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How can Slovenian banks
embrace sustainable finance
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This article takes you through the geopolitical and strategic context for sustainable finance and highlights some trends in
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Introduction
This article takes you through the geopolitical and strategic
context for sustainable finance and highlights some trends
in the development of sustainable finance globolly and in
Europe. It outlines o number of possibilities where Slove-
nian banks can adopt their business models to meet sustain-
ability objectives ond support Slovenia's green transition.
Sustainable finance con become an important competitive
odventage for some banks, especially those that ore the
first to recognise the new opportunities that alrecdy exist or
will arise from upcoming regulotory and technology-driven
changes in banking and capital markets.

Sustainable finance
The term 'sustainable finance' is very widely used ond there
may be differences in definition between different users
around the world. For the purposes of this article, the defini-
tion used is that of the European Commission (European
Commission, 2023, which is as follows: *Sustainable
nance refers to the process of toking environmental, social
ond governance [ESG) considerations into account when
making investment decisions in the financial sector, leading
1o more longterm investments in sustainable economic
activiies and projects. Environmental considerations might
include climote change mitigation and adoptation, as well
s the environment more broadly, for instonce the preservo-
tion of biodiversity, pollution prevention ond the circulor
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economy. Social considerations could refer to issues of
inequality, inclusiveness, labour relations, investment in
human capital and communities, as well as human rights
issues. The governonce of public and privote institutions ~
including management gtructures, employee relations and
execufive remuneration - plays a fundomental role in en-
suring the inclusion of social and environmental consider-
afions in the decision-making process. In the EU's policy
context, sustainable finance is understood os finance to
support economic growth while reducing pressures on the
environment and toking into account social and govern-
ance aspects. Sustainable finance also encompaosses trans-
parency when it comes fo risks related to ESG factors thot
may have on impact on the finonciol system, and the miti-
gation of such risks through the appropriate governance
of financiol and corporate actors.”

Strategic and geopolitical context
Many countries around the world have set ambitious
sustainability targets to achieve netzero emissions by 2050
(e.g. EU, US, Jopan, Switzerdand, UK, Austrolio, UAE,
Cancda), some a few years later, i.e. by 2060 [e.g. Ching,
Russio, Soudi Arabia) and some by 2070 (e.g. India).
Countries with longer timefromes or no commitments are
usually less developed or have other strategic priorities.
The Europecn Union's (EU} commitment to reduce green-
house gos emissions by 55% by 2030 puts Europe on
a path to climate neutrality by 2050, potentially making
Europe the world's first carbonneutrol continent, As an EU
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Member State, Slovenio hos committed to the same torgets
as the EU.

There have been o number of recent studies on the level of
investment required to meet the Paris Agreement targets on
global warming ond achieve net-zero emissions by 2050.
According to a study by McKinsey, there is an estimated
global investment gap of USD 275 rrillion, meaning that
current investment would need fo increase substontially by
USD 3.5 trillion from a level of USD 5.7 trillion per year to
on average of around USD 9.2 trillion per year (opprox.
+61% more per annum).To close the investment gap, the
privote sector needs to effectively complement the public
sector (Krishnan, M., Somandari, H.,, Woetzel, )., Smit, S.,
Pacthod, D, Pinner, D., Naucler, T, Tai, H,, Farr, A, Wy,
W., Imperato, D., 2022).

Climote investment is growing but is still well below what

is needed to meet Europe's net-zero emissions target by
2050, according to the EIB's Climate Investment Report
2022-2023. The EIB report notes that meeting the EU's cli-
mate targets by 2030 will require investments of around
EUR 1 trillion per year, some EUR 356 billion per year
more than in the period 2010 to 2020. In oddition, the
EU will spend up to EUR 300 billion by 2030 to become
independent of energy supplies from Russia. Increased
uncertainties such as geopolitical risks, restrictive monetary
policies, energy crisis, high inflation, expected economic
slowdown, higher cost of capital in combination with
higher debt levels may force EU member states to consoli-

date their finances by cutting public investment in the future.

