 10 years. Such a reform in the UK could thus be informed by lessons learnt in the US.

4. Learn from the hypothecation of green revenues and the proceeds from green bonds to green
expenditures to better manage the risks involved

e The Government would need to manage risks associated with the fungibility of resources that
could undermine the link between the additional fiscal space afforded by allowing debt to rise
further and the additional green expenditures it should finance — i.e. the risks from

‘greenwashing’ public spending. If the space were to be used for business-as-usual
expenditures, this could undermine credibility and future fiscal sustainability.

10 A10-year forecast horizon would enable a fuller accounting of growth effects of supply-side policies than the partial
solution proposed in the Shadow Chancellor's March 2024 Mais Lecture, which called on the OBR “to report on the long-
term impact of capital spending decisions”.



Recommendation — reforming the UK’s fiscal framework to unlock additional public investment 24

Independent oversight should be used: the Green Alliance considers this in its green golden
rule proposal, which it notes “risks encouraging the government to greenwash investments as
spending could be reclassified as ‘green’ to exempt it from fiscal rules” (Coulter and Wheeler,
2024). Accordingly, it recommends an independent organisation such as the OBR or CCC to
be tasked with monitoring compliance.

The Organisation for Economic Co-operation and Development (OECD) has also highlighted
the difficulties and lessons from ‘Green PFM’, in particular with green budget tagging:
“Budget tagging is by its nature subjective and requires sound judgements to be made
across government, even when there may be incentives to ‘green-wash’ or underestimate
relevant budget items as part of the process” (OECD, 2021). It advises tagging decisions be
open to scrutiny, with opportunities for oversight by a larger audit institution (ibid.).

5. Ensure the additional fiscal space created by a looser fiscal framework is smaller than the
additional net zero investment that is committed, to demonstrate additional borrowing is not
the sole solution

If the necessary additional investment were estimated to be 1% of GDP a year (as in Zenghelis
et al, 2024), then the fiscal target could be set to allow debt to be rising by, say, 0.5% of GDP in
the fifth year. This would demonstrate that creating additional fiscal space within the fiscal
framework is not a substitute for taking difficult decisions about the most appropriate
policies for decarbonisation (i.e. to use tax levers as well as public spending) and the need to
prioritise within fiscal constraints (i.e. to reduce spending in some other area to make space
for net zero spending rather than only using additional borrowing).

Borrowing for public investment may not always be the best solution. Governments have
other levers at their disposal such as taxing high-carbon activities, regulating business and
household activities, and passing on costs to users via levies on energy bills (see, for
example, Black et al.,, 2024). Making space to use borrowing to avoid taxing more heavily or
regulating more firmly could undermine fiscal credibility by signalling governments would
reach for this easiest political lever again in the future — markets would not believe this
planned rise in debt was the end of the story.

6. Time-limit these reforms through formal mechanisms in an updated Charter for Budget
Responsibility.

Any reforms to the UK's fiscal framework require the Government to issue a new Charter for
Budget Responsibility: this is secondary legislation that must be approved by Parliament.

To ensure that the temporary necessity of additional fiscal space for the specific needs of

the low-carbon transition does not become a permanently looser fiscal framework that allows
ongoing needs to be financed through borrowing, clauses can be inserted into the updated
Charter that explicitly time-limit the operation of these reforms.

This could take the form of a 10-year sunset clause with a requirement to review the
performance of the new framework in meeting its fiscal and climate objectives after five years.
Policymakers could thus use this additional space over the course of two Parliaments to
accelerate the transition to net zero over the coming decade.
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5. The UK's policy banks and their role
in the net zero transition

Policy banks are government-owned financial institutions that invest, through loans, guarantees and
equity, in commercial markets to help deliver government policy. Policy banks are a well-established
policy tool and can operate domestically, internationally or both. They are financial, not grant-giving,
institutions, balancing supporting government policy with effective risk management and sound
banking principles to ensure they are sustainable, enduring institutions.

