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DMCC is the world’s leading Free Zone and
Government of Dubai Authority for commodities trade

and enterprise.

The Future of Trade 2020 is the third edition of
DMCC'’s flagship report exploring the changing nature
of global trade following reports in 2016 and 2018. The
report examines the impact of geopolitics, technology,
and global economic trends on the future of trade,
with a focus on trade growth, supply chains, trade

finance, infrastructure and sustainability.

The report is a synthesis of quantitative research,
global viewpoints on what the future holds based on
research, data, and interviews with business leaders
and trade experts across eight key trade hubs - Dubai,
London, Houston, Johannesburg, Shenzhen, Silicon

Valley, Singapore, and Zurich.

The Future of Trade 2020 maps out the scenarios for
how trade will develop in the 2020s and is relevant for
any reader involved in trade, trade policy, international
investment, and the operation of businesses with

global value chains.
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INTRODUCTION

In the 2018 edition of the Future of Trade report,
DMCC found that ‘trade will seek the path of least
resistance’. Now, in 2020, global trade faces an
increasingly complex geopolitical environment on
top of a global economy that has been severely
damaged by the COVID-19 pandemic.

The 2020 edition of the Future of Trade report
explores the scenarios ahead across geopolitics,
technology, trade finance, trade infrastructure
and sustainability and asks how global trade
operators and governments can best harness the

opportunities available.

The trade landscape in the 2020s will be defined by
the US-China trade war and the recovery from the
economic impact of the global COVID-19 pandemic.

International trade has a significant role to play



Introduction

in global economic recovery, yet the geopolitical
situation presents a challenging environment

for the factors that could enable trade to deliver
economic growth. These factors span technology,
finance, and infrastructure, but are all held together
by policy. The future of trade will be determined by
the potential for cooperation between governments
and with the private sector to develop innovative

policy solutions.

For the past several months, DMCC has consulted
businesses and trade experts on the state of trade
today and the future of trade in the 2020s. The
2020 edition of the Future of Trade synthesises
these insights and shares three key indices on
commodity trade centres, digitalisation, and for the
first time, on trade and sustainability, to lay out the

state of trade over the coming years.



Table of contents

TABLE OF
CONTENTS

CHAPTERI
The future of trade growth
Introduction

Section One: The outlook for global trade in the 2020s

A snapshot of trade at the beginning of the 2020s

DMCC’s Commodity Trade Index

The trade outlook for 2020 was already weak before COVID-19
The impact of COVID-19 on trade

The outlook for recovery is uncertain

Trade in the 2020s - a ‘new normal’ for growth

Section Two: The future drivers of trade
Introduction

The application of technology to trade
Cross-border services

Trade policy

Infrastructure

Section Three: Conclusions and takeaways
Key takeaways

Conclusions

Recommendations

14
16

17
17
18
25
28
33
35

37
37
37
37
38
38

39
39
40

41



CHAPTERII
The politics of trade
Introduction

Section One: Global tensions will define the trade landscape
of the 2020s

The political realities of global economic integration
The US-China trade and tech war will define the 2020s
Before the tariff war

Tariff war 2018-2020

Collateral damage

An unbalanced trade war

Sino-skepticism

China - a global scapegoat?

The outlook

Section Two: Protectionism is back on the agenda
US-China trade war gives license to others
Protectionist measures at a ‘historic high’

The outlook

Section Three: A new global trade order emerges
The old global trade order stalls

Problems with the WTO

The reform agenda

Likelihood of success

A new order emerges

National security through trade policy

The outlook

Section Four: In a world of risk, businesses seek trade resilience
The recalibration of global value chains

US reshoring jumps

Supply chain rearrangement within Asia

Mexico wins near-shoring boom

Future trends

Section Five: Key takeaways and conclusions
Key takeaways

Conclusions

Recommendations

42
44

45

45
47
47
47
48
49
49
50

51

52
52
53
55

56
56
56
57
57
58
59
60

62
62
62
63
63
63

65
65
66
67

Table of contents



Table of contents

CHAPTERIIlI
Technology and trade
Introduction

Section One: Technology and the future of trade
Understanding the impact of technology on trade
Technology and goods trade

Technology and how we trade

Will technology drive trade growth?

DMCC'’s Industry Digitalisation Index

Implications of technology for the future of trade
The outlook

Section Two: Key trends

Trend One: Boosting efficiency

Technology will continue to facilitate goods trade

Al will play a major role in driving down transport and logistics costs
Al and autonomous vehicles

Al, smart robotics, and automated supply chain management
Blockchain will revolutionise cross-border trade processes

Digital platforms will disrupt brokering

Trend Two: Tech will unlock new markets for trade

E-commerce will continue to drive trade

Technology will enable services to significantly increase its share of
global trade

Trend Three: The end of geography? Automation and additive
manufacturing will disrupt global value chains

Automation will bring manufacturing closer to centres of consumption
Additive manufacturing

Data flows will become more commercially valuable than goods trade

Section Three: Getting the policy right
Fragmentation

The path to interoperability

Multilateral level

Trade agreements - FTAs and RTAs
Worst case scenario - the ‘splinternet’

Section Four: Takeaways and conclusions
Key takeaways

Conclusions

Recommendations

68
70

70
71
71

72

72

73

80
81

82
83
83
84
85
87
89

91
92
93
94

96

97
98
99

100
100
101
101
102
103

104
104
106
107



CHAPTERIV

Making trade happen: Finance
and infrastructure
Introduction

Section One: The impact of the financing gap

Critical channels to facilitate trade

Trade finance

Infrastructure

The investment gaps

Trade finance gap - US$1.5 trillion, rising to US$2.5 trillion by 2025
Global infrastructure investment gap - US$6 trillion, rising to US$15
trillion by 2040

Least developed countries are hardest hit by lost opportunity
Closing the gaps will lay the groundwork for trade growth

Section Two: Bridging the gap

Shared issues

Risk perception

New investor access

Exploring the trade finance gap

The size of the trade finance pool is shrinking

Businesses cannot access trade finance products

The rate of successful trade finance applications is low
Closing the trade finance gap

Increase the size of the trade finance pool

Leverage technology to make products more accessible
Increase the success of applications through technology
Drive global agreement on the digitalisation of trade finance
Exploring the infrastructure gap

The main challenge is an overreliance on public funding
Bridging the infrastructure gap

Increase the size of the infrastructure finance pool

Allow for greater innovation

Bridging the financing gap can be supported by foreign policy

Section Three: Conclusions
Key takeaways

Conclusions
Recommendations

108
10

m
m
m
12
13
13
13

n4
15

116
16
116
n7z
n7z
n7
118
19
120
120
122
123
125
125
125
126
126
127
127

129
129
130

131

Table of contents



Table of contents

10

CHAPTER YV
Sustainability in trade
Introduction

Section One: Setting the Context
DMCC launches new sustainability index

Section Two: Sustainability: towards the tipping point

Mixed outlook on the ‘tipping point’

Driving the tipping point

Consumer demand - sustainability sells

Investor pressure - sustainability and the share price
Government pressure - sustainability and the license to operate
But the economic imperative is still missing

The outlook

Section Three: Greening trade through innovation
Technology will drive sustainability in trade
Environmentally sound technologies

Sustainable supply chains

Circular economy/sharing economy

Section Four: Sustainable trade policy interventions
WTO commitments
Preferential trade agreements

Section Five: Has the COVID-19 pandemic put sustainability on
the back-burner?

The positives

The negatives

Section Six: Conclusions
Key takeaways
Conclusions
Recommendations

132
134

135
137

138
138
140
140
140
142
143
143

144
144
145
152
154

155
155
156

158

158
159

160
160
162
163






CCCCCCCC

MAKING TRADE
A




CHAPTER IV: Making trade happen: finance and infrastructure

Building up strong financial, physical, and digital networks and
infrastructure to facilitate trade is crucial to the future of trade

in both developed and emerging markets. The capacity of any
economy to successfully engage in international trade is dependent
on more than just having products to export and services that can
be delivered across borders. Being able to finance trade activities
and being able to get goods and services to markets and customers
are critical.

Although these aspects of trade are fundamental, there is a significant gap in terms

of financing. Up to 90% of global trade is reliant on some form of trade finance yet
there is a US$1.5 trillion gap in financing in the sector. This gap is predicted to widen to
US$2.5 trillion by 2025.2°7 Similarly, goods trade relies on roads, ports and other physical
infrastructure, and goods and services trade rely on telecommunications and digital
infrastructure, yet there is a US$6 trillion gap between infrastructure needs and the
available financing. This gap is predicted to widen to up to US$15 trillion by 2040.

In order to narrow the gaps, there must be significant change in the way both private and
public sector actors operate and work together. The continuation of the gaps will at best
limit potential trade growth opportunities, especially for businesses and economies that
have not historically engaged in cross-border trade. At worst, they will contribute to a
decline in trade.

Key barriers to addressing the finance gap are the misperception of trade finance
and infrastructure investment as high-risk, and the lack of access for wider groups of
investors due to regulatory burden.

The trade finance gap can be closed by increasing the size of the pool of finance and
improving access to trade finance. Technology has a major role to play but needs to be
supported by global agreement on the digitalisation of trade finance.

The infrastructure finance gap can be closed by finding solutions to enable reserves of
private capital to enter the infrastructure investment pool. This requires coordination with
government, and greater innovation in infrastructure planning and development overall.

There are prospects that the financing gaps will narrow in the coming years. Both trade
finance and trade-related infrastructure are increasingly catching the attention of players
outside of their usual industries as well as the attention of governments. However,

the geopolitical environment poses a threat as a block to global cooperation and a
distraction from these highly practical solutions to driving trade.

207 “\Why Exporters Need to Mind the Trade Finance Gap”, World Economic Forum, 10 February 2020: https://www.weforum.org/agenda/2020/02/exporters-mind-
trade-finance-gap/

10
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THE IMPACT OF
THE FINANCING GAP

Critical channels to facilitate trade

Trade finance and infrastructure are often
eclipsed by tariff policy and geopolitics in
discussions about trade, but they are critical
channels to facilitate trade that can help
improve the strength of participation in the
global economy for diverse actors.

Trade finance

What is trade finance? Over the years, trade
finance has evolved into an increasingly
complex instrument. At its foundation,
trade finance introduces a third-party

to transactions between exporters and
importers, thus reducing both payment
and supply risk. The most common form

of trade finance is a letter of credit (LC),
providing a guarantee to both parties in
the transaction, although the industry has
developed significant complexity and many
more products.

Trade finance reduces risk by reconciling the
divergent needs of importers and exporters,
lowering the risks of non-payment, and
boosting efficiency and revenue. As much
as 90% of global trade is reliant on trade
and supply chain finance and is estimated to
be worth round US$10 trillion a year.2°® By
providing exporters and importers access to

critical finance needed to facilitate exchange,
trade finance drives economic development
and helps to maintain a flow of credit in
supply chains.

Smaller businesses, who often face limited
access to loans and other forms of interim
financing when seeking to cover costs of
goods they are importing and exporting,
need access to finance. Trade finance helps to
close the trade cycle funding gap and ensure
smooth movements of goods and services for
all economic actors.

90+

of global trade is
reliant on trade
and supply chain
finance

208 “|CC Trade Register Report 2019”, International Chamber of Commerce: https:/iccwbo.org/publication/icc-trade-register-report/

m
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Infrastructure

Infrastructure is a massive economic multiplier.
Well-maintained ports, highways, airports, rail
links, and related services connect trading
partners, reduce transport costs, promote
competitiveness and facilitate both regional
and global economic integration. The quality
of transport infrastructure has a significant
impact on bilateral trade flows and is one of
several considerations that factor into company
decisions on where to base operations.

The inverse is also true - where infrastructure is
of poor quality or lacking, transport costs and
delivery times increase, and economic growth is
damaged. Raising the capacity of countries with
below-average infrastructure even halfway to
the global average could increase global trade
by US$377 billion.2°°

In the modern world, concrete, steel, and
increasingly fibre-optic cables are the essential
building blocks of the economy and the
foundations for international trade.?® The shift
in the importance of digital cross-border trade -
both the digital purchase of goods and services
and the digital delivery of services - means that
an economy’s digital infrastructure is now just
as important as its transport infrastructure.

The importance of digital connectivity for
business resilience has been underscored during
the lockdowns during COVID-19 pandemic.?"
Key physical digital and telecommunications
infrastructure includes the mobile phone towers,
fibreoptic cables, and Wi-Fi networks that

link devices, as well as the data infrastructure,

storage and processing capacity in data
centres and cloud services.?? Functioning
digital infrastructure is proven to drive growth:
the World Bank found that a 10% increase in
internet access correlated to a 1.38% increase
in GDP in developing countries. Both transport
infrastructure - airports, roads, railways and
ports, as well as ICT infrastructure such as
mobile phones and mobile and broadband
internet, are proven to increase both imports
and exports. A 10% increase in mobile phone
penetration can drive trade by 1%.7"®

Investment into the infrastructure sector
remains critical to creating economic growth,
particularly in times of a slowdown or
recession. Its use as both an asset class and a
fiscal policy tool means that investment into
the sector can be flexible while still delivering
positive outcomes for both the public and
private sector. However, investment in the
sector is not keeping up, which may limit trade
growth in both goods and services, especially
in emerging markets.