The report also notes that the green transition to succeed,
much of the investment will need to come from private
funds in addifion to public funds. Sustainable finance,
which has already developed significantly ond grown in
volume, will play o very important role in the tronsition (EIB
Economics Deportment, 2023).

In Slovenia, the estimated investment gap between the in-
vestment potential and the investment needs identified in
the Nationol Energy and Climate Plon is somewhere be-
tween EUR 8.0 billion and EUR 8.7 billion, i.e. oround
2.0% of GDP per year, according to a report by the Fiscal
Council of the Republic of Slovenia (Broznik, J., 2022).
Similar to the global and EU context, closing Slovenia's
investment gap will require an effective mix of public and
private funds, as well as preparedness for contingencies.
According to BlackRock, the recent energy crisis combined
with the war in Ukraine is accelerating the transition to
lower emissions in the long term. In Europe, the race for
clean energy leadership among the superpowers is likely
to accelerate and intensify in response to the Inflation Re-
duction Act (IRA), particulorly in the industriol and technol-

ogy sectors. The IRA, passed by the US Congress lost
summer, provides some USD 369 billion in gronts, loans
and tax credits for the deployment of renewable energy
ond clean technologies in the US, of which some USD 90
billion has already been approved. Earlier this year, the
European Commission unveiled the Green Deal Industrial
Plan (in addition to the existing The Green Plon from 2019)
to boost the competitiveness of Europe's zero-carbon indus-
tries and support a rapid transition o climate neutrality.
With the new measures {simplifying stote aid, Evropean
Sovereignty Fund, etc. ), the EU is widening the socalled
subsidy race with the US and other advanced countries
{Japan, the UK, Ching, etc.) for key technologies and
allowing EU Member States to increase public spending.
The risk of climate policy gridlock, in the context of devel-
oped economies failing to increase public investment or
toke action to achieve net-zero emission torgets, is closely
linked to other geopolitical risks, such as strategic competi-
tion between the US ond China, and global technology
decoupling (BlackRock Investment Institute, 2023).

All these major strategic and geopolifical developments are
bound to offect the future of sustainable finance in Europe
ond Slovenio.

Trends in sustainable debt and

capital markets developments
Sustainable debt has grown exponentially in recent years,
moving from the fringe to the mainstream. The high growth
of sustainable debt turned downwaord in 2022 due to in-
creased global uncertainties (war in Ukraine, energy crisis,
high inflation, rising interest rates and cost of capital, etc.),
with global outstanding sustainable debt folling by around -
11% from USD 1.7 rrillion to USD 1.5 frillion, Nevertheless,
the growth of sustainable debt is expected to continue to
occelerote, supported by strong geopolitical and strategic
ambitions around the world. The trends show a strong
momentum for sustainabilitylinked instruments, which have
increased their share of the total sustainable debt from
33% to 40% in 2022,
Advanced countries are the main borrowers with the most
sustainable debt issuance in 2022, with Europe's share of
total issuance remaining high and stable at 45% in 2022
(Gardeslandolfini C.,, Gautam, D., Kemp, E,, Xiao, Y.
2023). According to McKinsey, sustainoble bond issuance
currently accounts for about 12% of total global bond
volume, with a similar share in the global syndicated loan
market, where the volume of sustainabilitydinked loans ac-
counts for about 13% of total global syndicated loan vol-
ume. In the sustainable debt market, it is interesting to note
that sustainabilitylinked loans (SLLs) are growing much
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Figure 1: Global Sustainable Debt Issuance by
Instrument (in billions of US dollars)

Figure 2: Global Sustainable Debt Issuance by
Region (in billions of US dollars)
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Source: Bioomberg Finance L.P. and IMF staff colculotions.

foster than green bonds, which may be due to the domi-
nonce of bank financing globally. SLLs are performance-
based instruments designed to be more flexible thon "use
of proceeds" instruments such as green bonds, which can
only be used for specific, earmarked projects according to
specific guidelines (EU toxonomy, ICMA principles, efc.).
SLLs can mobilise significant capital for transition finance,
although the evaluation of SLLs and their KPls needs to be
rigorous to ensure credibility and avoid greenwashing.
According to the McKinsey study, banks are building inno-
vative green businesses across all segments in products
and services, as well as various advisory or trading plat-
forms for their clients, enabling them to embark on o sus-
tainability pathway. The figure below, prepared by
McKinsey & Company, provides a comprehensive view
of the new sustainable finance businesses in banking.
(Cooke, M., Feldman, P., McCarthy, K., Runggotscher,
M., Depin, C,, 2022).