The UK Government’s 2023 Green Finance Strategy identifies three UK-wide policy banks that can play
an important role in helping deliver the transition:

 British Business Bank (BBB), a bank focused on small and medium sized enterprises (SMEs),
established in 2014. The BBB’s mission is to “drive sustainable growth and prosperity across the UK,
and to enable the transition to a net zero economy, by improving access to finance for smaller
businesses”. In 2022/23, the BBB made £1.6 billion of commitments. The BBB targets a return above
the Government’s medium-term cost of capital: of 6.5% in 2022/23 against a target of 1.3%.

o UK Export Finance (UKEF), an export credit agency, in operation for over 100 years. UKEF's
mission is to ensure no viable UK export fails for lack of finance or insurance. It supports exports
across all sectors, and “the global transition to a low-carbon economy... promoting support for
clean growth and climate resilience technologies”. In 2022/23, UKEF provided £6.5 billion of
financial support via loans, guarantees and insurance policies. UKEF must operate at no net
cost to the taxpayer (UKEF, 2023).

e UK Infrastructure Bank (UKIB), an infrastructure bank, established in 2021. UKIB's mission is “to
partner with the private sector and government to increase infrastructure investment to help
to tackle climate change and promote economic growth”. UKIB has an initial £22 billion
capitalisation: £18 billion for private sector projects and £4 billion for local authority projects
(UKIB, 2023c). As of September 2023, the bank had committed almost £1.9 billion. UKIB has been
set a return target of 2.5-4% (UKIB, 2022).

The new UK Government has now announced plans to bring together the UK Infrastructure Bank and
the British Business Bank under the umbrella of the National Wealth Fund, while also providing a
further £7.3 billion in capital over the course of the next Parliament.

There are also two policy banks focused on the devolved administrations:

« Scottish National Investment Bank (SNIB), a development bank, established in 2020.
The SNIB’s mission is “to provide patient (long term) capital to businesses... to support the
development of a fairer, more sustainable economy” (SNIB, 2020). In 2022/23, SNIB committed
£221 million across 13 investments (SNIB, 2023).

e Development Bank of Wales (DBW), a development bank, established in 2017. DBW's mission
is “to unlock economic potential in Wales and enhance the local economy by providing
sustainable, effective finance” (DBW, 2022). In 2022/23, DBW invested £124.2 million through
516 individual investments (DBW, 2023).


https://www.british-business-bank.co.uk/about/who-we-are/what-we-do
https://assets.publishing.service.gov.uk/media/662fda6924347c67e8e3cbd5/UKEF_Business_Plan_2024-29_Web.pdf
https://www.ukib.org.uk/sites/default/files/2022-06/UKIB%20Strategic%20Plan%202022%20-%20Full_1.pdf
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The new Government has also committed to create a further new institution in the form of Great
British Energy (GBE). The Labour manifesto stated that this will be a publicly owned company to
“partner with industry and trade unions to deliver clean power by co-investing in leading
technologies; will help support capital-intensive projects” (Labour Party, 2024).

The Green Finance Strategy identifies the important role policy banks can play in helping to deliver
net zero investment, through "supporting sectors and technologies across to commercial maturity
and scale” (HM Government, 2023).

Detailing the role of the UK’s policy banks is beyond the scope of this paper, but in general terms,
policy banks are currently required to be additional — that is, they must not crowd-out the market:
instead, they invest where the market is hesitant to go. The exact role a policy bank will play in a
sector is dependent on many dynamic factors, including investor appetite, macroeconomic
conditions, the UK's competitiveness in comparison to other countries, and the wider government
support available through subsidies and business models.

The policy banks all highlight how flexibility is an important part of their strategic approach: it
enables them to respond to evolving market conditions and demand, ensuring their support
remains additional, rather than pre-emptively dictating how and where they will invest. In this
regard, in their public strategies, the policy banks highlight:

UKIB: “Market conditions evolve, and we will change with them... Our investment strategy is
designed to be flexible” (UKIB, 2022).

