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1.
Introduction

Initially the financial sector had little interest in matters relating to environment and sustainability. Gradually this has evolved. The introduction of the Green and Social Fund System in the Netherlands proved that if the financial sector, the private sector and government are willing to co-operate and to be innovative they can develop effective and efficient instruments that contribute to sustainability and to social cohesion in society. The system is beneficial for all stakeholders and pushes development in the North and in the South. The system is tax induced and incorporated in the national tax system. However this doesn’t means its principle is only applicable within the tax system in the Netherlands.  Using specific very limited alterations of tax systems it would be possible to introduce this type of policy instruments in other countries. 

2.
Financial sector and sustainability

The attitude of financial institutions with respect to sustainability shows important differences. These differences are the result of a gradual development. Considering this process five phases of the banking sector’s attitude to the environment and social aspects can be identified: 

	1. INDIFFERENT PHASE



	
	2. DEFENSIVE PHASE



	
	
	3. PREVENTIVE PHASE



	
	
	
	4. INNOVATIVE PHASE/OFFENSIVE PHASE



	
	
	
	
	5. SUSTAINABILTY PHASE




At the outset, in the Indifferent phase, there was less obvious reason for the financial sector to be involved in environmental and social matters. The common opinion was that after all the primary production of the sector itself didn’t result into any obvious pollution or direct social impact. It was considered to be a matter of the clients of the financial sector. The financial sector’s environmental and social impact was in fact less direct and less self-evident.  

Gradually the realisation has dawned that environmental and social effects constitute a potential risk and a potential problem. In the Defensive phase the financial sector denies strongly to have anything tot do with environment and social impact and takes a critical and wait and see attitude towards any measure the government takes. The environment and social impact is viewed as a risk and as such these threats cannot be controlled. 

A change in the attitude occurs at the next phase, the Preventive phase. Instead of active opposition, denying of involvement and defensive behaviour, containment of the problem becomes the new strategy. One attempts carrying out checks of environmental risks in any standard assessments of credit applications. In the same way one refuses to be involved in social negative projects or to deal with companies that are involved in such projects e.g. companies involved in tropical rainforest deforestation, child labour etc. One is aware these projects and companies imply a direct image risk and consequently a commercial risk and tries to achieve that the risk becomes a manageable phenomenon. So any expected detrimental effects are neutralised in advance.

The next phase – the innovative or offensive phase- goes considerably further. From being a manageable risk or a risk to be managed the environment and social issues become a market. Innovative products are developed to take advantage of the market opportunities. Examples of those products are specific lease products, thematic project related investment funds, other funds, liability insurance etc. These types of products need a reliable provider. A supplier whose image isn’t one of social and environmental awareness will not come across in the market place as being reliable even if he introduces an ostensibly good product. Consequently suppliers of sustainable products will have to see to an image that appeals to potential customers. This will gradually change the financial institution. The traditional business activities are reconciled to the new sustainability related products. No longer a bank stresses to be “not black” but one stresses to be green and social. 

This may result into a final stage, the sustainability phase. In this phase social and sustainability criteria are part of the total business and sustainable and social innovative products become normal products. In the Netherlands banks like Triodos and ASN are in the fifth phase. The developments of those banks demonstrate that sustainable banking can become a normal sound economic business. 

3.
Tax induced innovative banking products

At a rather early stage the Ministry of Environment in the Netherlands became aware of the importance of the financial sector for its policies. A regular discussion with the Dutch Bankers Association was started for information exchange. This co-operation resulted into the development of innovative financial products such as green funds, social funds, green mortgage system, green operational lease with accelerated depreciation for environmental investments and tax deduction for such investments. Moreover the financial sector became involved in problems such as soil clean up, climate trade etc. 

An important ground for the Ministry of Environment for this co-operation was the sense of urge that this sector was important and the awareness co-operation would speed up the development towards sustainability. 