The AMFE report notes that Europe's global attractiveness
as o place to invest in is folling further behind other coun-

Figure 3: Sustainabilitydinked Loan Issuance by

Source: Bioomberg Finance L.P. and IMF stoff colculations.

tries. EU domestic market copitalisation of listed shares
accounted for 10% of the world’s total in 2022, o decline
from 18% in 2000. The report shows that the progress

of the EU CMU (Capital Markets Union) lags behind that
of other advanced economies, porticularly in terms of the
widening equity gap between the EU and its global peers
and the sluggish securitisation market, which continues to
be o mojor drag on the EU financial system. In the EU, on
average, cbout 9.4% of nonfinancial corporations use the
capital morkets for bond and equity financing. This is more
than 10 percentage points less than in the US and the UK.
Since the beginning of the pandemic, the share of corpor-
ate financing through the copital markets has been declin-
ing, lorgely due to the increase in the cost of capital and
the high level of govemments supporting the economies.
The figure below shows that companies in Slovenic do not
generally use the copital market to raise funds, indicating o
strong reliance on bank financing compared to other Euro-
pean countries. Typical bond issuers in Slovenio, opont
from the government, are usuclly banks and occasionally

Figure 4: Banks' innovative green lines of businesses
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Figure 5: Market Finance Indicator (NFC equity and
issuance as a % of total NFC annual financing)
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Figure 6: Market Finance Indicatorby country for
bond and equity issuance by the Non-Financial
Corporates (NFCs) as a % of total NFC financing

« BT ol o mTw

5%1”!]i!l'””!}llliililil

Sowrce: AFME, Capital Markets Union, Key Performance Indicators
- Fifth Edition, November 2022

larger companies, which also issue commercial paper from
time to time. There are virually no large inifial or secondary
public offerings on the capital markets.

To improve the functioning of capital markets in Europe, the
Evropean Commission has introduced a number of overhoul
regulotions in recent years, notably in the areas of securit-
isation and ELTIFs (European Long Term Investment Funds).
The European Commission's CMU Action Plan proposes
securitisation os a key tool for European capital markets to
reduce the over-dependence on bank financing and im-
prove access fo capital markets for European borrowers,
Securitisation is particularly valuable in freeing up bank
balance sheets (RWA, copital opfimisation, MREL require-
ments), facilitafing finoncing for SMEs and mid<aps, and
providing new investment opportunities for domestic and
crossborder investors, According to AFME, green securit-
isation alone has huge potential and could exceed EUR
300 billion per yeor by 2030, including residential mon-
gages for energy-efficient properties, loans for green home
renovotions and financing for electric vehicles (AFME,
2022). Beyond green securitisation, the potential for secu-
ritisation more broadly is much grecter, in particular be-
couse of the potential to achieve economies of scole by
aggregating smaller illiquid loans into larger liquid pack-
ages, thus creating new aftractive alternative investment
opportunities for o broader investor base.

Synthetic securitisafion has been used more commonly in
Europe recently, and interestingly also by smaller banks in
Central and Eastern Europe (CEE} and South-eastern Eu-
rope. A good recent example of a synthetic securitisation
con be found in Romanio, where Raiffeisen Bank S.A, in
cooperation with the EIB Group, securitised a EUR 308 mil-
lion non-retail loan portfolio, which remained on the bank’s
bolance sheet and was split into senior, mezzanine ond
junior franches, The risk of the mezzanine tranche was

Source: AFME, Capital Markets Union, Key Perdformance Indicotors
- Fifth Edition, November 2022

assumed by the EIF, while the risks of the senior and junior
tranches were retained by the bank, The synthetic securit-
isafion was used to optimise capital and MREL require-
ments, thereby increasing the bank's corporote lending
capacity. Similorly, Raiffeisenbank Austria d.d., the Croo-
tian subsidiary of Austria's Raiffeisen Bank Intemational
AG, undertook a EUR 366 million synthefic securitisation of
its SME and corporate loan portfolio, with the EBRD assum-
ing the risks of the mezzanine tranche through an unfunded
protection guarantee, As in the previous example, the bank
was able fo reduce its RWA, and optimise copital and
MREL requirements. The transaction is seen as a green se-
curifisation os the new financing will support sustainability
objectives.