British Business Bank: “We are firstly guided by our mission and values, while using the
flexibility that we have to ensure that smaller businesses have access to finance whatever
the economic circumstances” (BBB, 2023).

UK Export Finance: “Providing flexible support and evolving our product offering to help UK
exporters expand globally” (UKEF, 2024).

Examples of how policy banks could help address many of the investment barriers net zero projects
and businesses will face in the coming years include:

Supporting SMEs through the transition. SMEs may be responsible for up to 36% of total UK
emissions (BBB, 2021). They face multiple barriers to decarbonising their activities, including
scarce financial resources (28% cite costs as the main barrier for reducing carbon emissions),
current economic conditions (55%), uncertainty about government policies and regulations
(52%) and limited tools and skills (24%). Bespoke finance from the BBB with built-in incentives
to ‘go green’ could help SMEs decarbonise their own activities (e.g. by making their premises
more energy-efficient, replacing equipment and heating with low-emission alternatives,
switching to electric vehicles and reducing waste) or be part of developing new low-emission
technologies. Eleven per cent of SMEs have already accessed external finance to support the
transition and 22% say they are prepared to borrow in the next five years to do so (BBB, 2021).

Financing first-of-a-kind, capital-intensive technologies. Investment in first-of-a-kind
technologies requires investors and lenders to take more risk. In some instances, investors
may be unwilling to commit capital or demand a level of return that makes a project’s cost
of capital too high. Many net zero technologies are capital-intensive, requiring projects to
raise significant sums of high-risk, affordable capital. For example, a 2023 policy paper on
carbon capture, usage and storage (CCUS) in the UK sets out the ambition to deliver four
CCUS clusters by 2030 (DESNZ, 2023).
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However, as UKIB highlighted in its CCUS sector update (UKIB, 2023b), CCUS is a first-of-a-
kind technology in the UK, deployment is capital-intensive, and investors are nervous about
delivery, performance and coordination risks. UKIB has identified three products — senior
debt, senior guarantees and credit enhancements — it could offer that could help address
these investment barriers (UKIB, 2023c).

e Providing market capacity. The market is concerned with maximising returns, not delivering
the Government’s policy ambitions. Proven, mature technologies may see shortfalls in capital
over the coming years, as investors identify sectors that offer better returns or reach their
sector concentration limits. For example, currently there is no shortage of finance for
bottom-fixed offshore wind projects, but this may not always be the case. Delivering the UK's
ambitious offshore wind targets will require tens of billions of pounds in investment. At some
point in the future, investors may retreat from the sector as they chase better returns or hit
their sector concentration limits. In such a scenario, UKIB highlights it could intervene if
necessary: “We will also monitor and respond to any emerging private finance capacity gaps
in offshore wind and solar projects with a CfD [contract for difference]” (UKIB, 2022).

Case study: role of the Green Investment Bank in fostering the UK's offshore wind sector

The Green Investment Bank (GIB) played a crucial role in financing early-stage offshore wind
projects in the UK. Between 2012 and 2017, it committed £2,211m of capital in 11 offshore wind projects,
mobilising £4,660m in private investment. An evaluation by Vivid Economics (2017), commissioned
by the National Infrastructure Commission, identified four ways GIB supported the sector:

e Early deployment and technology risk reduction: GIB absorbed early deployment and
technology risk for offshore wind deployment, facilitating private investment. It crowded-
in new investors by managing risk both within and across deals by familiarising the
financial sector with the new technology. For example, GIB provided equity to
Westernmost Rough, the first application of a large-scale turbine, and Galloper, the UK’'s
first early construction project finance for offshore wind.

e Large-scale construction risk reduction: The private sector may be unlikely to finance
construction of large, complex projects. Policy banks can provide capital investment to
absorb these risks. For example, the GIB equity in the Rampion offshore wind farm
successfully filled capital gaps and absorbed construction risks. This was fundamental in
insuring the Final Investment Decision.