4.
The Dutch Green and Social Funds System (GSFS)

4.1. General features

The Tax induced funds in the Netherlands are different from any other known system. The most striking differences are:
· the funds operate on a project basis and not on a company basis (e.g. by investments in shares or participation);  

· the funds are restricted to designated environmental, social or cultural projects;

· the role of the government. The system was initiated by the government, the governments provides a tax exemption and plays a role in the designation of the type of projects;

· the GSFS offers an financial tax advantage for the investors and for the entrepreneurs who own the project.
4.2. Mechanism

In the Netherlands private persons are subjected to income tax. Income derived from savings or investments (e.g. interests or dividend) were subjected to the top tax rate. When a person invests in a Green or a social fund the income derived from this investment is exempted from income tax. In the next table an example is shown how the system works: 

Working Mechanism of the GSFSystem 

	
	Normal commercial
	Green Social fund System

	Net interest saver
	2.5%
	2.5%

	TAX
	2.5%
	0%

	Gross Interest saver
	5.0%
	2.5%

	Bank Interest costs
	5,0%
	2.5%

	Bank: costs, profits, risk
	1.0%
	1.2%

	Interest level for loan entrepreneur
	6%
	3.7%


The assumptions used in the example may be different for different market situations but the example shows how the system operates. In this example the tax advantage amounts to 2.3 % of the interest rate of the loan for the project. In practice it is more complicated. The interest rate for an investor in the fund is lower. Part of the difference is used to compensate the saver for o lower interest rate. Due to the tax advantage this lower rate is compensated. 

So the tax advantage is partly used to compensate the saver in order to get normal revenue and partly to offer a lower interest rate for the project. 

In practice the GSFS is a “soft loan system” for green or social projects. In this way the system promotes investments in projects.   

4.3
Types of funds/types of projects 

There are three types of funds: Green Funds, Social Funds and Cultural Funds. 

a.
Green Funds 

The Green Funds invest in energy, nature, and environmental projects in the Netherlands, in Aruba and the Netherlands Antilles, in developing countries or projects in countries in transition. 

b.
The Social Funds 

The Social Funds invest in social projects in developing countries. 

c.
The Cultural Funds 

The Cultural Funds invest in cultural projects in the Netherlands. 

For each type of projects specific criteria are applied. 

It is clear part of the tax money is used in favour of the project. Hence there are more criteria. The projects eligible under the system are selected on the basis of general criteria. The major ones are: 

High level of environmental, social or cultural benefits.

No negative impact, no negative side effects. 

Low economic return. Projects with a high economic return should be realised without tax support. 

Economically self-supporting, no bottomless pit projects.

Only new projects can qualify. 

4.4
What is the role of the stakeholders and why do they participate?


In the system there are four major stakeholders: the government, the funds, the private savers and the project owners. In the system each of them has its own role and responsibility. The saver or private investor invests in a fund. When the fund owner (bank) has an entrepreneur with a project that may be eligible for the scheme, the government is asked for an allowance to contract a loan for the project. The government agency processes the applications and delivers a Green, or Social or Cultural certificate. With this certificate it is allowed to contract a loan for the projects. The project owner who has a certificate can shop around and negotiate with the funds in order to get the most profitable conditions for the loan.   

The GSFS is successful because the various actors co-operate. One of the major questions is why do the stakeholders participate. The stakeholders have various grounds for participation in the system. 

a) Government

The government had various motives in introducing the system.

- Sustainability and development

A sustainable society needs more than prevention of pollution. A sustainable society requires new economic activities like sustainable agriculture, renewable energy etc. On today’s market these activities are not yet profitable enough to be introduced on the desired scale. Since the Dutch Government wished to speed up the introduction and dissemination of these low profit activities and assumed they should be self-supporting in future, a way had to be found of providing an economic incentive in order to lower the cost during a transition period. 

With respect to development it is clear that the traditional official development aid (ODA) is important but that more is needed. What we need is creating economic activities in the South that makes people economic independent in the long term. What we need is activities of the private sector to make the South self supporting. So more attention for local starting entrepreneurs etc is wanted. 

So both for sustainability in the North and for economic development in the South we need a new focus on economic activities and not just continuing the traditional way of pushing activities and spending money. 

- Loans versus subsidies

Sustainable projects or development projects require a high financial input like 70 % of the total invested capital. Subsidies will never meet this high level. A 70% loan is often better than a subsidy of 20 to 30%.  

- Private capital 

The increase of environmental investments and the pushing of economic development requires capital. Governmental capital would not be enough. Capital provided by the private sector was the only way to achieve the goals. 