The next mojor development in the capital markets is the re-
vised ELTIFs regulation (ELTIF 2.0), which will be fully oper-
ational in early 2024 and is expected to boost investment
in the EU economy as the new rules make it easier for asset
managers o launch products for both institutional and retail
investors. Key new benefits include easier access for retail
investors, an expansion of eligible assets, the use of pru-
dent levels of borrowing to increase investment potential
and the ability to coinvest with other funds. The ability of
ELTIFs to lend on a cross-border basis within the EU is o key
feature of the ELTIF regulation. Over the next five years, the
new ELTIF 2.0 could support an additional EUR 100 billion
of financing for EU companies, growing exponentially from
its current level of EUR 10 billion, occording to the AFME
report (AFME, 2022). The latest revision of ELTIF is port of
the EU's wider Capital Markets Union initiotive, which aims
to strengthen EU capital markets and reduce reliance on
bonk funding. According to BlackRock, ELTIFs are virtuolly
the only scaloble vehicle copable of distributing private
markets to retail investors across Europe's borders.

Banks around the world are accelerating investment in their
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ESG copabiliies, driven by strategic paths to zero
emissions and new regulotory requirements on climote risk,
reporting and disclosure. The most advonced and forword-
thinking banks have already odopted their business models
by enhancing their competitive advantage ond creating o
positive public image. The pace of change in sustainable
debt, equity and alternative investment funds is exponential.
Banks and other financial institutions, such as asset man-
agers, insurance companies, infrastructure funds ond other
institutional investors, are becoming increasingly involved
ond committed to sustainable finance, increasing competi-
tion between participants both locally and internationally.

Sustainable finance possibilities for banks in Slovenia
The following section presents some possibilities and views
on how Slovenian bonks, together with some improvements
in the copitol market, could position themselves and inte-
grate sustainable finance into their business models, thus
contributing even more significantly to the green transition
in Slovenia,

Hypothetically, Slovenian banks could be constrained by
a lack of copital ot some point during the green transition.
Assuming a dysfunctional domestic capital market, this
could lead to delays in the green transition or the need to
involve more public funds. It is essential to prepare ad-
equotely for contingencies and to adapt as much as poss-
ible to the new realities created by global strategic and
geopolitical drivers. The Slovenion banking system is con-
sidered relofively well consolidated and characterised by
high household and corporate deposits compared to Euro-
pean bonks. According to the Bank of Slovenia's Financiol
Stability Report, the liquidity coverage ratio of the level of
the Slovenion banking system was around 290% in mid-
2022, one of the highest in Europe. This implies a liquidity
surplus above the regulatory requirement of around EUR
8.7 billion, about @ quarter higher than before the start of
the pondemic {Bank of Slovenia, 2022). Part of this surplus
could gradually be transferred to the capital markets as of-
tractive opportunities for households emerge over time. To
stimulate the capital market, new investment opportunities
need to be aftractive in terms of return, risk and diversifico-
tion benefits, and they need to be accessible quickly, easily
ond at low cost.

In the past, the strong liquidity position of banks in Slovenia
and the steady growth of deposits have discouraged banks
from actively issuing bonds, which has largely contributed
to the low level of bond issuance and the absence of new
forms of financing such as covered bonds and securitisa-
tion. In addition, the relionce of corporates on bank financ-
ing has been very high, probably due to favourable

finonciol conditions ond simpler and less costly procedures
compared to capitol morket financing. Over the decades,
this has resulted in o strong domestic banking system, which
enjoys high public confidence, and on underdeveloped
domestic copital market, especially compared to other
European countries. It is also importont to note thot Europe
lags for behind the most developed countries, such os the
US and the UK, in terms of capital morket development,
ond Slovenia is ot on even greoter disadvontage in this
respect.