¢ Provide long-term finance and liquidity: Due to structural or cyclical reasons, there may
be gaps in long-term finance requirements. GIB provided long-term debt after the
financial crisis. It bought equity stakes in operating offshore wind farms, helping
developers ‘recycle’ and reinvest capital into the technology.

e Aggregating projects and innovative finance products: In the initial stages of a market,
projects may be too small to attract private investors. Policy banks can play a role in
aggregating projects. For example, GIB’'s UK OSW Fund aggregated six offshore wind stakes
into a portfolio that attracted investment from investors with no prior experience in offshore
wind, including UK’s Strathclyde Pensions and Sweden’s AMF pension fund (GIB, 2015).

The barriers faced by net zero projects and business are also experienced by other parts of the
economy. BBB, UKEF and UKIB all have mandates that go beyond investing in net zero. This allows
them to play a crucial role in supporting government’s overall economic policy and act as a
countercyclical stimulus tool when credit markets are tight.
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6. The fiscal treatment of the UK'’s
policy banks

The activity of policy banks makes them unusual in the UK public sector.

Central government departments predominantly engage in conventional public spending.

Where investment is concerned, that means either procuring capital projects from private sector
providers (after which the public sector owns a real, non-financial asset) or issuing capital grants
to support capital projects (after which the private sector owns the real asset). Public corporations,
such as Ordnance Survey and Channel Four, predominantly operate as commercial entities selling
goods and services.

By contrast, policy banks make investments either by financing private sector assets through loans
and equity stakes, taking on a financial asset, or issuing guarantees to businesses and investors,
taking on a contingent liability and receiving a fee to compensate for the risk taken."

The UK's current fiscal framework only partly reflects the difference between grants and investments.
In government budgeting, loan and equity transactions score as financial transactions (FTs). FTs do
not score against public sector net borrowing (PSNB) - as PSNB is an accruals measure and FTs
generate a financial asset which accrues against the financial liability incurred, cancelling it out. FTs
do score against public sector net debt (PSND) because PSND is a cash measure and makes no
allowance for the financial asset created as a result of a transaction (Eurostat, 2019).

The UK uses PSND as its targeted measure of debt because it is the widest measure designed to
reflect the country’s need to raise financing on the international capital markets (i.e. by issuing gilts).
It is a robust and rigorous approach, intended to support the credibility of the fiscal regime.

However, the impact for policy banks is that their liabilities score against PSND without any offsetting
allowance for the value of the assets they acquire. By extension, their activity is constrained by the
Government’s proposed PSND-related fiscal rule (i.e. to have debt falling by the fifth year of the
forecast) so that they cannot bring financial leverage (borrowing capital to fund investments) to
bear in the way that their private sector counterparts can.

For the NWF and GBE, we assess that under the current Office for National Statistics (ONS) rules it is
likely that both will be treated as on-balance sheet entities. Therefore, they will also be subject to the
proposed fiscal rules — meaning their activity will be constrained in the fifth year of the forecast by
the existing fiscal debt target (in 2028/29). This will constrain their ability to help deliver the level of
investment needed for the net zero transition, as they will have to compete for funding against other
spending pressures, such as health.

" Other public bodies that make investments include the UK's development finance institution, British International Investment
(BII), and the Government's housing and regeneration agency, Homes England.
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How the fiscal treatment of UK policy banks limits their effectiveness

Constraining their size

The UK’s policy banks are small, both individually and collectively, compared with their European
peers and the European Investment Bank (EIB) — see Table 6.1.