US$
377 billion

increase of trade if
improvements to
infrastructure are made in
underdeveloped countries

209 Teddy Soobramanien and C. Zhuawu, “Infrastructure for Trade Development”, Commonwealth Trade Hot Topics, 2014: https://doi.org/10.14217/5jz5m7pkrgf8-en.
20 Teddy Soobramanien and C. Zhuawu, “Infrastructure for Trade Development”, Commonwealth Trade Hot Topics, 2014: https://doi.org/10.14217/5jz5m7pkrqf8-en.
2" Davide Strusani and Georges V. Houngbonon, “What COVID-19 means for Digital Infrastructure in Emerging Markets”, EM Compass/IFC, May 2020: https:/www.
ifc.org/wps/wcm/connect/8f9237d2-eceb-433f-a2d0-300907808722/EMCompass_Note_83-for+web.pdf?MOD=AJPERES&CVID=n7M5wS.

22 “Digital Infrastructure Sector Analysis”, AlIB, 10 January 2020: https://www.aiib.org/en/policies-strategies/operational-policies/digital-infrastructure-strategy/.

content/_download/Full-DISA-Report_final-with-Appendix-2020-01-10.pdf

23 Normaz Wana Ismail and Jamilah Mohd Mahyideen, “The Impact of Infrastrucure on Trade and Economic Growth in Selected Economies in Asia”, Asian
Development Bank Institute, December 2015: http:/www.sefifrance.fr/images/documents/basdimpactinfontradel2_2015.pdf



The investment gaps

There is a massive financing and
investment gap in both trade finance and
infrastructure that will increase over the
next 10 years unless action is taken
Despite the critical role trade finance and
infrastructure play in economic growth
and in boosting trade, large investment
gaps continue to plague the sectors. The
gaps in both sectors have widened since
the 2008 global financial crisis and are
expected to grow in the 2020s unless
significant action is taken by both private
and public sector actors.

Trade finance gap - US$1.5 trillion, rising
to US$2.5 trillion by 2025

The trade finance gap reflects the
availability of trade finance. In 2017 the
gap was estimated at close to US$1.5
trillion?* - it has widened since. This value
never enters the trading system and yet
there is real demand for it. Boosting the
availability and successful acquisition

of trade finance is critical to supporting
international trade.

Recent studies estimate that the trade
finance gap could reach US$2.5 trillion by
2025. The barriers to filling this financing
gap are likely to be exacerbated in the
next five years by geopolitical tensions
and other trade trends - including the
restructuring of supply chains.?®

CHAPTER IV: Making trade happen: finance and infrastructure

Global infrastructure investment gap -
USS$6 trillion, rising to US$15 trillion by
2040

The OECD estimates annual investment
needs in infrastructure ranges from
US$2.9 trillion to US$6.3 trillion.?® Based
on current investment trends, this will
translate into a cumulative investment
gap of at least US$5.2 trillion through
2030, and at least US$14.9 trillion through
2040 if the needs of the Sustainable
Development Goals (SDGs) are taken
into account.?” The Global Infrastructure
Hub similarly predicts a US$15 trillion
gap between projected investment and
the amount needed to provide adequate
global infrastructure by 2040.2'®

US$

2.5 trillion

trade
financing
gap by 2025

24 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https://www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

215 Marc Auboin and Violeta Gonzalez Behar, “Why Exporters Need to Mind the Finance Gap”, World Economic Forum, 10 February 2020: https:/www.weforum.org/

agenda/2020/02/exporters-mind-trade-finance-gap/

216 “China’s Belt and Road Initiative in the Global Trade, Investment and Finance Landscape”, OECD, 2018: https:/www.oecd.org/finance/Chinas-Belt-and-Road-

Initiative-in-the-global-trade-investment-and-finance-landscape.pdf

27 “China’s Belt and Road Initiative in the Global Trade, Investment and Finance Landscape”, OECD, 2018: https://www.oecd.org/finance/Chinas-Belt-and-Road-

Initiative-in-the-global-trade-investment-and-finance-landscape.pdf

218 “Anita George, Rashad-Rudolf Kaldany, and Joseph Losavio, “The World is Facing a $15 trillion Infrastructure Gap by 2040. Here’s How to Bridge It”, World
Economic Forum, 11 April 2019: https://www.weforum.org/agenda/2019/04/infrastructure-gap-heres-how-to-solve-it/
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Comparison of estimates of global infrastructure

investment needs

Source Sectoral Scope Actual/expected Investment need (USD trilion)
annual
investment (USD
trillion)' Time frame Total Per annum
Bhattacharya Including power generation, 3.4 (2015) 2015 - 2030 75 - 86 5-6
et al. (2016) transmission and distribution,
primary energy supply, 2015 - 2030 % 6.4
NCE (2014) energy demand
and efficiency, transport,
water and sanitation
OECD (2017a) and telecommunication 3.4-4.4 (2017) 2016 - 2030 95 6.3 (or 6.9
under a 2C
scenario)
Gi Hub (2017) Including roads, railways, 2.3(2015) 2015 - 2040 94 2.9 (2015)-
airports, electricity growing to 3.8 4.6
generation, (2040) (2040)
transmission and distribution,
water and telecommunication
McKinsey Including transport (roads, 2.5 2016 - 2030 49 3.3
(2016) railways, airports, and ports),

water, power
and telecommunication

" The approaches to estimating actual investment needs and expected investment trends vary widely among studies. See also

OECD (2017b).

Least developed countries are hardest hit
by lost opportunity

The potential for lost opportunities is
particularly high for emerging economies.
The reluctance to invest in emerging markets
due to investment risk, the regulatory
environment, and high compliance has
impacted both infrastructure and trade
finance. Such issues were exacerbated by
the regulatory boom following the global
financial crisis, and while there has been
some movement in the interim period, there
is a real risk of the pattern being repeated
following the COVID-19 pandemic driven

by a lack of available finance and aversion
to risk. This will have a compound effect
on global trade given the on-going shift
of global growth and demand towards
emerging markets.?”®

In Africa alone, trade finance requests see
rejection rates of over 50% and the trade
finance gap in the region is estimated at over
US$100 billion annually, equivalent to one
third of total market value.??° Given the lack
of alternative sources of financing, traders
abandon the majority of their applications for
finance once rejected. Trade in low income

29 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https:/www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

220 Marc Auboin and Violeta Gonzalez Behar, “Why Exporters Need to Mind the Finance Gap”, World Economic Forum, 10 February 2020: https:/www.weforum.

org/agenda/2020/02/exporters-mind-trade-finance-gap/
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countries is more likely to be undertaken by 15,000 SMEs in developing Asia make over

SMEs - and trade lending to SMEs in such 21,000 transactions valued at US$36 billion.
markets is severely constrained by the lack But issues around building the pool of trade
of availability of the necessary financial finance and increasing access for traders

instruments, including trade finance. remain, and multilateral development banks

can only do so much.??®
Similarly, emerging markets have the

greatest need for infrastructure spending. Infrastructure finance is a major focus
Infrastructure spendingiis what has the of multilateral development banks such
potential to boost economic growth most. as the World Bank, the World Bank’s
Developing countries who'ifvest at least 30% International Finance Corporation, and

of GDP or gross fixed capital formation - the Asian Development Bank. The need
infrastructure and capital equipment - have for greater infrastructure investment
historically been among the world’s fastest even spurred the creation of the Asian
growing economies.??' Asia alone reqUires over-, Infrastructure Investment Bank (AIlIB) in

50% of the projected global infrastructure 2016. Yet these development banks cannot
investment-gap. Africa and the Americas will do enough, hence there is increasing focus
have proportionally larger investment gaps. on involving.private or commercial finance in
The Americas face an investment gap of 32%. infrastructure investment. Currently, private
Africa currently faces a gap of 28% though or commercial investment only accounts for
this is forecast to widen to 43% if the UN 5% of sources of financing for state-owned
Sustainable Development Goals (SDGs)iare 'enterprise infrastructure development, versus
taken into account.??> The investment.gap will 31% by develop'ment banks, and 64% public

continue to impede progress towards the SDG sector; and-\_25% of sources of financing for
targets around inclusive growth, job creation, PPI investméfgt versus 30% for development
and women’s economic empowerment.??3 banks and 45% from the public sector.??6

Closing the gaps will lay the groundwork for The multi-trillion-dollar gaps in both trade

trade growth finance and infrastructure development

Access to trade finance is one of.the top signal that trade volumes could be larger

three export obstacles for half of the world’s and trading relationships and patterns more
countries.?* Closing the gap and/getting efficient. With the investment gaps only

trade finance to legitimate businesses set to grow in the next'10 years, addressing
wanting to trade is an important and the barriers to growth and investment in
relatively straightforward way to facilitate these sectors is critical. Only by increasing
international trade. Initiatives such as the supply and access to trade finance and

the ADB’s Trade Finance Program which investment in foundational infra§tructure, <. Wi
provides loans to over 200 partner banks will global trade increase and become ¥
to support trade are making a difference. more participatory for both developed and
Since 2009 the programme has supported emerging economies.

221 Hannah Marais and Jean-Pierre Labuschagne, “If You Want to Prosper, Consider Building Roads”, Deloitte, 22 March 2019: https://www2.deloitte.com/us/en/insights/
industry/public-sector/china-investment-africa-infrastructure-development.html

222 “Global Infrastructure Outlook: Infrastructure Investment Needs”, Global Infrastructure Hub and Oxford Economics, July 2017: https://cdn.gihub.org/outlook/live/
methodology/Global+Infrastructure+Outlook+-+July+2017.pdf

223 2019 Trade Finance Gaps, Growth, and Jobs Survey”, Asian Development Bank, September 2019: https:/www.adb.org/publications/2019-trade-finance-gaps-jobs-survey
224 “The Global Enabling Trade Report 2016”, World Economic Forum and Global Alliance for Trade Facilitation, 2016: http://www3.weforum.org/docs/WEF_GETR_2016_
report.pdf

225 2019 Trade Finance Gaps, Growth, and Jobs Survey”, Asian Development Bank, September 2019: https:/www.adb.org/publications/2019-trade-finance-gaps-jobs-survey
226 “Bridging the Infrastructure Gap: Tools for Creating Investable Infrastructure Project Pipelines”, World Economic Forum: http://www3.weforum.org/docs/WEF_Bridging_
the_Infrastructure_Gap.pdf
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SECTION TWO

BRIDGING
THE GAP

For trade finance, the main obstacles to
bridging the finance gap centre around the
availability of trade finance and rejections for
trade finance applications due to stringent
‘know your customer’ (KYC) and anti-money
laundering (AML) requirements. There are
also structural changes in the global financial
services industry that have reduced the
network size of the biggest banks, also driven
by compliance concerns and a changing
attitude towards risk. Solutions to these
issues lie in the application of technology to
the sector which, like many other parts of the
trade process, severely lags behind.

Meanwhile, infrastructure development has

historically been the preserve of governments.

One of the key obstacles is the integration
of the significant capital reserves resting

in the private sector into infrastructure
development through appropriate financial
products developed within an acceptable
regulatory and risk framework. As with trade
finance, there is a significant role for digital
technological innovation, as well as the need
to address issues in infrastructure project
pipelines and planning.

Shared issues

As well as sharing multi-trillion-dollar
financing gaps, both trade finance and
infrastructure investment share a number of
similar challenges.

Risk perception

The perceived risk of investment into trade
finance and infrastructure, despite the

fact that they are highly regulated, has
contributed to the financing gap. The global
financial crisis in 2008 resulted in a shift
towards more risk-averse behaviour among
investors, underpinned by regulation.??” As
a result of the crisis, export markets are
estimated to have reduced by around 40 to
50% in size.??®

In reality, given the high barrier to entry for
investment in such sectors, the risk of default
is actually fairly low. In most cases investment
in infrastructure is underwritten by strong
collateral and is carefully documented.

40-50+

estimated
reduction in export
since 2008 crisis

227 “\Why is Private Investment in Public Infrastructure Declining?”, World Economic Forum, 08 November 2018: https://www.weforum.org/agenda/2018/11/why-is-

private-investment-in-public-infrastructure-declining

228 “2020 Trade Finance Guide”, Trade Finance Global: https://www.tradefinanceglobal.com/trade-finance/



There are also other long-held misconceptions:
that investments are too long-term before
bearing revenue, and that compliance

costs and opaque operations make it more
difficult to invest. In fact, for the right type

of investor cash flows from infrastructure

are relatively predictable, of long duration,
somewhat indexed to inflation, and relatively
uncorrelated with public equity markets.???

New investor access

Given the nature of trade finance and
infrastructure finance, access remains limited
to the big players. Smaller players face much
higher costs of entry, discouraging many
from looking more seriously at these sectors.
“De-risking” has been driven by concerns of
compliance and regulatory issues, particularly
since 2008 with the emergence of new

CHAPTER IV: Making trade happen: finance and infrastructure

regulation on anti-money laundering and
terrorist financing. Companies are now going
above and beyond to ensure full compliance
with national and international regulation,

or risk running afoul of complex regulatory
environments. Such issues are only further
dampening investment and operation in
these sectors.

Heightened perception of regulatory risk in
emerging markets in particular have led to

a decline in international banking and other
relationships, as many fear that local entities
may not be able to meet all new regulatory
requirements in effect. Despite the fact that
there is little evidence that the US$18 trillion
in international trade transactions are subject
to significant amounts of fraud?3°, institutions
are erring on the side of caution.