- Skills of financial sector 

The object was to create economic activities that would be self-supporting. The government or its agencies are not able to judge the economic potential of projects and entrepreneurs. By using the private financial sector with its skills we can ensure that the entrepreneurs are able to create the sound economic projects. So the government needs the skills of the private financial sector.

- Awareness of citizens. 

The involvement of private savers increases the awareness of citizens. This creates support for environmental and development policy. 

- Awareness of financial sector. 

As discussed above the attitude of the financial sector towards sustainability shows a development. The introduction of sustainable and social financial products affects the attitude of the financial sector. Promoting sustainability and development doesn’t tolerate being involved in projects that achieve the opposite. So the introduction of the GSFS has promoted sustainability and development awareness of the financial sector and pushed them forward.

b) Private persons

Why do private savers invest in the Green and social funds system? Hardly any research is available at this point. Nevertheless we can point at some important elements.

-
Normal return

In the past some ethic funds operated in The Netherlands. Those funds had a very low return. The amount of money in these funds was rather low. Due to the tax incentive the return from Green and Social funds is still moderate but more or less competitive with other funds. In our opinion the system owes its support to numerous investors who are willing to make money available provided they get a moderate to normal return. They want their money to be used for “good” projects but can’t afford a very low or no return. They need the money for pensions etc. This group accepts a moderate return in the knowledge that the money is being used in an appropriate way.  

- Good projects/ no “black projects”

A lot of people who invest in the system want to support “good” projects. A group of people are concerned about nature and development. Others don’t want good projects but want to avoid “black” projects. They don’t want their money to be invested in projects destroying biodiversity or violating human rights (e.g. by child labour) etc.   

- Low risk

The system is organised by the banks in a way that the risks involved in the system is very low. The usual collateral is being taken by the banks and insurance mechanisms can be applied. 

- What criteria and assessment of projects 

People who want to avoid black projects or who want to invest in good projects may invest in ethic funds. In practice people find it difficult to know the criteria and the way the assessment is performed by “commercial” ethic funds. Sometimes people are even not interested in all the specific criteria and the assessment. They only want to be sure the money is invested the “right way” and that the assessment is “reliable”. The involvement of the Government convinces them the projects are the right ones and the assessment of the projects is performed in a non biased way. This may contribute to the willingness to participate in the system. 

c) Financial sector

- Social/environmental awareness

As stated above the social and environmental awareness in the financial sector is growing. Notwithstanding the differences between banks are considerable the development is clear. This increasing awareness contributes to the willingness to contribute to the system.   

- Competition

The major banks in the Netherlands participate in the GDFS. A Financial institution can’t afford not offering this product because a specific group of customers wants to participate. This was demonstrated when the Green mortgage system was introduced. This is part of the Green fund system but a part with a low (or no) profitability for the banks. 

- Normal product/normal return

The object of the system was to make environmental and social products part of normal business activities in the sector. Development in the south and sustainable use of nature and environment shouldn’t depend on welfare but be provide with a sound economic basis. This means that the system aims at being normal financial products with a normal profitability. This normal profitability regards both to the private investors and to the financial sector. 

- Image 

The market value (at the stock exchange) of a company depends on its profits and its image. Corporate image may influence customers. The participation in the system contributes to the image of a bank. Moreover the participation of the banks contributed to a more positive image of the financial sector as a whole. 

d) Project owner

The project owner has important reasons to join the system:

- Availability of capital 

In the past it was very hard to contract a loan for projects such as wind energy and organic farming. The activity was considered to be risky and organic farming was seen to have a weak economic basis. No wonder the financial sector wasn’t eager to invest in this type of projects. Due to the system availability of capital improved. 

- Low interest rate

The loans contracted under the system have a relatively low interest rate compared to the normal commercial loans. So it is profitable to join the system.

- Quality level 

For some types of investments the qualification of the project means it meets specific standards that guarantee a quality of the product. For example in sustainable housing it is difficult for a private person to know what is sustainable in practice. When is a house sustainable? In the green mortgage system criteria were developed for sustainable housing. So people investing in these houses know they meet high standards without having troubled themselves with best building technology. 

5.
Experiences, difficulties with the laws and the system

What was and is the social impact of the system in the Netherlands and abroad?