Table 6.1. UK and European policy banks

e 2022/23 Investment, Assets/portfolio, No.of Captured by

£bn (% GDP) £bn (% GDP) employees fiscal rules

UK Export Finance 1919 £6.5 (0.3%) £4.5 (0.2%)* 523 Yes
British Business Bank 2014 £1.6 (0.07%) £3.8 (017%) 609 Yes
UK Investment Bank 2021 £11 (0.05%) £0.66 (0.03%) 198 Yes
KfW! 1948 €40 (1%) €560 (14%) 8,149 No
Bpifrance? 2012 €26.4 (1%) €100.4 (4%) 3,860 No
European Investment Bank 1948 €75.1 (0.4%) €566 (3.6%) 4,020 No

Due to invest £7.3bn over this parliament to crowd private investment
National Wealth Fund into infrastructure (Labour Party, 2024) ves

Notes: 1. Germany'’s state-owned investment and development bank. 2. France’s state-owned investment bank.
*The maijority of UKEF’s portfolio is guarantees, which is included on its total assets figure.
Sources: UKEF (2023); BBB (2023); UKIB (2023a); KfW (2023); Bpifrance (2023); EIB (2024) and Eurostat (2023)

In 2022/23 the total activity of UK policy banks amounted to £9.2 billion, compared with KfW's
€40 billion and Bpifrance’s €26.4 billion. In addition, in 2023 the EIB invested €7 billion in Germany and
€10.7 billion in France (EIB, 2023).

Including policy banks within the UK's fiscal rules limits their scale, hindering their ability to use
financial leverage to help deliver government policy. They must compete against other public
spending for funding and design investment plans that incorporate the need for PSND to be falling
in the fifth year of the forecast.

European policy banks typically finance themselves by borrowing from the markets rather than via
government as in the UK. This means EU policy banks do not need to compete against other public
spending for funding and do not have to adjust their investment plans to fit within fiscal targets in
the same way.

The European approach is preferable. Policy bank activity should be determined by their mandate,
market need and opportunities to help deliver government policy, not fiscal rules that fail to
recognise the value of the financial assets that they hold and acquire.

Figure 6.2, from a recent OECD report on the composition of industrial strategies across nine countries,
highlights the UK is an outlier compared with its peers in terms of its low usage of financial instruments.
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Figure 6.2. Financial instrument support by export finance and other instruments in 2021
(excl. coviID), diamond indicating values for 2019, % of GDP
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Causing inefficiencies in the policymaking process

Including policy banks within the nation’s fiscal rules creates inefficiencies in the policymaking
process, hindering their ability to help deliver government policy. This accounting treatment:

Does not recognise an asset is brought onto the government balance sheet. PSND only
captures the Government's liabilities. It does not capture its assets — and in particular, it does
not capture the value associated with financial assets. Where the balance sheet of a public
bank is planned to grow (as it is with UKIB and the NWF), the growth in the liability side of that
balance sheet will therefore go directly to PSND. This will limit the Government’s wider fiscal
headspace and the benefits of leverage that could otherwise be brought to bear (and which
the EU regime, under the Stability and Growth Pact, would allow).

Does not sufficiently incentivise the use of financial instruments. With PSND being the binding
constraint, as it is today, the current fiscal regime does little to differentiate between the use of
financial instruments and grants. A different regime could drive stronger incentives to deploy
financial instruments rather than grants, resulting in better value and innovation in policy
design within Whitehall.

Incentivises the use of guarantees. Policymakers lean heavily on guarantees because, as
contingent liabilities, they do not impact the fiscal metrics unless and until the guarantees are
called. For example, £10 billion of UKIB's £18 billion financial capacity is in the form of guarantees.
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Causes consolidation complications for individual investments. PSND is a national statistical
measure set according to rules established by the European Statistical Authority and
determined in the UK by the ONS. Those rules are difficult to interpret and are not widely
understood. There is a long history of entities unexpectedly being brought onto the public
sector statistical accounts. For example, in 2014 Network Rail was reclassified as a central
government body, increasing PSND by £30 billion. In 2015 the UK’s housing associations were
reclassified to the public sector, increasing PSND by £60 billion, forcing the Government to
make changes to their control and oversight arrangements so that they could be classified
back into the private sector in 2017. A standard commercial approach to managing
investments could, in certain circumstances, bring a much bigger PSND impact than expected.
Reducing the significance of PSND for such investments should give the public banks greater
flexibility to exercise the controls and protections.
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7. Recommendation — improving the
effectiveness of the UK's policy banks