Exploring the trade finance gap

In addition to the common issues of
regulatory concerns and a lack of access for
investors, trade finance also faces unique
challenges due to the nature of the sector, the
types of transactions that take place and a
lack of innovation in the sector.

Key barriers to the growth of trade finance
include:

m The small (and decreasing) size of the trade
finance pool due to perceived risks

B The difficulties businesses face in accessing
trade finance products

m The low rate of successful applications for
trade finance products

1. The size of the trade finance pool is
shrinking due to perceived risk by large
banks

De-risking strategies pursued widely over
the last decade have been partially driven by
concerns over compliance issues, particularly
in emerging markets. Banks have largely cut
down on trade finance operations due to
these risks, drastically cutting down the pool
of finance available for smaller businesses
looking to join the global trading system.

78% of surveyed banks in the Asian
Development Bank’s Trade Finance Gap,
Growth, and Job Survey 2019 cited know

229 Michael S. Burke and Clive Lipshitz, “The Infrastructure Gap: Financing and Funding the Future”, AECOM: https://infrastructure.aecom.com/infrastructure-

funding

2% “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https://www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

n7z



CHAPTER IV: Making trade happen: finance and infrastructure

18

your customer (KYC) [and anti-money
laundering] regulations as major obstacles to
expanding trade finance operations.?®! As a
result, 60% of banks expect the trade finance
gap to widen, not decrease, over the next two
years.?*?

Further, increasingly complex national and
international regulation on compliance means
that banks and other trade finance institutions
are going above and beyond to exceed
regulatory guidance provided to ‘be on the

safe side’. As a result, trade finance rejection
rates accelerated in a third of institutions
surveyed in a BNY Mellon report in 2018.233

In reality, the risk of default in trade finance
transactions is small - generally at around
0.2% on average globally, with little variation
across countries.?** The average transaction
default rate on short-term international
trade finance (credit and guarantees) was no
more than 0.46% with a recovery rate of 52%
between 2013 and 2017.2%%

Risk characteristics of short-term trade finance

products, 2008-17

Category Default Rate

Implied maturity (days) Recovery rate

Import and export

letters of credit 0.22% 80 71%
Loans for

import/export 0.8% 120 45%
Performance

guarantees 0.36% 110 18%
Total 0.46% 90 52%

2. Businesses cannot access trade finance
products

Access to finance is critical for smaller players
seeking to access global trade. The 2008
global financial crisis saw export markets
reduce dramatically and smaller organisations
were hardest hit. Yet these are the sectors
who stand to benefit most from trade finance,

231 %2019 Trade Finance Gaps, Growth, and Jobs Survey”, Asian Development Bank, September 2019: https://www.adb.org/publications/2019-trade-finance-gaps-jobs-survey
232 “2019 Trade Finance Gaps, Growth, and Jobs Survey”, Asian Development Bank, September 2019: https://www.adb.org/publications/2019-trade-finance-gaps-jobs-survey

particularly in emerging markets, and has
had significant consequences for such
organisations in the global trading system.
Small and medium-sized enterprises (SMEs)
often have more limited access to loans and
other forms of interim financing to cover the
cost of goods for import and export. Trade
finance helps goods to keep moving, even
when companies don’t have enough internal

233 %2019 Global Survey - Overcoming the Trade Finance Gap: Root Causes and Remedies”, BNY Mellon, 2019: https:/www.bnymellon.com/_global-assets/pdf/our-

thinking/2019-global-survey.pdf

24 Marc Auboin and Violeta Gonzalez Behar, “Why Exporters Need to Mind the Finance Gap”, World Economic Forum, 10 February 2020: https:/www.weforum.org/

agenda/2020/02/exporters-mind-trade-finance-gap/

25 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https:/www.wto.org/english/res_e/booksp_e/

tradefinnacel9_e.pdf



cash flow to finance transactions on their
own - an issue that impacts as much as 80%of
global trade.?3¢

There has also been a marked decline

in international banking relationships,

which have traditionally contributed by
offsetting risk. An estimated 200,000
correspondent banking relationships have
disappeared since 2008, primarily due to
heightened perceptions of regulatory risk.?¥”
Correspondent banks are critical to trade
finance, by helping to confirm letters of credit,
engage in supply chain finance, and clear
trade-related payments in foreign currency.?3®
Many institutions will no longer engage

in trade finance without a correspondent
banking relationship in that country.

Given the decline in network banking and
international banking relationships, combined
with the more risk-averse strategy pursued
by many financial institutions today, overall
access to trade finance products has
decreased over the last decade. This issue
disproportionately affects SMEs - and even
for those who do manage to access trade
finance products, the next hurdle is making a
successful application.

3. The rate of successful trade finance
applications is low

The lack of access to trade finance products
disproportionately affects SMEs. But, even for
those who can access the products it is then
even more difficult to complete a successful
application.
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60% of trade finance request by SMEs are
rejected, compared to only 7% of requests by
multinational companies.?*® Some estimates
suggest that 75% of all trade finance
rejections relate to SMEs.?#° In at least two
thirds of such cases, traders do not seek
alternative financing,?¥ largely meaning
they don’t trade. Thus, the estimated value
of unmet demand for trade finance is US$
1.5 trillion annually, all of which could be
contributing to global trade.

Completing comprehensive KYC processes
in such regions is impeded by a number of
constraints: a lack of credit history, limited
knowledge and experience of trade finance
within smaller players, and the absence

of collateral. 78% of banks surveyed in
2019%*2 reported that KYC (and anti-money
laundering) regulations are critical obstacles
to expanding their trade finance operations.
The issue affects smaller players in the
industry much more than the large players -
as completing comprehensive KYC processes
and obtaining all necessary information may
be much harder to source and complete for
less-established companies. As compliance
costs and potential regulatory risks grow, it
has become more difficult for banks and other
trade finance institutions to remain engaged.
Smaller countries and small players are
particularly vulnerable to the impacts of this
on trade. With trade in low income countries
significantly more likely to be undertaken

by SMEs?43, the reluctance of banks to
engage with such players due to difficulty in
completing KYC processes, has significant
consequences for whole economies.

2% “2020 Trade Finance Guide”, Trade Finance Global: https://www.tradefinanceglobal.com/trade-finance/
237 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https:/www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

238 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https://www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

239 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https://www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

240 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https:/www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

24 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https:/www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

242 2019 Trade Finance Gaps, Growth, and Jobs Survey”, Asian Development Bank, September 2019: https:/www.adb.org/publications/2019-trade-finance-gaps-jobs-survey

243 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https://www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf
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Closing the trade finance gap

The following actions, which require
coordination between the private sector
and government, will help close the trade
finance gap and support international trade
engagement.

1. Increase the size of the trade finance pool
by replacing the banks that have left the
industry and by allowing more and more
varied actors to engage in the sector.

Trade finance has increasingly emerged as

a compelling private debt opportunity for
institutional investors - given the potential
for relatively stable risk-adjusted returns.?#4
However, currently, large financial institutions
continue to dominate operations and
investment in the sector.

In trade finance, a large share of international
trade finance is supplied by a small group

of 40 international banks. This accounts for
around 30% of trade finance intermediated
globally.

Local banks are able to take on much

of this burden - but with the support of
larger, global banks who can support trade
finance transactions that need to be settled
in the currency of the end transaction,
confirm letters of credit, engage in supply
chain finance, and help clear trade-related
payments in foreign currency.?*> Regulatory
frameworks that support these types of
engagement would better allow smaller
players, including those still within the
financial sector, to begin bridging the
financing gap.

Improvements in the efficiency and
transparency of transaction processes,

if implemented on a larger scale, would
also encourage further institutions to
provide more trade finance to businesses,
particularly in geographies with high levels
of unmet demand.?*¢ Enhancing transactions
as a whole by addressing efficiency

and reducing risk through improved
transparency, rather than focussing on cost
production and distributing risk, is what is
required most to help bring new providers
into the sector.

30%

of trade finance is offered
by 40 international
banks. Meaning local
banks are required to fill
the gap

244 h*The Trillion Dollar Trade Finance Opportunity”, Insight Investment, 31 May 2018: https://www.insightinvestment.com/globalassets/documents/recent-thinking/

uk-the-trillion-dollar-trade-finance-opportunity.pdf

245 “Trade Finance and the Compliance Challenge”, World Trade Organization and International Finance Corporation, 2019: https://www.wto.org/english/res_e/

booksp_e/tradefinnacel9_e.pdf

246 2019 Global Survey - Overcoming the Trade Finance Gap: Root Causes and Remedies”, BNY Mellon, 2019: https:/www.bnymellon.com/_global-assets/pdf/our-

thinking/2019-global-survey.pdf



Alternative financing sources are also
becoming increasingly popular. A recent
study (April 2020) surveying 700 executives
at medium to large sized businesses in the
UK, the US, and China found that over 80%
were considering switching from traditional
banks to alternative lenders for trade
finance.?*” The COVID-19 pandemic is likely to
accelerate such movement. Big commercial
banks are also likely to be more cautious

in offering trade financing in the wake of
COVID-19 given the perception of heightened
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risk profiles.?*®¢ Commodity trade finance in
particular has suffered from low volumes
and high loan losses during the pandemic,
encouraging more banks to retreat from
the trade finance market. Trade commodity
finance revenues for banks globally dropped
40% year-on-year in the second quarter of
2020.249 ABN Amro, one of the world’s most
active commodity trade financiers globally,
in August 2020 announced that its trade
and commodity finance activities will be
discontinued completely.?®°

Commodity trade finance revenues take hit from pandemic

YQY change

-29%

HT19

H120

Chart created August 13, 2020.

-40%
‘4 N\

Q219 Q210

Revenue pools include revenues from all institutional clients and corporates with annual sales turnover of more than US$5 million.

2Q20 and 1H20 revenue pools are preliminary.
Chart shows year-over-year change in total revenues.

Source: Coalition, a business division of CRISIL - an S&P Global Inc. company

247 “Alternative Trade Financiers Ramp up Support During Coronavirus Fallout”, Global Trade Review, 15 May 2020: https:/www.gtreview.com/news/global/

alternative-trade-financiers-ramp-up-support-during-coronavirus-fallout/

248 “Aternative Trade Financiers Ramp up Support During Coronavirus Fallout”, Global Trade Review, 15 May 2020: https://www.gtreview.com/news/global/

alternative-trade-financiers-ramp-up-support-during-coronavirus-fallout/

249 Sanne Wass, “Hit by 40% Revenue Slump, Commodity Trade Finance Faces Bank Retreat, Reshaping”, S&P Global, 14 August 2020: https:/www.spglobal.com/
marketintelligence/en/news-insights/latest-news-headlines/hit-by-40-revenue-slump-commodity-trade-finance-faces-bank-retreat-reshaping-59914072
2% Sanne Wass, “Hit by 40% Revenue Slump, Commodity Trade Finance Faces Bank Retreat, Reshaping”, S&P Global, 14 August 2020: https:/www.spglobal.com/
marketintelligence/en/news-insights/latest-news-headlines/hit-by-40-revenue-slump-commodity-trade-finance-faces-bank-retreat-reshaping-59914072
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However, the existing funding vacuum - only
exacerbated by the pandemic - may continue
to attract alternative lenders to the space.
Alternative sources of trade finance, such as
through crowdfunding and microfinance, may
be incentivised to fill the gap increasingly left
by bigger institutions exiting trade finance
portfolios.

Major changes to the trade finance landscape
will only be noticeable in two years - given
that it takes banks a minimum of 12 to 18
months to exit trade finance portfolios. It

is only after this transition period that the
shape of a new market will emerge.?

2. Leverage technology to make trade
finance products more available and
accessible

There is growing optimism that technological
solutions can bridge the financing gap

in trade finance. Various technologies -

from blockchain, to big data and artificial
intelligence, have the potential to close

the financing gap by improving efficiency,
lowering costs, and introducing more
innovation. Technology can improve the ease
of doing business, help enable adoption

of common global standards, facilitate
operational efficiency, optimise processes,
and provide more security throughout the
supply chain.

Though companies worldwide have started
to implement technological solutions to
improve efficiency and have succeeded

in making certain processes faster, more
digital, and more efficient, such banks
remain digital islands. Because of the lack
of interoperability between institutions and

countries, data silos cannot connect with
partners, thus creating further risk, cost, and
friction in trade transactions.

A 2018 ICC Global Survey shows that over
60% of banks surveyed are implementing
technology solutions to digitalise trade
finance operations. However, only 9% of
banks reported that solutions implemented
so far have led to a reduction of time and
costs in trade finance transactions.?>? As

a result, transactions in trade finance look
much the same they did a century ago -
relying almost solely on paper transactions.