Assuming that deviations and anomalies revert to the mean
in the long run, and in the context of strategic ambitions to
strengthen the EU CMU (EC Capitol Markets Action Plon)
and the Slovenian capital market (Strategy for the Devel-
opment of the Capital Market in Slovenia by 2030), finan-
cial resources in general, including those of Slovenian
households, are likely 1o be allocated more optimally in the
long run. Under this assumpfion, Slovenion banks will need
to gradually increase the share of financial instruments on
their balance sheets and, where appropriate, use them to
optimise sustainability objectives with capital and MREL
requirements. If this were to hoppen, Slovenion banks
could actively use ESGlabelled financial instruments as
port of their licbilifies, such as green, social or sustainability
senior preferred notes, senior non-preferred notes, AT1/T2
bonds, green covered bonds, green or brown securitiso-
tions and other innovative green instruments. Moreover,
taking into account the fact that the Slovenian economy is
highly dependent on bank financing and that the domestic
capital market is rather underdeveloped, it can be ex-
pected that, ot least in the initial phase, the share of green,
social, sustainability and sustainability-linked loans as part
of banks' assets will be the dominant financing compared
to nonbank financing. Green, social, sustainability and sus-
tainabilitylinked bond issuance in the nonbank sector is
likely to remain limited to lorge corporotes {of least until
new distributed ledger technologies emerge).

Given the relatively small size of the Slovenian banking
system and its copital market compared fo its peers, it
would be most practical to focus on o small number of
solutions with the highest potential. The susiainable finance
instruments with the highest potential for Slovenian banks
could be green covered bonds (especially in the case of a
structural decline in bank deposits over the next decade),
green, brown or other types of securifisafion (new supply
of alternative investments with aftractive risk/return profiles
ond diversification benefits) and investment funds (in par-
ticular ELTIFs, which are able to mobilise private funds on a
larger scale). To accelerate the development of sustainable
finance and gain a competitive advantage in this orea,
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Figure 7: Hypothetical new possibilities in the domestic banking system and the capital market
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banks and capital market participants need to use modern References:

automation and artificiol intelligence means to provide their
clients with aftractive investment or financing opportunities,
not only in terms of risk/reward/diversification benefits, but
olso in terms of fime and customer experience.

The figure below shows the structure of the Slovenion bank-
ing system and hypothetical possibilifies in the area of sus-
tainoble finance for domestic banks in relotion to the
domestic capital market, Banks have a wide range of sus-
tainoble finance instruments ot their disposal that they could
use in the future, and they con olso ploy o greater role than
in the past in the development of the capital market.

Figure 7: Hypothetical new possibilities in the domestic
banking system and the copital market

Finally, securitisation and ELTIFs deserve further consider-
afion. Surprisingly, Eurepean banks currently moke litfle use
of securitisation and the use of ELTIFs is currently insignifi-
cant compared to their potential use as a means of effi
ciently allocating financial resources on o lorger scale to
support the green fransition. In Slovenio, securitisation and
ELTIFs are perhaps even more relevant because the
relatively small size of individual transactions {loans, fund-
ing, investments) makes it almost impossible to achieve high
efficiency in terms of liquidity, costs, profitability, and over-
all attractiveness to investors. Securifisation and ELTIFs
could open the doors to new funding and financing oppor-
tunities for Slovenian banks and new investment opportun-
ities for o wider range of investors by aggregating smaller
tickets and different assets into larger pools with enhanced
characteristics. Investors would benefit by participating di-
rectly or indirectly in loans through securitisation or ELTIFs,
while banks would optimise their RWA and capital after
selling their loans or transferring risks ond gain capacity for
relending fo new projects. As the green transition in Slove-
nia requires the mobilisation of o significant share of private
funds, securitisation (green and/or brown) and ELTIFs have
the potentiol to play on imporfant role.
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