In 1997, Chancellor of the Exchequer Gordon Brown introduced the UK’s first formal fiscal rules, which
included “that, as a proportion of national income, public debt [PSND] will be held at a prudent and
stable level over the economic cycle” (Brown, 1997). Since then, one of the nation’s fiscal rules has
related to the measure of PSND (IfG, 2024).

Policy banks can play a critical role in helping the Government deliver net zero and tackle climate
change. However, their inclusion in the PSND metric hinders their ability to do so. It constrains the
expansion of their operations at a time of significant investment needs and distorts the policy process.

The BBB and UKIB were created in 2014 and 2021 respectively. Policymakers in 1997 therefore did not
have policy banks at the forefront of their minds when designing a set of fiscal rules. As such, when
the BBB and UKIB were created, these banks had to operate within the existing fiscal regime rather
than a regime designed to maximise their effectiveness.

The UK's public sector and the policy challenges it tackles evolve, and the fiscal framework should
evolve with it. The new Government and the introduction of GB Energy and the National Wealth Fund
into the policy bank space present an opportunity for policymakers to reassess the UK's fiscal
framework to ensure it best enables policy banks to deliver on their mission.

We recommend the Government improves the effectiveness of the UK’s policy banks by removing
them from the public sector net debt fiscal rule.

This would unlock the fiscal space for both conventional public spending and for policy banks to
increase their activities to address the climate challenge.

Based on the banks’ 2022/23 annual reports, if enacted this could reduce PSND by up to £9 billion,
reflecting the current size of their existing portfolios. This change would create space for conventional
public spending.

More importantly, removing the fiscal constraint from policy banks and allowing them to use leverage
would enable them to scale up their activities beyond their current plans, since those plans reflect the
existing PSND-driven constraint on their activity. This change to the fiscal framework would therefore
create space for additional activity from policy banks, too, thereby creating two sources of additional
fiscal space for climate action.

It is hard to estimate how a policy bank’s activities might increase if the fiscal constraints under which
they operate were removed. A conservative estimate would be to assume the banks gradually increase
their activities over the decade, so by the end of the current forecast period their activity is double what
they had initially planned. In this scenario, policy banks would deliver up to £18 billion of additional
investment across the remainder of the decade. Policy banks aim to crowd in private capital, so the
total investment unlocked would be larger. For example, in UKIB's first year, the Bank closed seven deals
worth £610 million — mobilising more than £4.2 billion of private capital in the process (UKIB, 2022).
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The benefits go beyond simply allowing the policy banks to expand their balance sheets.
The inefficiencies in the policy process outlined in Section 6 of this paper would be addressed,
enabling policy banks to be more effective in their activities.

If the Government were minded to make a larger change to the fiscal framework and switched to
targeting public sector net financial liabilities (PSNFL) rather than a measure of PSND, the constraints
on the expansion of policy banks’ balance sheets would also be lifted. Broader considerations
around such a switch are discussed in Box 4.1.

Policy design considerations

Taking the new National Wealth Fund and its constituent parts outside of the PSND fiscal rule would
bring material benefits on its own, but there are other changes that the Government would sensibly
consider alongside such a change: on banks’ ability to raise their own finance, their public sector
classification, and how they are supervised.

1. Financing

In theory, an increase in policy bank activity could be financed through gilts that are ringfenced and
taken outside the PSND control framework. However, the more simple and effective solution would be
to replicate how European policy banks finance their activities and allow UK policy banks to borrow
from the markets themselves.