A single transaction between a small number
of parties can involve around 5,000 data field
interactions and 100 pages of documents,
delaying a transaction by up to four
weeks.?5® Companies still rely largely on non-
technological transaction - a recent survey
showed that among the companies surveyed,
the rate of application of technology is
heavily limited. Less than one third of
companies file trade finance documents
electronically, and less than one fifth use
e-commerce, cloud compute, analytics, and
mobile applications.?*

60«

of banks of
implementing
digital trade
finance solutions

21 Alice Yu, “Report Outlooks of Lithum and Cobalt, S&P Global, 20 August 2020: https:/www.spglobal.com/marketintelligence/en/news-insights/blog/report-

outlooks-of-lithium-and-cobalt

252 “|CC Global Survey 2018: Securing Future Growth”, International Chamber of Commerce, 2018: 2018 ICC Global Survey
253 “Pulse Check of Digital in Trade Finance”, The Boston Consulting Group, 2018: https://www.theglobaltreasurer.com/2019/08/14/what-will-tech-led-trade-finance-

look-like/

254 Chris Santiago, “Why the Global Trade Finance Gap is Going to Get Worse”, The Asset, 9 September 2019: https:/theasset.com/capital-markets/38618/why-the-

global-trade-finance-gap-is-going-to-get-worse
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Bank’s engagement with SMEs through technology

(3% responses)

a. Percentage of banks gearing up to service
more SMEs through technology

Implementing more basic digital solutions

- such as basic digital securities, intelligent
optical character recognition, and technology
that supports know your customer (KYC)
requirements, could increase efficiency

by up to 50% in these sectors?®®, without
requiring such widespread adoption or
comprehensive international coordination
to develop a rigorous framework to support
the implementation of technologies like
blockchain.

A recent report estimates that the full
digitalisation of trade finance processes
would enable the streamlining of over 90%
of data field interactions, creating a process
that is faster and less vulnerable to error and
fraud.?®® This will boost activity and access to
trade finance products by making them more

b. How fintech and digitalization can
enhance bank engagement with SMEs

Facilitate easier
cheaper, quicker KYC

Deepen data mapping
for SMEs

Develop new products

Reduce rejection rate of
proposals from SMEs

widely available to smaller businesses.

3. Increase the success rate of trade finance
applications through technology

Digital solutions have perhaps the most
potential to make a difference in trade
finance. Solutions such as sharing data
through centralised KYC databases would
remove the need for multiple banks to
undertake due diligence processes on

the same companies and individuals.
Technologies such as legal identity identifiers
(LEIs) could save banks up to US$ 500
million each year alone in KYC costs -
savings that represent 4% of existing global
trade adoption costs.?” Implementing such
solutions will dramatically increase the
success rate of trade finance applications -

255 “Pulse Check of Digital in Trade Finance”, The Boston Consulting Group, 2018: https://www.theglobaltreasurer.com/2019/08/14/what-will-tech-led-trade-finance-

look-like/

25 “The Evolution of Trade Finance: Blockchain Signals New Era”, MarcoPolo, 26 February 2020: https://www.marcopolo.finance/evolution-of-trade-finance-

blockchain/

257 Joon Kim, “Addressing the Trade Finance Gap”, International Banker, 10 June 2019: https://internationalbanker.com/finance/addressing-the-trade-finance-gap/
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given that most applications are denied due
to compliance concerns, particularly around
KYC issues.

The benefits of more technological application
in trade finance are potentially limitless:

a. Artificial intelligence

Artificial intelligence (Al) has the
potential to solve one of the biggest
problems in trade finance: reducing

the barrier between small businesses
and access to finance. institutions have
historically been inflexible in processing
applications and assessing credit scores
of smaller institutions, given the lack

of available data and the complexity

of identifying crucial data to make
financial decisions.?*® The use of Al
could allow banks to access relevant
information from big data sources -
such as geographic and socio-economic
classifications and census data - in order
to complete the detailed due diligence
trade finance requires.

Financial institutions are starting to
explore ways to best harness new Al
technology in trade finance. For example,
Citi has announced plans for a new joint
venture with,EY and SAS to develop an
Al-based risk analytics scoring engine to
streamline the decision-making process
int trade finance transactions, and a
syndicate of Lloyd’s:Banking Group has
done similar with Previse.?*?

b. Blockchain/DLT

Blockchain has been touted as the
answer to solving the financing gap,
particularly in trade finance.?°

258 Nash Riggins, “What Will Tech-Led Trade Finance Look Like?”, The Global Treasurer, 14 August 2019: https://www.theglobaltreasurer.com/2019/08/14/what-will-tech-

led-trade-finance-look-like/

259 Nash Riggins, “What Will Tech-Led Trade Finance Look Like?”, The Global Treasurer, 14 August 2019: https:/www.theglobaltreasurer.com/2019/08/14/what-will-tech-

led-trade-finance-look-like/

260 “The Evolution of Trade Finance: Blockchain Signals New Era”, MarcoPolo, 26 February 2020: https://www.marcopolo.finance/evolution-of-trade-finance-blockchain/

However, blockchain remains relatively
unproven at scale and depends largely
on coordination and network effects. The
technology, if proven effective, could
make trade processing fast, paperless,
transparent, and safe. The success of
such technologies in trade finance
depends on the network effects. To
maximise its value, a large number of
trading parties will have to subscribe

to this model - which will require
fundamental changes to the global
regulatory framework. For example, a
DLT-based, digitised letter of credit must
be legally accepted in both import and
export countries for it to be of any use.?®

Financial institutions that pursue DLT
should focus first on establishing
common legal frameworks and
interoperability, which will help improve
underlying efficiency.

c. Big data and centralised data
Likewise, big data has the potential

to massively improve efficiency. Such
technology requires a lower rate of
interoperability and mass adoption than
technologies such as DLT would require.
Big data technology that increases
efficiency - for example, optical
character recognition (OCR), which
converts text from trade documents to
digital format, could increase efficiency
by up to 50% by eliminating the need for
a human operator. This requires far less
interoperability between institutions for
scale and helps to reduce turnaround
time and costs by automating the
transition from paper to digital and back
again to paper.26?

261 “Pylse Check of Digital in Trade Finance”, The Boston Consulting Group, 2018: https:/www.theglobaltreasurer.com/2019/08/14/what-will-tech-led-trade-finance-
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262 “py|se Check of Digital in Trade Finance”, The Boston Consulting Group, 2018: https://www.theglobaltreasurer.com/2019/08/14/what-will-tech-led-trade-finance-

look-like/



4. Drive global agreement on the
digitalisation of trade finance

While technologies have significant potential,
interoperability remains a key barrier to

the implementation of any of the above
solutions at scale - and due to a lack of
global standards, basic technological
advancement - such as e-bills of lading - are
not legally recognised in most countries,
thus rendering digitalisation in most trade
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transactions meaningless. Unless digital trade
finance - through LOCs, websites, and OCR
technology for example - is accepted across
borders - there is no incentive for companies
to adopt such technology. Governments

will need to adopt regulation on both the
national and international levels in order

for technology to effectively close the
investment gap. Take up is compromised by
high cost and a lack of global standards for
digital finance.

Exploring the trade finance gap

The main challenge for addressing the
infrastructure gap is an overreliance on
public funding and limited use of private
capital

More than US$100 trillion is held by pension
funds, sovereign wealth funds, mutual
funds, and by other institutional investors.?83
Furthermore, these institutional investors
are in the market for stable opportunities
that can match their long-term liabilities.

In this respect, infrastructure investment
would be a good match given its time
horizon, synthetic inflation hedge, relatively
high expected yields and returns that are
uncorrelated with business cycles providing
portfolio diversification.?®* So why is private
or commercial investment not able to bridge
the investment gap?

Issues exist on both sides. From an investor
perspective, there is a dearth of bankable
projects ready for investment. Although

many governments now are developing
portals to market investment-ready
projects in their pipeline, there is a long
way to go until this process is perfected.
Furthermore, the investment environment
in many contexts is conducive to private
investment in the way that development
banks can engage.

US$

100 trillion

is held by pension funds,
sovereign wealth funds,
mutual funds, and by other
institutional investors

263 Jason Zhengrong Lu, “A Simple Way to Close the Multi-Trillion-Dollar Infrastructure Financing Gap”, World Bank Blogs, 15 April 2020: https://blogs.worldbank.

org/ppps/simple-way-close-multi-trillion-dollar-infrastructure-financing-gap

264 “Roadmap to Infrastructure as an Asset Class”, OECD: https://www.oecd.org/g20/roadmap_to_infrastructure_as_an_asset_class_argentina_presidency_1_0.pdf
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From a public perspective, governments
have historically been more reluctant to
experiment with assets as politically and
economically important as infrastructure.?%®
Furthermore there has been broader
public reticence around private sector
involvement due to a history of failure,
scandals and corruption.?%® This is despite
the massive need for infrastructure
development against a reality of
constrained public sector budgets.

Bridging the infrastructure gap

Bold leadership is required to prioritize
innovative solutions that harness private
capital and bring innovation to the sector.
The private sector can sometimes be
drawn to infrastructure - but only a very
small subset of actors in a niche set of
circumstances. In order to have an impact
on trade, this needs to change. The
following section outlines the ways in which
private sector capital can be leveraged to
finance infrastructure.

1. Increase the size of the infrastructure
finance pool by finding ways to involve
private finance

Increasing the size of the infrastructure
finance pool by involving the private

sector could contribute to global trade -
particularly as governments are increasingly
looking towards large infrastructure
programmes to boost economic growth.
There also remains significant room to
improve the effectiveness and efficiency of
how infrastructure investment is spent. Up
to 38% of global infrastructure investment is

not spent effectively because of bottlenecks,
lack of innovation, and market failures.?¢”

The simplest way to improve project
preparation and the pipeline of bankable
investment projects. In the first instance,
tools such as the World Economic Forum
High-Level Decision-Making Tool can help
governments make decisions on whether
private involvement, in a public-private
partnership, is appropriate or not.?%¢ A
project pipeline for potential private sector
investment can now be developed. Jason
Zhenrong Lu, Head & Lead Infrastructure
Finance Specialist, at the Global
Infrastructure Facility (GIF), a World Bank-
led project preparation facility recommends
investing around 3% of total project budgets
in proper project preparation: studies,
designs, environmental and social impact
assessments, structuring, and preparation

of project agreements. This can save time,
money, and avoid corruption and waste in
the long run. In this way, the World Bank’s
Global Infrastructure Facility (GIF) has built a
robust pipeline of more than 80 projects that
are expected to mobilise more than US$60
billion, more than half of which will come
from the private sector.?6®

80+

projects are in the World
Bank’s GIF pipeline at a
cost of over US$60 billion

265 Anita George, Rashad-Rudolf Kaidany, Joseph Losavio, “The World is Facing a $15 Trillion Infrastructure Gap by 2040. Here’s How to Bridge It”, World Economic
Forum, 11 April 2019: https:/www.weforum.org/agenda/2019/04/infrastructure-gap-heres-how-to-solve-it/
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made-progress#section%205

268 “Bridging the Infrastructure Gap: Tools for Creating Investable Project Pipelines”, World Economic Forum, November 2019: http:/www3.weforum.org/docs/
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Further, a more conducive investment
environment for infrastructure investment is
required to turn infrastructure into an asset
class that can be purchased by long-term
patient capital, as this is where the money lies.

Improving the investment environment

can be done in several ways. The first set
involves risk mitigation for the investor.

This means risks throughout the lifecycle
including construction, completion, currency
risks, revenue stability, environmental risk
and demand fluctuation. These risks can
also change throughout their lifecycle.

The viability of infrastructure as an asset
class relies on these risks being addressed,
mitigated and allocated to the appropriate
stakeholders.?’° Second, the appropriate
legal, regulatory, tax, governance and
accounting frameworks must be present, as
well as functioning capital markets. Securing
all of these aspects credibly can be difficult
for emerging markets.

2. Allow for greater innovation in
infrastructure planning and development

Infrastructure as a sector ranks low in

terms of digitalisation and has struggled

to extract value from the massive amounts
of data it produces. Yet there are multiple
opportunities for innovation across
infrastructure planning and development
from digitalising decision-making to creating
innovative investment vehicles.

Countries, international institutions,

and companies are already however
looking at innovation throughout the
infrastructure life cycle. This ranges from
data analytics approaches, building
information management, implementing
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real-time analysis of demand and asset
operational performance. However, barriers
remain including an inflexible regulatory
environment and reticence by governments
to embrace innovative digital solutions, as
well as dissemination of technology across
the sector, and data and privacy concerns.

3. Bridging the financing gap can be
supported by foreign investment and
foreign policy

Infrastructure gaps remain a critical obstacle
to growth, investment, and economic
diversification - and bridging the financing
gap is key overcoming this hurdle. One
option to bridge this gap is through foreign
funding, and infrastructure is increasingly
being used as a foreign policy tool today.

It is clear how much infrastructure growth
can contribute to a country or region’s
economic growth - in just the last 30 years,
countries that have spent more than 30%
of GDP on gross fixed capital formation
have seen fast growth. Between 2010 and
2017, China spent 44%; and India 31%. In
comparison, South Africa allocated 19.6% of
GDP on gross capital fixed formation; and
North African countries 22.8%.

The African continent for example is

a prime candidate of infrastructure
spending being boosted through foreign
investment. The continent is looking for
infrastructure-induced economic growth -
it is estimated that the region will need to
spend US$130 to US$170 billion per year to
meet its infrastructure needs. The African
Development Bank estimates that the region
is currently coming up between US$68 and
US$108 billion short.?”?