The social and economic impact was important. We just want to sum up the major impacts. 

The system made people more aware of social and environmental development. Today about 170,000 people participate in the system. When in the past, due to budget cuts, it was suggested to reduce the system it appeared the system was strongly defended by an overwhelming majority in parliament, in press and in public opinion. 

The system contributes to social and environmental projects. The system has an important impact. The amount of money involved in the projects (over the life time of the system) equals now to about 3.5 billion euro. 

The most important projects in the Netherlands regard to:

· Forestry and nature conservation: new forests, landscape conservation, ecological migration zones etc. 

· Agrification projects: experimental projects to use agricultural products in stead of chemicals. 

· Renewable energy: e.g. solar energy, wind energy, biomass energy. 

· Sustainable housing: including the green mortgage system. Houses with low energy input, low water use, use of less harmful chemicals, easily to be demolished and use a higher level of recycled material. 

· District heating projects: projects with respect to using “waste heat” from industry or from combined cycle power generation. The energy is used for heating of residential buildings. 

· Green label green houses: projects to reduce the use of minerals, chemicals and energy in horticulture.  

· Organic agriculture projects,

· It is difficult to quantify all effects of the system. Some effects can be quantified and may give an impression of the environmental impact of the system. 

The most important projects in the developing countries regard to:

· Micro-credits: for small companies or private persons and social projects in developing countries. 

· Nature, forestry and biodiversity: conservation projects.

· Renewable energy: e.g. solar projects and wind projects.

· Eco-tourism projects.

· Organic agriculture; projects aimed at producing crops under good environmental and social conditions. 

· Public transport.

Due to the system, employment under good social and economic conditions, for some thousands of people in the south could be achieved.
The system is efficient.
A few years ago KPMG made a survey on the efficiency of the system. It appeared that the system was efficient in a way the cost for reduction of a certain amount of environmental pressure was low. Moreover it is cheap for the government. One Euro of governmental money makes available 40 Euro of private capital.
The system contributes to further development of awareness of the financial sector.
It is clear that the system influenced the financial institutions in the Netherlands. Since the introduction of the system all our major banks have at least a few employees who work on the system. Their permanent activity influences attitude and awareness. Banks are getting involved in more social and environmental issues. They develop broader range of activities. They introduce and implement standards for environmental aspects and take into consideration human right situations of the project of their customers etc.

Difficulties: The system as such is good but not a miracle.
In many situations the system is a useful tool. The stakeholders in the system co-operate and are convinced they should go on with it. They prefer systems like this. The system can be applied in other countries as well. Nevertheless sometimes the stimulus by the system is not effective or not strong enough. Two important points can be mentioned.
First, sometimes, the lower tax rate is not enough for the project owner. Especially to get very innovative projects started up additional policies and instruments are required.
The second point regards to projects in the south. Projects in the south have a high risk. This implies they often don’t fit in the system we have at present. The low return for the investors doesn’t fit with risky projects. This is really a drawback of the today‘s system. We are convinced that the projects in the south contribute to the social and economic development and create more economic independence. The introduction of a guarantee system for specific projects in the south may have a beneficial impact. Such systems exist in other policy fields like the export credits guarantees.
Applicability of the system in other countries.

The system is applicable in other countries. The fact that it is part of the national tax system in the Netherlands doesn’t imply it isn’t applicable (in an adapted way) in other countries. At the Informal Ministerial Conference of the Ministers of Environment of the EU in Maastricht this year, it was concluded that innovative instruments like the system in the Netherlands, may contribute to innovation as well and dissemination or the system was recommended.
The future, further legal steps being considered.
The system was changed only marginally because it works well.
As mentioned (paragraph 6.5) the system has two points for attention:

First it is clear the level of the financial incentive is limited. The incentive is not strong enough to push projects that need a high financial input (e.g. research and development projects). This is inherent to the system. The solution is to create synergy with other incentives focused on research and development. 

The second limitation of the scheme is the risk of projects in developing countries is rather high. This is caused by the political situations in those countries and by the specific features of the projects. The high risk is a real threshold for the financial sector. The only way to improve this is to introduce a guarantee system which covers part of the risk. A suggestion has been made to start such a system based on official development aid. Others suggest developing a system based on private and public resources.