European policy banks finance their investments through issuing bonds on capital markets. In 2023
KfW Group increased its borrowing by €90.2 billion (Kfw, 2023). Bpifrance borrowed €6.1 billion
(Bpifrance, 2023).

Credit rating agencies issue European policy banks with credit ratings. These are normally aligned
to the policy bank’s sovereign’s credit rating, due to the presence of both implicit and explicit
guarantees to support the policy bank if it faces financial difficulties. For example, KfW is rated AAA
by Fitch as it is “aligned with those of the bank's guarantor and 80%-owner, the Federal Republic of
Germany (Germany, AAA/Stable/F1+), which Fitch deems extremely likely to support the bank”?
(Fitch Ratings, 2023). The presence of implicit and explicit guarantees from the German state means
KfW borrowing costs closely track German Bunds.

Figure 7.1 compares KfW and Bpifrance’s borrowing costs with German and French sovereign bonds
respectively. If the debt of a UK public bank were guaranteed in a similar way and with a similar price
differential, then the additional financing costs might equal around £5 million per year for every

£1 billion of debt raised.

12 The Federal Government owns 80% of KfW's share capital and the German federal states own 20% (Kfw, 2023).
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Figure 7.1. Bid yield to maturity of German and French government and development bank (Kfw
bonds and Bpifrance) five-year bonds, May 2023-May 2024
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2. Public corporation classification

UKIB and the BBB are currently classified by the ONS to central government, whereas UKEF is
classified as a public corporation. The National Wealth Fund and GB Energy are yet to be classified.
While a public corporation classification is not essential to enable a change in fiscal treatment,
making the changes necessary to move the National Wealth Fund to this classification would
provide a cleaner narrative around the change and avoid the need to amend the Monthly statistics
on the public sector finances: a methodological guide (ONS, 2023), which provides information on
the monthly public sector finances (PSF) statistical bulletin jointly produced by the ONS and the
Treasury. This guide does not currently permit exclusions for central government bodies.

The ONS makes its classification decisions in line with the guidance set out in the Manual of Government
Deficit and Debt: specifically, in this case, the guidance on ‘captive financial institutions’. Allowing a
policy bank to raise its own finance in the markets is unlikely to be sufficient on its own to secure a public
corporation classification — certainly if that debt is directly guaranteed. While precedents set by UKEF
and policy banks elsewhere in Europe suggest a public corporation classification should be possible,
detailed discussions between the Treasury and ONS would be required.

On reaching its decision, we can expect the ONS to consider the National Wealth Fund to be a
‘captive financial institution” and therefore classified to central government if at the same time the
following conditions are met:

e The unit would carry out a limited range of activities in narrow conditions set by government
(in the framework of public policy objectives).

e Government influence or constraints would be evidenced simultaneously on both the assets’
side and liabilities’ side of the unit.

« The unit would not behave like a ‘normal’ commercial entity (e.g. there would be no
expectation of a market rate of return on equity).
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By the same token, if any one of those conditions is not met, it would not be a captive financial
institution and so should be classified to the wider public sector rather than central government — as
is already the case for UKEF (or, by its official title, the Exports Credit Guarantee Department). This is
notwithstanding UKEF’s close working relationship with the Department for Business and Trade (DBT)
with, for example, UKEF’s CEO sitting on the main board of DBT.