270 “Roadmap to Infrastructure as an Asset Class”, OECD: https:/www.oecd.org/g20/roadmap_to_infrastructure_as_an_asset_class_argentina_presidency_1_0.pdf
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As a result, many African leaders have
looked to China to bring its expertise and
funding - the country now accounts for
40% of the region’s infrastructure projects.
China is now a central player in many of
Africa’s biggest infrastructure projects,
including the US$12 billion Coastal Railway
in Nigeria, the US$11 billion mega-port

and economic zone in Bagamoyo, and

the US$4.5 billion Addis Ababa-Djibouti
Railway.?”® China’s growing presence in
Africa’s infrastructure sector is one of the
megatrends of this decade. Most funded
projects are in transport, shipping, and
ports (52.8%); followed by energy and
power (17.6%).274

In many cases, contractors in countries
needing such strong infrastructure funding do
not have the capacity for major infrastructure
projects - and often will turn to companies

in either the West or in China for large

scale construction. Though not all of this
investment falls under China’s Belt and Road
Initiative (BRI), 37 African countries are
signatories to various agreements under the
BRI and funding has dramatically increased in
the region over the last decade. Many Chinese
state-owned enterprises are operating in the
region purely for profit - but given the inter-
relatedness between the region and China,
such investments are critical to the country’s
long-term political stability.

Who is jumping ahead, and who is falling behind?

Christine Lagarde, head of the International Monetary Fund, has said that “investing
in badly-needed, but well-designed, infrastructure is an obvious area of great
potential.”?’> Infrastructure investment has the impact of boosting both short-term
demand and long-term supply - and in the long-term, boosts economic growth
partially by increasing the potential supply capacity of an economy.?’¢

It is indisputable that infrastructure investment can help countries boost economic
growth and increase their share and participation in global trade. Countries around
the world are looking to infrastructure - including as a potential response to the
COVID-19 pandemic - to boost economic growth. China for example is counting on
investment in the infrastructure sector to fuel its economy. The government’s 2020
work report allocates a large portion of government investment to infrastructure
issues such as 5G and new-energy vehicles.?”” Indonesia under President Joko
Widodo has championed major infrastructure projects, including the building of a
new capital city, as part of a wider drive to support economic growth in the country.

273 Wade Shepard, “What China is Really Up to in Africa”, Forbes, 3 October 2019: https:/www.forbes.com/sites/wadeshepard/2019/10/03/what-china-is-really-up-
to-in-africa/#:~:text=The%20central%20players%20in%20many,being%20developed%20via%20Chinese%20partnerships

274 Hannah Marais and Jean-Piere Labuschagne, “If You Want to Prosper, Consider Building Roads”, Deloitte, 22 March 2019: https://www?2.deloitte.com/us/en/
insights/industry/public-sector/china-investment-africa-infrastructure-development.html

275 “How to Prioritise Public Infrastructure Investments”, PwC, 2016: https:/www.pwc.com/gx/en/issues/economy/global-economy-watch/prioritise-public-

infrastructure-investments.html

276 “How to Prioritise Public Infrastructure Investments”, PwC, 2016: https:/www.pwc.com/gx/en/issues/economy/global-economy-watch/prioritise-public-

infrastructure-investments.html

277 “New Infrastructure to Boost Economic Growth”, Global Times, 24 May 2020: https:/www.globaltimes.cn/content/1189336.shtml
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CONCLUSIONS. ............

Key takeaways

Access to finance and trade-related infrastructure - both physical
and digital - are critical in making trade happen. Though policy
and technology can help overcome obstacles to trade, these
issues remain critical to trade growth.

The trade finance and infrastructure finance gaps will only grow
over the next ten years unless there is a significant change in how
public and private sector actors operate. Bridging the investment
gap in both trade finance and trade-related infrastructure is due
to a few shared issues: notably the perception of such sectors as
being too high risk. There also remains a high barrier to access
for wider groups of investors in such regulated sectors.

The trade finance gap has seen some unique barriers, including
the small size of the trade finance pool, the difficulty businesses
face in accessing trade finance products, and the low rate of
successful applications for trade finance products. To close the
trade finance gap, there are a number of solutions - including
increasing the size of the trade finance pool, leveraging
technology, increasing the success rate of applications, and
driving stronger global standards in the industry.

The main challenge in addressing the infrastructure gap is an
overreliance on public funding and the limited use of private
capital. Bridging the infrastructure gap will require increasing the
size of the infrastructure finance pool by further involving the
private sector and allowing for greater innovation in the sector.
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Highly regulated sectors like trade finance and
infrastructure have traditionally not been a matter of
public debate - they have often been left to the big
public sector players, and in some cases, private actors.
But there remains a huge financing gap in both sectors,
which cannot be filled by the current state of play in
such sectors. Trends in place since the 2008 Global
Financial Crisis and more recently the impact of the
COVID-19 pandemic are only increasing the barriers to
entry and ease of remaining in such sectors.

In order to bridge financing gaps, there must be
change in how public and private sector actors operate.
Access for a wider group of investors is necessary, as is
dispelling perceptions that investment in such sectors
is a risky endeavour.
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BUSINESS

m Streamline access to technology
to manage the regulatory
burden and boost the
availability of trade finance
products especially for SMEs.

m Partner with small fintechs and
local players to get finance to
wider groups of traders.

m Work with DFls and
governments to get private
finance into the system for
infrastructure spending.

m Cooperate further with other
private sector organisations on
regulatory frameworks.

GOVERNMENT

m Enable private capital into
public infrastructure projects
by ensuring ease of access for
private investors.

m Work with the private sector
to build inclusive regulatory
frameworks.

m Streamline compliance
frameworks to encourage
greater private sector
involvement in trade finance.

m Make a stronger case for
businesses on the low risk of
investment in infrastructure.
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International trade has a significant impact on global environmental
footprint. Shipping is responsible for up to 4% of global greenhouse
emissions, and air cargo 2.4%2%’8, Road freight shares of total international
trade-related emissions are expected to grow from 53% in 2010 to 56%
by 2050.27° Driven by the falling cost of global transport, global value
chains have expanded, allowing components to cross multiple borders
before final assembly and then significant journeys to market. The quality
and enforcement of environmental and labour laws in low-cost labour
centres can also be poor, allowing long and complex value chains to hide
environmental and social costs.

However, as sustainability becomes an increasingly important issue globally, the potential for the
positive impact of trade on sustainability is also being explored. Innovative solutions that deliver
sustainable technology, restructure supply chains to be more sustainable both environmentally and
on labour issues, and contribute to circular economy principles can make a big difference in reaching
global sustainability goals.

Sustainability is moving from a ‘nice to have’ for companies to a necessity as pressure from various
sources increases. But this is not always easy to implement and achieve in practice. Among the
businesses and trade experts interviewed for this report, many felt that corporate attention to
sustainability had accelerated in the past several years and that the incorporation of sustainability into
business as an imperative is fast approaching a tipping point. However, many businesses and experts
thought that the economic imperative is not yet present for sustainability to be incorporated into all
aspects of business operations, including trade - and there is still some way to go until sustainability is
business critical.

As pressure increases from key sources - consumers, investors, and governments - businesses are
looking more at sustainability, driving it close to the top of the agenda in the boardroom. Further
complicating the incorporation of sustainability into business models and global trade is the difficulty
in implementing sustainable practices - due partially to a lack of established industry guidelines.

Innovative solutions, such as through technology, the development of sustainable supply chains, and
the implementation of circular economy principles, have the potential to ‘green’ trade and ensure that
global trade supports global sustainability goals. Global trade policy - on the multilateral, bilateral, and
national level - can further support this shift towards more sustainable practices.

These trends, like others in global trade, have been impacted by the COVID-19 pandemic. In
sustainability, the pandemic has had mixed effects - in the short-term, it has been positive, with a
reduction in emissions and social pressure to ‘build back better’. However, there is a significant risk
that businesses and governments across the world will focus on economic recovery at all costs, even if
this means sacrificing sustainability commitments in the short term.

278 “Fact Sheet: The Growth in Greenhouse Gas Emissions from Commercial Aviation”, Environmental and Energy Study Institute, 17 October 2019: https:/www.eesi.org/
papers/view/fact-sheet-the-growth-in-greenhouse-gas-emissions-from-commercial-aviation
279 “The Carbon Footprint of Global Trade”, International Transport Forum: https:/www.itf-oecd.org/sites/default/files/docs/cop-pdf-06.pdf
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TRADE AND
SUSTAINABLE
DEVELOPMENT

Global trade generally supports sustainable

development. This view is based on the
impact trade has on economic growth -
but the relationship between trade and
environmental and social sustainable
development goals is much more complex.
Trade has historically been viewed as
negatively impacting sustainability as it
has driven emissions, deforestation and
biodiversity loss, and created labour and
human rights issues.

However, global trade can positively
contribute to global sustainability goals
beyond just delivering economic growth.
For instance, the existence of responsible
companies in low-cost labour centres can
be and has been a catalyst for change

in environmental stewardship. There is

significant innovation in reducing emissions

in the transport sector. Alongside the
integration of Al into transport covered in
Chapter lll, is a shift towards electric power
over combustion engines. There is a global
shift in renewable power generation to
supply the increased electricity demand of
an electric transport sector which will also

impact the demand and trade in fossil fuels.

Furthermore, the more modest outlook for
trade growth in the coming years may curb
trade-related emissions.

Given the importance of global value
chains, the changes that companies are
making in response to consumer, investor
and government pressure will have a
significant impact on trade. However,
reducing the life-cycle impact of a product
and integrating sustainability into supply
chains is not a simple task. Shorter supply
chains may reduce transport emissions but
sourcing closer to home is not always the
most sustainable option overall in terms

of resource use, labour, emissions and
sustainable development. In response to
the complexity and difficulty in measuring
impacts, the holistic concept of the ‘circular
economy’ is gaining significant ground.

Shorter supply chains may
reduce transport emissions
but sourcing closer to
home is not always the
most sustainable option
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3

key

drivers

for
sustainability
in trade:

1) Consumers
2) Investors
3) Govern-
ments

Corporate
sustainability

Corporate sustainability is a term which is now widely
used among businesses worldwide. It has evolved from
the idea of corporate social responsibility (CSR), a
concept which became popular at the end of the 1980s,
with the focus on stakeholder interests and giving back
to society with no consideration of adjusting or changing
company’s operations. The CSR measures implemented by
the companies often did not take into account long-term
impact on the communities and were instead focused on
enhancing company’s brand by contributing or investing
financial resources into projects aimed at improving the
lives of people.

Corporate sustainability is based on the notion that
continuous improvement of business operations should
take into account social, economic and environmental
issues of material importance, and should be identified in
close collaboration with internal and external stakeholders.
Adoption of sustainable practices can also lead to cost
reductions, increase in customer satisfaction and revenue
through advancement of changes in regard to the diversity
and well-being of the employees, changes to supply chains,
governance, and other areas.

The push towards greater sustainability in trade is due to three
key drivers:

B Consumers: consumers are increasingly demanding greener
products and are now demanding greater transparency across
the entire supply chain for products.

B Investors: sustainability issues are increasingly important to
investors, with a view that there will be a reallocation of capital
in the near future due to climate risk.

B Governments: increasing political pressure, due partially to
sustained campaigning from major international organisations,
has led government to build sustainability into policy planning.



UN Global Compact

At the multilateral level, the establishment
of the United Nations Global Compact in
2000 and the adoption of the Agenda
2030 by all United Nations Member
States further solidified the need for
sustainable practices, and called for the

As sustainability becomes increasingly
important, sustainability reporting has also
become a more widely accepted practice, with
the emergence of internationally recognised
reporting frameworks, such as the Global
Reporting Initiative, which is used by more than
80 per cent of the world’s top 250 companies.
A previously voluntary practice of reporting on
sustainability has now become the new norm
as non-financial data becomes as important

as financial data to investors. However, the
lack of established industry guidelines and
boundaries for sustainability continues to
hinder widespread adoption.

The COVID-19 pandemic has had a mixed
effect on the shift towards sustainability. The
immediate impact of lockdowns has been
lower emissions due to fewer flights, reduced
global production and consumption. Employee
well-being and job security has also attracted
a lot of attention. Companies that let go high
proportions of employees saw a negative
impact on their brands. This could in the future
encourage more stringent requirements for
organisations to enhance protection of human
capital, which could in turn impact growth in
the SME and start up space, who often focus
almost exclusively on revenue growth.

This report looks at future trends in global
trade. Sustainability’s role in trade has long

280 Cebr research
281 Cebr research

CHAPTER V: Sustainability in trade

governments and businesses worldwide
to contribute to the 169 global targets
through 17 Sustainable Development
Goals (SDGs), which currently serve as a
beacon for governments and businesses.
This has been increasingly disseminated
through the recent inclusion of chapters
on sustainability in trade agreements
being negotiated today.

been contentious and has historically required
sacrificing profit and increasing costs to
implement. Global trade has further hugely
contributed to global emissions and exacerbated
issues across climate, labour, and human rights.
But this may no longer be true - trade can
actually contribute to sustainability goals and
business can be done sustainably with effective
operational change. The challenge for economic
actors, government, and the global trading
system in the context of the Paris Agreement

is how to enable trade to happen in a more
sustainable manner. This chapter will explore the
impact of a drive towards sustainability on trade,
and the impact of trade on sustainability.

DMCC launches new sustainability index

It is unquestionable that sustainability has
become a more important issue for businesses.
DMCC in this report has debuted a new

index tracking the trade of environmentally
sound technologies (ESTs). The Sustainability
Index finds that international trade in green
technologies has grown dramatically in recent
years - thus illustrating the importance of
incorporating sustainability into business and
trade, and in moving the global economy
towards a low-emissions future.?®® An increase
of trade in ESTs, as shown in this chapter,
suggests that more businesses are making use
of technologies that can improve or mitigate
damage to the environment.?®
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SECTION TWO

SUSTAINABILITY:
TOWARDS THE
TIPPING POINT

Mixed outlook on the ‘tipping point’

Of the business leaders and trade experts
consulted for this report, all agreed on the
growing importance of sustainability in trade
and business. Companies are requesting
meetings on environmental, social, and
corporate governance issues (ESG) issues
more frequently - from as little as one meeting
per year on these issues two years ago,

to being incorporated into 20% of annual
meetings requested today.

Sustainable trade is now clearly more
important in business decisions - and
consumer preferences showing the increasing
importance of sustainability issues means it is
now more important to fold these ideas into
business models. Investor pressure is also a
significant catalyst driving this change.

However, views are mixed on how business
critical incorporation of sustainability is

today. It is of growing importance - but is

it yet fully essential to implement? A highly
significant 92% of CEOs believe integration of
sustainability will be important to the future
success of businesses - but only 48% say they

are actually implementing sustainability into
operations.?8?

There are clear indicators that sustainability
will begin to shape future demand in the
coming years, but the lack of comprehensive
solutions and global regulatory frameworks to
standardise the incorporation of sustainability
has resulted in piecemeal implementation

by businesses and governments. The State

of Integrated and Sustainability Reporting
2018 research developed by the Sustainable
Investments Institute revealed that nearly

all (97%) of S&P 500 reporting companies
chose to “customize extant sustainability
reporting models — in style, format and
content — instead of closely following any one
framework.”283

Despite an increase in sustainability reporting,
its piecemeal implementation has resulted in
fairly choppy implementation of sustainable
business principles. However, there is
increasing understanding among companies
that embarking on sustainability reporting,
contrary to traditional views, can actually

282 |_jse Kingo and Clarke Murphy, “How to Build Sustainable Business Leadership in a post-COVID World”, World Economic Forum, 16 June 2020: https:/www.
weforum.org/agenda/2020/06/how-to-build-sustainable-business-leadership-in-a-post-covid-world/
283 “State of Integrated and Sustainability Reporting 2018”, Harvard Law School Forum on Corporate Governance, 3 December 2018: https://corpgov.law.harvard.

edu/2018/12/03 /state-of-integrated-and-sustainability-reporting-2018/



highlight areas for cost-saving and increased
efficiency. Embarking on a comprehensive
review of company operations can often
result in the dual benefits of improving
sustainability within operations and becoming
more cost efficient.

As more companies engage in sustainability
reporting, there will also be increased
pressure for national and international
regulation on reporting. This could further
incentivise mandatory reporting standards
and encourage a comprehensive review of
global business and trade operations on
sustainability issues.

Across sectors, consumer-facing industries
appear to be moving towards sustainable

FIGURE 1

Diffusion of innovations
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solutions first - consumer demand for

such changes has encouraged faster
adoption. This is likely to be followed by
banks, traders, and commodities players as
consumer demand for sustainable goods
increases, and as the risks of climate change
are built into investment decisions.

Based on our research, the adoption of
sustainability practices may follow a similar
curve as in any innovative new technology,
where a slow adoption at the beginning is
followed by a fast-paced acceleration as
more companies adopt it. This trend can
be due to anything from a transformation
in regulatory standards to the development
of new ‘best practices’ in business that are
essential to success.
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With such a pattern of adoption expected
in sustainability across all industries and
sectors, it is in companies’ best interests
to move towards early adoption. Though
the economic incentive for adoption of
sustainable practices is not yet wholly
convincing, increasing investor and

34% 16%

consumer pressure will likely lead to stronger
regulatory frameworks on sustainability
sooner rather than later. Sustainable trade

iIs being driven by consumers, investors, and
governments. Businesses that engage in
sustainable trade could stand to see huge
gains from early adoption.
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Driving the tipping point

Consumer demand - sustainability sells
The modern consumer is increasingly vocal.
Increasing social awareness among large
consumer groups has put the spotlight

on sustainability, thus supporting a shift

in consumer preferences towards more
responsible brands and products. The last
decade has seen growing international
sentiment for “greener” products and has
brought about change in many global
companies - from the likes of Mattel, with
its use of plant-based plastic, to Mars, with
its commitment to sustainable palm oil.
Companies that have made the switch have
largely been rewarded, seeing increases in
profits and growing business and trade.

Reports over the last two years have shown
that products with sustainability claims
generally outperform growth rates of total
products in their respective categories, by
as much as 13%.%%4 Customers increasingly
want sustainable products from sustainable
companies - and are looking at the way
companies operate through the entire
supply chain on sustainability issues.
Labour practices, the environmental impact
of production, packaging, and more are
increasingly important.

There is now a strong business case for
sustainability boosting revenue growth and
profitability. However, though corporate
responsibility remains a key focus for
businesses operating across the world, a
‘race to the bottom’ in some countries that
are seeking greater foreign investment

disincentivises companies from spending the
extra cost to implement sustainable business
practices. Consumer demand for greener
products will slowly however outweigh

the benefits of sacrificing sustainability for
cheaper supply chain costs. Companies will
have no choice but to look at key issues like
working conditions, environmental factors,
corruption, and human rights issues in order
to stay competitive.

Investor pressure - sustainability and the
share price

Environmental and social governance (ESG)
issues are increasingly important to investors.
Though corporate leaders understand that
businesses have a critical role to play in
tackling sustainability issues, often it appears
to run counter to shareholder pressure.?8>
However, a recent survey of senior executives
at 43 of the world’s biggest institutional
investors proves that ESG is actually front

of mind.?®® Trends are moving towards the
incorporation of ESG performance into all
reviews by shareholders. Over the last two
decades, this has become an issue of global
concern.

In 2006, when the UN-backed Principles for
Responsible Investment (PRI) were launched,
64 investment companies with US$6.5 trillion
in asset under management signed the
commitment, which required the incorporation
of ESG issues into investment decisions. To
date, over 3,300%%” companies have committed
to the PRI, representing well over US$81.7
trillion in assets under management.?®

284 “|t’s Official: Customers Prefer Sustainable Companies”, Entrepreneur Europe, 1 December 2018: https://www.entrepreneur.com/article/324001

285 Robert G. Eccles and Svetlana Klimenko, "The Investor Revolution”, Harvard Business Review, May-June 2019: https://hbr.org/2019/05/the-investor-revolution
28 Robert G. Eccles and Svetlana Klimenko, “The Investor Revolution”, Harvard Business Review, May-June 2019: https://hbr.org/2019/05/the-investor-revolution
287 “Signatories”, Principles for Responsible Investment: https://www.unpri.org/signatories/signatory-resources/signatory-directory

283 Robert G. Eccles and Svetlana Klimenko, "The Investor Revolution”, Harvard Business Review, May-June 2019: https://hbr.org/2019/05/the-investor-revolution



Though some corporates may not yet fully
comprehend the scale of importance ESG
issues hold today, that will change rapidly.
As much as 25% of investors holding shares
in various corporations employ sustainable
investing strategies.?®®

Larry Fink, CEO of BlackRock, the world’s
largest asset manager this year issued a
letter (see box) to clients in January 2020
on the fundamental reshaping of finance,
announcing a number of new initiatives that
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will place sustainability at the centre of their
investment approach.

Fink argues that there will be a significant
reallocation of capital in the near future -

based on the understanding that climate risk is
investment risk. New initiatives that BlackRock

and other large investors are introducing

include making sustainability integral to future

portfolio construction and risk management,
and exiting investments that are detrimental
to sustainability initiatives.?9°

Letter to BlackRock clients from Larry Fink, CEO, BlackRock, January 2020

“Climate change has become a defining factor in companies’ long-term prospects.
Last September, when millions of people took to the streets to demand action on
climate change, many of them emphasised the significant and lasting impact that it
will have on economic growth and prosperity - a risk that markets to date have been
slower to reflect. But awareness is rapidly changing, and | believe we are on the edge

of a fundamental reshaping of finance.

The evidence on climate risk is compelling investors to reassess core assumptions
about modern finance. Research from a wide range of organizations - including

the UN'’s Intergovernmental Panel on Climate Change, the BlackRock Investment
Institute, and many others, including new studies from McKinsey on the
socioeconomic implications of physical climate risk - is deepening our understanding
of how climate risk will impact both our physical world and the global system that

finances economic growth.

Will cities, for example, be able to afford their infrastructure needs as climate risk
reshapes the market for municipal bonds? What will happen to the 30-year mortgage

- a key building block of finance - if lenders can’t estimate the impact of climate risk
over such a long timeline, and if there is no viable market for flood or fire insurance in
impacted areas? What happens to inflation, and in turn interest rates, if the cost of food
climbs from drought and flooding? How can we model economic growth if emerging

markets see their productivity decline due to extreme heat and other climate impacts?

Investors are increasingly reckoning with these questions and recognising that

climate risk is investment risk. %%

289 Robert G. Eccles and Svetlana Klimenko, "The Investor Revolution”, Harvard Business Review, May-June 2019: https://hbr.org/2019/05/the-investor-revolution
2% _arry Fink, ”A Fundamental Reshaping of Finance”, BlackRock: https://www.blackrock.com/corporate/investor-relations/larry-fink-ceo-letter
291 |_arry Fink, ”A Fundamental Reshaping of Finance”, BlackRock: https:/www.blackrock.com/corporate/investor-relations/larry-fink-ceo-letter
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Companies across the world are seeing
growing investor and market pressure

to make changes to business models

and investment decisions. A number of
Japan’s top financial institutions - including
Mizuho Financial Group and Sumitomo
Mitsui Financial Group who are among

the top five global lenders to coal power
and mining have this year made public
commitments to exit coal financing. Other
global banks such as JP Morgan have
already implemented similar policies.?®?
Banks globally, from the Philippines to

the United States, are increasingly making
commitments that are more in line with the
growing importance of ESG issues. Major
banks are reporting that climate change
and related sustainability issues are the
number one issue that clients are raising.
There is increasing pressure for investors
to commit to financing only climate-
friendly projects. The view that adhering
to sustainable investing principles requires
a sacrifice of some financial returns no
longer holds true.?®3

Government pressure - sustainability and
the licence to operate

Increasing political pressure is also
contributing towards a greater shift towards
sustainable business practices. Sustained
campaigning from major international
organisations have pressed governments
to build more sustainability into policy
planning, particularly as they realise the
level of international demand for such
policies. Government policy encouraging
sustainable practices can play an important
enabling role in moving the private sector
towards mobilising its resources to deliver
innovations in the sector.

Structural changes within government
policy can move economies towards greater
efficiency and wider dissemination of
sustainability friendly policies that would
address social, economic and environmental
issues. However, as pointed out in discussions
with leading firms, there is a risk of

greater protectionism as government and
international institutions move to tackle
climate protection, as vested interests may
use such regulation to protect their own
markets.

Efforts to ‘green’ value chains globally

are impeded by existing trade rules that
were not created with sustainable, circular
business models in mind.?** This has led
to a race to the bottom in many countries
on environmental regulation, where
standards on ESG issues - from labour,

to environmental standards, have been
abandoned or lowered in order to attract
more foreign investment.

This is beginning to change; governments are
starting to recognise that trade goals must
be compatible with sustainable development.
Many free trade agreements (FTA) today
have dedicated chapters on environmental
issues, though the level of ambition and
effectiveness varies. This is explored further
in the following section.

292 Agron Sheldrick and Takashi Umekawa, ”"Mizuho to Stop Lending to New Coal Power Projects”, Reuters, 15 April 2020: https:/www.reuters.com/article/us-coal-
japan-mizuho-climatechange/mizuho-says-it-will-stop-lending-to-new-coal-power-projects-idUSKCN21XOF5, Refinitiv SDC Platinum Data

293 Robert G. Eccles and Svetlana Klimenko, "The Investor Revolution”, Harvard Business Review, May-June 2019: https://hbr.org/2019/05/the-investor-revolution
294 ”How Can Trade Rules Support Environmental Action?”, World Economic Forum, March 2020: http://www3.weforum.org/docs/WEF_GFC_Briefing_on_Trade_

and_Environment_Report_2020.pdf



Despite the pressure from consumers,
governments, and major investors such
as BlackRock, concerns around economic
outcomes remain a key barrier to the full
integration of sustainability into business
operations and investment decisions.

d trade experts

Many of the@smess

Even if the economic imperativ"é"for
sustainability is not yet fully formed,
growing consumer and investor demand
means that sustainability can have
significant economic advantage for both
marketing and investor relations purposes.
Furthermore, the regulatory space is being
increasingly tightened by governments
who have committed to reducing their
national emissions. While compliance with

But the economic imperative for
sustainability is still missing
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consumer-facing brands to ‘go green’,
but this comes at a cost to consumers,
making affordability an issue, especially
given the economic impact of the
COVID-19 pandemic. Governments have
a major role to play, though many are
wary of suffocating their industries and
making them globally uncompetitive.
Economles such as the EU have the

environmental regulation does create
administrative burdens, it also creates a level
playing field that guarantees companies can
compete while reducing their environmental
impact. The challenge for businesses today is
remaining competitive and achieving growth
while reducing emissions at or beyond

the policy requirements. The following
section will look at business innovation and
sustainable trade policy in greater detail.
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SECTION THREE

GREENING

TRADE THROUGH

INNOVATION

Trade has a role to play in the sustainability
transition. It can contribute to sustainability
goals by reducing emissions, lead

to dissemination of the importance

of sustainability issues through new
technologies and business practices,
restructuring supply chains to be both
more efficient and sustainability-friendly,
and contribute to national and international
sustainability commitments.