3. Supervision

If the National Wealth fund were to be taken outside of the PSND control framework, then government
would need to consider if additional measures are required to manage the risks associated with those
banks. Broadly, there are three ways this could be achieved:

i. Status quo supervision arrangement. Currently, policy banks are separate corporate entities with
their own boards established in line with the UK’s Corporate Governance Code and therefore with
a maijority of independent non-executive directors. These boards typically include a shareholder
representative from UK Government Investments. They produce annual reports that include
statements of viability and going concern and are prepared in line with the IFRS 9 accounting
standard (which means that they need to recognise expected future losses in their accounts).
These annual reports and accounts are signed off by their boards and externally audited by the
National Audit Office. The policy banks have their own risk management processes with, in the
case of UKIB, a capital regime (in which individual investments are allocated risk weights and so
on) that operates on similar principles to that which would operate in a commercial bank. Unlike a
conventional commercial bank, though, none of the UK's policy banks is currently subject to
external financial supervision. Instead, they are overseen by their shareholder departments (and,
typically, the non-specialist civil servants within those departments) in line with governance
arrangements set out in their individual framework agreements. This arrangement could continue
if the banks were taken outside the PSND control framework if government were confident that it
could adequately supervise an organisation with responsibility for raising its own finance.

i. Bespoke arrangement with a new committee. If government should consider it necessary to
strengthen the status quo, then one option would be to create a bespoke arrangement. The EIB
provides one precedent for how to do this. It has a Board consisting of representatives from EU
Member States and operates outside of conventional financial supervision. It also has a separate
body, the EIB Audit Committee, which is staffed by expert external figures rather than EIB Board
members and adds a further layer of independent scrutiny. The EIB Audit Committee has three
main responsibilities: (i) to confirm the annual report gives a true and fair view of the financial
position of the bank; (ii) to verify the bank’s risk management and monitoring activities; and
(ii) to verify the bank conforms to the best banking practice applicable to it. It produces a public
annual report to the EIB Board of Governors (who are the Finance Ministers of the EU27). The Audit
Committee has also worked with the EIB to identify what financial regulation should not apply to
the institution, given its unique status as a non-deposit-taking multilateral development bank.
The UK could learn from this approach by establishing a small, independent committee outside
of the policy banks and their Boards (and own internal audit committees). This committee could
provide an additional layer of scrutiny and challenge over the policy banks, similar to the role
played by the EIB Audit Committee. It could report publicly and to Parliament as appropriate.
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Prudential and financial conduct regulation. An alternative approach would be to bring the UK
policy banks within the ambit of the Prudential Regulation Authority (PRA) and/or the Financial
Conduct Authority (FCA). Careful thought would need to be given to this approach as there are
significant concerns over the extent to which PRA/FCA supervision would impede the policy goals
of the banks. KfW in Germany might provide a useful model. In 2013, Germany passed a law — the
‘law concerning KfW’ — which established the legal basis for applying key banking supervision
standards to Kfw, with supervision of compliance to these standards assigned to the German
Federal Financial Supervisory Authority (BaFin). The law applied a bespoke set of regulations to
KfW in recognition of its status as a public sector entity without a deposit business: for example, it
excludes the application of liquidity ratios and maintenance of recovery and resolution plans as
these are not considered relevant for a state-guaranteed institution. The law also requires BaFin
more widely to take account of KfW's status as a ‘promotional’ bank. As highlighted above, the
EIB has undertaken a similar process to identify the bespoke set of regulations it should follow.
The UK could consider replicating this approach, creating a bespoke regulatory arrangement
whereby the policy banks would be overseen by the PRA/FCA, but in a bespoke way that
recognises their unique status and policy goals.
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8. Conclusion

The UK must act faster to meet its emissions reduction targets and adaptation requirements.
Public investment will be a pivotal actor in the transition — both in catalysing the volumes of
private investment required and by investing in the transition itself. Policymakers must pull all the
levers available to drive this investment.

However, the UK’s fiscal framework is constraining policymakers’ ability to invest in the transition to a
more resilient, net zero economy. The challenging fiscal context in which the UK finds itself calls for a
loosening of the fiscal rules to allow a time-limited increase in public investment. A change is required to
the fiscal treatment of the UK’s policy, as called for in this paper. A new framework should be designed

to better support the role of the policy banks in delivering resilient, net zero-aligned investments.
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