The push for sustainability is there - growing
pressure from investors, consumers, and

governments are heralding a change
towards more sustainable business
operations. Though the economic incentive
is not yet fully formed, it will soon be -

and government policy on sustainability
requirements will only hasten this shift.

Innovations in technology and changes in the
way supply chains are structured are and will
be the most effective and efficient ways for
businesses to make their operations more
sustainable. Below we explore ways in which
sustainable trade will be implemented.

Technology will drive sustainability in trade
- DMCC'’s new sustainability index showing
environmental industrialisation

DMCC'’s new sustainability index charts
growth in environmentally sound
technologies (ESTs). Tracking such

changes shows the growing connections
and relationships between trade and
sustainability. As explored in Chapter Ill, the
introduction of new technologies on the
market can drive trade growth. The boom in
trade driven by the growth of ICT products
such as laptops and mobile phones, with

their many components and long global
value chains is a prime example. It is now
being mirrored by a boom in ESTs, which also
tend to be high-tech products with multiple
components.

Tracking sustainability through trade in
ESTs is a comprehensive way of looking at
how countries are re-industrialising in an
environmental way.
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Environmentally sound technologies

Technology, like in many other sectors,

is rapidly contributing to the transition

to a green economy and boosting

trade in sustainability-related sectors.
Environmentally sound technologies
(ESTs) are defined by the UN as
technologies that protect the environment,
are less polluting, use resources in a more
sustainable manner, recycle more of their
wastes and products, and handle residual
wastes in a more acceptable manner

DMCC
SUSTAINABLE

TRADE INDEX
2020

than the technologies for which they were
substitutes.?®®

Key types of ESTs include goods that provide air
pollution control, technologies for wastewater
management and solid and hazardous waste
management, renewable energy technologies
and environmentally preferential products
(which produce less negative environmental
effects relative to alternative products serving
the same purpose).?%®

DMCC’s Sustainable Trade Index measures growing trade in ESTs, and acts as a
proxy to show the growing interest among businesses worldwide in moving towards

sustainability.

Trade in ESTs illustrates the growing importance of sustainability

The US, China, and Germany are the largest importers of ESTs, reflecting their
environmental industrialisation. Other countries, such as Mexico, have applied deep
tariff cuts on green technologies in order to encourage further growth in the space.
Such policies can have a huge impact - Mexico is the only developing country to feature
on the top ten list of importers outside of China - showing that such policies can have
value in encouraging growth in the movement towards more sustainable business.

295 UN definition, DMCC report
29 DMCC report
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Largest importers of environmentally sound technologies, 2018

1 us
2 China
3 Germany
4 Mexico
5 Japan
6 South Korea
7 France
8 UK
9 Canada
10 Hong Kong
' ] In 2017, the US imported US$103 billion worth of ESTs and
The US is China imported US$87 billion. Japan, South Korea, France,
the Iargest the UK, Canada, and Hong Kong all imported between
- US$20-25 billion of ESTs in 2017.
importer
Of ESTS Trade among key exporters and importers over the last

twenty years shows clear growth in EST trade - increasing
by as much as 80% over the last decade.

The increase shown in the trade of ESTs - as seen by charts
below showing trade in ESTs among key exporters and
importers, including China, the US, and the EU, reflect the
growing need for businesses and institutions to make use
of such technology to move their activities towards a more
sustainable path.

There are interesting dynamics between the key EST
exporters and importers, as shown in the graphs below. The
analysis of monthly trade flows between the EU and China
shows that the EU consistently imports more ESTs from

146



CHAPTER V: Sustainability in trade

China than it exports. Overall, EST imports to the EU from China grew by 39% over the
ten years to November 2019, while flows from the EU to China increased by 79% over
the same time period.

Looking at the trade between the EU and the US shows that the EU is a net exporter

of ESTs to the US. The month with the highest value of exports from the EU to the USA
was December 2016, when there were €2.2 billion ESTs exported to the US. Trade flows
of ESTs from the EU to the US more than doubled over the ten years to November 2019,
with growth of 118%. Flows in ESTs from the US to the EU grew at a slower rate of 40%
over the same time period.

Trade between Germany and the rest of the EU can be volatile month-to-month, but
Germany is consistently a net exporter of ESTs to the other 27 EU countries. The data
for October 2019 was the highest on record in terms of imports to other EU countries
from Germany, at €3.7 billion. Exports to Germany from the rest of the EU stood at €2.8
billion in the same month. Trade flows from Germany to the rest of the EU increased

in value by 37% over the past ten years, while EST exports from other EU countries to
Germany increased by 31%.2%7

EU/China trade in environmentally sound technologies

€3,500
€3,000 Iq |
€2,500 " o \

€2,000

€1,500

Million euros

€1,000

w W
€500 Mv yr—

€-
S R
3

A o (SRS SR S M LS R ey

v oo oY Y Y Y
& > o O RS
W7 W W P RO @

S DD
SRS

Yy ol 0 o
o7 @ & 0(<e W9

memsm Imports to EU from China mmssm Exports from the EU to China

297 Author analysis

147



CHAPTER V: Sustainability in trade

EU/USA trade in environmentally sound technologies
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Chinais
the biggest
exporter

of ESTs

CHAPTER V: Sustainability in trade

Key trading hubs are also the most important hubs for ESTs
As may be expected, the key economies buying and
disseminating green technologies globally are some of the
world’s biggest economies. China is currently the biggest
exporter of ESTs, followed by Germany and the US - all
heavily producers of ESTs.

Largest exporters of environmentally sound technologies, 2018

—_

China

Germany

us

Japan

Italy

South Korea

Mexico

Hong Kong

O© 0 N oo 0o M~ NN

Netherlands

o)

UK

Key trading hubs, as on page 150, which have strategic
importance to world trade, are also often top importers of
ESTs globally.
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Value of imports of environmentally sound technologies, 2017,
top 10 importers

$120

$100

$80
[a)]
wn
=)
c

5 $60
o

$40

$_

United China Germany Mexico Japan Republic France United Canada Hong Kong,
States of of Korea Kingdom China

America

As well as analysing data on the top ten countries for importing ESTs, DMCC has
studied the ten trade hubs identified in this report as being of strategic importance to
world trade. Four of the trade hubs referenced in the CTI are also among the top ten
importers of ESTs globally. After this, it was found that the Netherlands beat Singapore
and Switzerland to fifth place. The Netherlands imported $19.6 billion of ESTs in 2017,
while Singapore and Switzerland imported $13.8 billion and $8.1 billion respectively.

Value of imports of environmentally sound technologies, 2017,
trade hubs
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Fastest growing exporters of environmentally sound technologies,
2018 annual growth

—_
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UN research also shows where the fastest growing importers and exporters of ESTs
are Benin and Bermuda are the fastest growing exporters, while Guyana and Brunei
Darussalam are the fastest growing importers. Benin is well integrated in value chains
for solar water heaters, contributing to the growth in trade. Although, the high growth
rates are partly a result of the small sizes of these economies.

Fastest growing importers of environmentally sound technologies,
2018 annual growth
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4 EST trade and long-term trade growth
The increase in trade in ESTs is a new and growing sector
of trade, and one that is likely to continue to grow as the
New tech pressure for sustainability in business and trade grows.

d However, as referenced in Chapter Ill, new technologies
oes .

do not always boost trade growth overall. This seems
nOt always to be the case in particular with ESTs. Electric vehicles
boost trade have fewer parts meaning the trade in components in

the automotive sector, worth US$392.5 billion per year,3°°

grOWth will be undermined. Renewables technologies such as

ovel'all wind turbines and solar panels may substitute the trade
in fossil fuels. Recycling technologies will undermine the
trade in commodities. Production technologies such as
additive manufacturing will mean that components may be
increasingly made on-site and may undermine trade in some
finished goods altogether. Reduction in resource use is a
positive development for the planet, but the global trade
system and economies that rely on global trade must be
prepared for the impact of sustainability and technology on
trade, in particular on supply chains.

Sustainable supply chains

A company’s supply chain produces, on resources.’? The G20 has acknowledged
average, 5.5 times as many greenhouse that global supply chains have significant
gas emissions as its own operations do.3° potential for both the creation of jobs
Companies that are looking to become more  and for environmental gains to encourage
sustainable have quickly realised that their balanced economic growth.3°3

supply chains have far greater environmental

costs than their own operations, accounting Companies are thus increasingly looking
for more than 80% of greenhouse gas at greening supply chains to reduce

emissions and more than 90% of the impact their environmental footprint, but also to
of air, land, water, biodiversity, and geological increase value.

390 Daniel Workman “Automotive Parts Exports by Country”, World’s Top Exports, 12 August 2020: http:/www.worldstopexports.com/automotive-parts-exports-country/
391 Mike Scott, “Companies Look to Supply Chains for Sustainability Gains”, Forbes, 11 February 2019: https://www.forbes.com/sites/mikescott/2019/02/11/
companies-look-to-supply-chains-for-sustainability-gains/#7923d06c1c55

392 Anne-Tita Bove and Steven Swartz, “Starting at the Source: Sustainability in Supply Chains”, McKinsey & Company, 11 November 2016: https:/www.mckinsey.
com/business-functions/sustainability/our-insights/starting-at-the-source-sustainability-in-supply-chains

303 “Strengthening Sustainable Global Supply Chains”, BDI, 29 November 2017: https://english.bdi.eu/article/news/strengthening-sustainable-global-supply-chains/
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Just-as with the-integration of technology
and data gathering, in the future supply
chains may become a source of value and
opportunity instead of a cost centre. Greening
supply chains has huge potential shared
value, from increased efficiency, reduced
resource use andycosts, access to new
markets, and an incriease in resilience and
resistance to economic shocks. For many
industries, consumer education is turning into
demands for greater transparency all along a
company’s supply chain, which can become

a source of differentiation and competitive
advantage. Supply chains also hold the
biggest opportunities in improving ESG
performance for companies.

In addition to reducing the impact of goods and
services on the environment, companies are
increasingly considering h_(_gw they can increase
their supply chain resilience against the impact
of climate change. As climate progresses,

risks - in the form of drought, flood, fire, and
storms - will increase, and costs will mount. A
2018 study of almost 7,000 businesses by the
international NGO CDP3°“ predicted climate
change could cost businesses up to US$1 trillion
by 2023. Around half of the risks identified

by the report were considered likely, very

likely or certain to materialise in the short- or
medium-term. As a specific example, Unilever
has reported losses of as much as EUR 300
million per year as worsening water scarcity
and declining agricultural productivity have led
to higher food costs.3°> Making a supply chain
more resilient may not immediately increase
value, but it will ensure business continuity in
the longer-term.

There are challenges in addressing
sustainability in supply chains, both for value-

CHAPTER V: Sustainability in trade

creating and business resilience purposes.
The first is around locating the problems
within the supply chains. Companies often
do not deal directly with all the firms in

their supply chains. In most cases, suppliers
are used through the value chain and often
subcontract portions of large orders to other
firms. This hinders efforts to discover the
sustainability impact and make concrete
changes. Given the lack of transparency in
many supply chains, it is often difficult for
companies to hold suppliers and further
subcontractors accountable to environmental
and social standards. Further, domestic
regulations often hinder efforts to green
supply chains. Firms have reported that
domestic economic and environmental
policies often do not always facilitate
-;Hstainable trade specifically making it mu%Q
easier for companies to just not engage in %
such issues.3°6 o

< -
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1 trillion

cost of climate
change to e
businesses 4
by 2023

304 “Global Climate Change Analysis”, CDP, 2018: https://www.cdp.net/en/research/global-reports/global-climate-change-report-2018

305 Anne-Tita Bove and Steven Swartz, “Starting at the Source: Sustainability in Supply Chains”, McKinsey & Company, 11 November 2016: https:/www.mckinsey.
com/business-functions/sustainability/our-insights/starting-at-the-source-sustainability-in-supply-chains

306 “Green Trade”, World Economic Forum: https:/www.weforum.org/projects/trade-climate-change-sustainability
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Circular economy / sharing economy

Chapter Ill explored the concept of the sharing
economy. Facilitated by digital platforms, the
sharing economy enables greater use out of
assets. At its most commercial this includes
services such as Airbnb or carshare schemes
such as ZipCar. There are much less commercial
forms however for sharing cars, gardening
equipment, or living spaces. The sharing
economy may undermine trade as even though
it incentivises the purchase of quality products,
it may reduce trade volumes as better use is
made of the asset. It may also therefore be good
for the environment. A much more holistic way
of approach sustainability in products across
industries is the ‘circular economy’.

The circular economy is “an alternative to a
traditional linear economy (make, use, dispose)
in which we keep resources in use for as long
as possible, extract the maximum value from
them whilst in use, then recover and regenerate
products and materials at the end of each
service life.”s%7

Countries and regions are moving towards
adopting circular economy policies. The shift
towards the circular economy reflects a growing
commitment to sustainable development.

But addressing the trade-related aspects of
circular economy policies is key in reaching the
economic, social, and environmental aspects of
the circularity.

The EU for example adopted the EU Circular
Economy Plan in 2015, with a view to reduce
the bloc’s dependency on primary raw materials
and to demonstrate global leadership and

gain competitive advantages through such a

transition. Circular economy policies work to
limit the environmental threats present in today’s
consumption cycle, offering an alternative to
unsustainable linear consumption.

Circular economy policies can have a global
impact on trade. Widely viewed to help reduce
the resource footprint for industrial development
and for tackling the global waste crisis,3°® trade
policy is critical in facilitating the movement of
goods and services that support such policies.
Such policies, as they are increasingly adopted
at greater scales, will impact global value
changes, trade in second-hand goods, trade in
waste, and in related services.

A shift to circular economy systems will primarily
impact primary and secondary resource flows,
and thus demand and trade in such resources.
This may translate into opportunities - or issues
- for sustainable development both in countries
implementing circular economy policies and for
sustainable development in third countries. This
could include shifts such as changes in demand
for primary resources as certain products may
remain in the economy for longer, a move
towards recyclable waste becoming a traded
good, and a wider impact on global trade
policy.30°

Trade in global waste and the movement of
goods and services within a value chain will

all be impacted by the transition to a circular
economy. For example, China’s ban on waste
imports for recycling in 2017 had significant
impact on circular economy policy in the EU and
more widely - and has been followed suit by
other waste importing countries.

307 “WRAP and the Circular Economy”, WRAP: https://www.wrap.org.uk/about-us/about/wrap-and-circular-economy
308 patrick Schroder, “The US-China Trade Dispute: What Impact on the Circular Economy?”, Chatham House, 20 August 2019: https://www.chathamhouse.org/

expert/comment/us-china-trade-dispute-what-impact-circular-economy#

309 “EU Circular Economy and Trade: Improving Policy Coherence for Sustainable Development”. Institute for European Environmental Policy, 24 January 2020:
https://ieep.eu/news/eu-circular-economy-and-trade-improving-policy-coherence-for-sustainable-development
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SUSTAINABLE
TRADE POLICY

INTERVENTIONS

As explored in this chapter, though there is
growing understanding of the important role
sustainability will play in the future of global
trade, the economic incentive is yet missing.
However, growing investor and consumer
pressure will likely move the needle for many
companies and governments. In order to
ensure widespread adoption, both national

WTO commitments

Sustainable development and the protection
of the environment are enshrined in the
activities of the WTO by the Marrakesh
Agreement which established the WTO.

The Doha Ministerial Declaration launching
the Doha Development Round at the

WTO reaffirmed similar sentiment on the
“commitment to the objective of sustainable
development, as stated in the Preamble

to the Marrakesh Agreement.”?© There is

no specific agreement dealing with the
environment, but WTO rules allow for trade-
related measures aimed at protecting the
environment within reason.

and international policy will need to further
develop standards. There is already a
growing body of trade-related policy at the
global level and in trade agreements that
aim to support sustainable trade and will
further encourage this move for businesses
even while the economic incentive is not
yet critical.

This lack of involvement in addressing a
global existential threat is understandable
given the nature and role of the organisation,
but has been a source of criticism.

Greenpeace and Friends of the Earth wrote a
paper® for the WTO on how the organisation
can get better at integrating and defending
the interests of multilateral environmental
agreements. There is scientific consensus
that global eco-systems are being severely
impacted as a result of human activity. As
the impacts are felt in different countries,
they will cause differences in

310 “A Sustainability Toolkit for Trade Negotiators”, International Institute for Sustainable Development: https:/www.iisd.org/toolkits/sustainability-toolkit-for-
trade-negotiators/1-why-is-sustainable-development-important-for-trade-and-investment-agreements/
3 “ls the WTO the Only Way?“, World Trade Organization: https.//www.wto.org/english/forums_e/ngo_e/posp66_greenpeace_wto_e.pdf
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between global players who seek different outcomes and may cause friction in the
negotiation and implementation of trade rules. There has already been discussion and
cases which has led to collaboration between the multilateral environmental agreement
secretariats.’”? However, as the impacts of climate change become more obvious,

there may need to be greater thought into how the WTO and trade rules can support
countries’ efforts against climate change and other environmental issues.

Preferential trade agreements

Trade negotiators are increasingly
understanding that global value chains and

trade can be both sustainable and profitable.

Open borders can facilitate greater
dissemination of environmentally sound
technologies and higher environmental and
social standards.®™

Globalisation and sustainability are not
mutually exclusive. With the right incentives
- from the market or driven by policy -
structural changes in trade and‘investment
can move economies towards greater
efficiency and promote wider dissemination
of environmentally friendly policies~This

is already.being.seen, as mere and more
sustainability chapters are being included in
trade agreements‘and are-becoming more
enforcealble - future trade.negotiations

will haverto include more discussionh and
enforcement of sustainability issues.

Many trade agreements‘now contain
dedicated chapters.to sustainable action.

The US has environmental chapters in 13.of
its trade agreements, including the USMCA..3*
The EU has included trade and sustainable
development chapters (TSD) in all its FTAs
since 2009. The chapters commit both
parties to'uphold standards in.multilateral
agreements-such-as-the Paris Agreement
and ILO conventions.’™ The UN Environment
Programme has developed-a sustainability
toolkit for tradé negotiations.te*€nable trade
and investment as vehicles for achieving the
2030 Sustainable Development Agenda.3®

* % %
* 4k

* p K

The EU has included
trade and sustainable
development
chaptersin all its
FTAs since 2009

32 “ThejPoha Mandate,on Multilateral Environmental Agreements*, World Trade Organization: The Doha mandate on multilateral environpiental agreements

(MEAS), (WTO website)

33 “World TradeyGrowth, and Ingdme: Globalisation and Sustainability Cap‘Go Hand in Hand", BDI: hitps://english.bdi.eu/article/news/world-trade-growth-and-

income-globalisation-and-sustainability-can-goshand-in-hand/

314 “Cyrrent Trade Agreements with Environméntal Agreements*, US/Department of State: https#/www.state.gov/key-topics-office-of-environmental-quatity-
andstransboundary-issties/current-trade-agreements-with-environmental-chapters/

313Sam Lowe, ,The-EU Should Reconsidér Its Approach to Tradé and Sustainable Developiment“, Centre for European Reform, 31 October 2019: https:/www.cer.
eu/insights/eu-should-reconsider-jts-approach-trade-andsslistainable-development

316 “A Sustajmability Toolkit for Trade Negotiators®, Intefnational Instittue for Sustainable Development: https:/www.iisd.org/toolkits/sustainability-toolkit-for-
trade-negotiators/1-why-isssustainable-developmentsimportant-for-trade-and-inyéstment-agreements/



However, often sustainable development
chapters in trade agreements lack teeth.
Chapters in the EU agreements are not
subject to enforceable dispute settlement
procedures and there are no financial
penalties for non-compliance.’” The

US agreements are covered by dispute
settlement mechanisms, and trade
concessions may be withdrawn. Canadian
agreements allow for cases to be brought
in the event of a trade-related labour issue
with potential fines for violations. However,
there is little evidence that the US and
Canada’s approaches are more effective than
the EU’s, yet there is a significant drive for
a similar approach. Trade experts say that
consultation and engagement are likely to
be more fruitful, given other economic and
diplomatic consideration and the impact of
sanctions.’®

However, despite the implementation on
paper of sustainable development chapters
in the new generation of the EU FTAs,

there is limited evidence that the negative
environmental impact of the expanded trade
fostered by the agreements is being reduced,
at least so far. The European Commission
and other stakeholders have recognised the
need for further action. As with business
sustainability, the economic imperative
prevails. Despite having committed to avoid
trade deals with the countries who have not
signed the Paris Agreement, the EU tried to
re-open trade negotiations with the US in
2018. Similarly, the EU-Mercosur agreement
seems to have not been impacted by the
Amazon fires and the inaction of the Brazilian
government.3"
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The EU is taking sustainability in trade policy
more seriously than most, but the efforts seem
to make meaningless contributions in the face
of global trends - shipping emissions could
grow between 50% and 250% by 2050, while
aviation emissions could increase by 300-
700%. This may mean that in order to make
progress, committed economies must take
matters into their own hands.

Trade defence measures provide the means to
impose sustainability on trade. The European
Commission President Ursula von der Leyen
and Trade Commissioner Phil Hogan have
alluded to an increase in their use by the EU.
Trade measures, as referenced in Chapter

Il have been increasing in the last several
years, are usually adopted as a protectionist
measures but they could be applied to
industries that provide environmental goods or
selectively block imports from carbon-intensive
industries. Border tax measures have also been
discussed, though there are problems with
their compatibility with WTO law.

A more progressive stance would be a

more ambitious, sustainability-driven trade
agenda. The EU has strong global standards-
setting power and has successfully utilised

it in industries such as the chemicals sector
(REACH) and automotive (EURO IV). In the
future, the EU could set sustainability standards
across a range of traded commodities and
services. This would be stronger if a coalition
of countries could act together. Other areas
would be reforming the Common Agricultural
Policy and ensuring that the trade agenda with
all regions - including Africa - is aligned with
climate and biodiversity goals.

37 Sam Lowe, “The EU Should Reconsider Its Approach to Trade and Sustainable Development®, Centre for European Reform, 31 October 2019: https:/www.cer.
eu/insights/eu-should-reconsider-its-approach-trade-and-sustainable-development

318 Sam Lowe, “The EU Should Reconsider Its Approach to Trade and Sustainable Development*, Centre for European Reform, 31 October 2019: https://www.cer.
eu/insights/eu-should-reconsider-its-approach-trade-and-sustainable-development

319 Celine Charveria and Marianne Kettunen, ,Time to Get Real About Sustainability and Trade within the European Green Deal”, Instittue for European
Environmental Policy”, 19 November 2019: ,https://ieep.eu/news/time-to-get-real-about-sustainability-and-trade-within-the-european-green-deal
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SECTION FIVE

HAS THE COVID-19
PANDEMIC PUT
SUSTAINABILITY ON
THE BACK-BURNER?

Sustainable trade generates both balanced economic growth and promotes environmental
stewardship.3?° The COVID-19 pandemic will impact the growth of sustainable trade in both
positive and negative ways. However, given the vast economic damage caused by the global
lockdowns, the priority for governments will be on restarting the economy; not building

back more sustainably.

The positives -
reductions in emissions
and a rethink of
operational procedures

The nationwide lockdowns implemented
globally in response to the COVID-19
pandemic have already resulted in an 8%
reduction on CO? emissions. With so much
of the world’s production line shut down,
emissions have drastically decreased - and
communities are noticing.

Improvement in living conditions - with
the reduction of pollution in major cities
and a revitalisation of flora and fauna - is

encouraging communities to increase social
pressure on governments to maintain these
lower levels of emissions in order to support
more healthy lifestyles.

There is now more social and political
pressure to ‘build back better’ - and as
such, the environmental changes shown
during the COVID-19 pandemic could
encourage a more long-term societal shift
towards a more sustainable mindset. Major
international organisations are similarly
stepping up pressure for governments to
include sustainability indicators into stimulus
packages being announced to mitigate
the economic damage caused during the
pandemic. South Korea, for example, has
introduced its ‘Green New Deal’, which
sets an ambitious goal of net-zero carbon

320 Stephen Olson, ,Will COVID-19 Advance Sustainable Trade®, ARTNeT, 24 June 2020: https://artnet.unescap.org/trade/advocacy/e-forum/will-covid-19-

advance-sustainable-trade
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emissions by 2050 and the introduction of a carbon tax. An initial parliamentary proposal
calls for an investment of US$10.5 billion over the next two years, with the focus on the
creation of 133,000 jobs. The plan includes remodelling public buildings, creating urban
forests, recycling, establishing a foundation for new and renewable energy, and creating low-
carbon energy industrial complexes to reduce reliance on fossil fuels.3?

The negatives - the focus is on economic recovery

Economic distress from the pandemic means
that governments across the world are
focussing primarily on restarting national
economies and mitigating the damage
caused by prolonged lockdowns.

China for example has approved more coal
plants in the last six months than it has in
years; many Indian states have amended
legislation to provide labour law exemptions;
Indonesia is backtracking on efforts to
curtail illegal logging; and the US has moved
to weaken environmental protection, with
environmental reviews no longer required for
infrastructure projects initiated during this
pandemic.3??

Further - the key change that encourages
sustainable trade is the reduction of trade
barriers. The COVID-19 pandemic has instead
encouraged further protectionism. As many as
90 countries have imposed restrictions on the
export of medical supplies, and 29 countries
have imposed restrictions on food exports.3?3

Overall, business leaders feel that the need
for economic recovery will, in the short term,

outweigh sustainability goals. COVID-19 is
likely to put sustainability on the back burner.

However, the pandemic and resulting national
lockdowns has also shown that a more
sustainable future is possible - and thus will
likely drive sustainability back up the agenda
in the long run.

90

countries have
imposed restrictions
on the export of
medical supplies

29

countries have
imposed restrictions
on food exports

321 Josh Smith and Sangmi Cha, “Jobs Come First in South Korea’s Ambitious ,Green New Deal’ Climate Plan“, Reuters, 8 June 2020: https://www.reuters.com/

article/us-southkorea-environment-newdeal-analys/jobs-come-first-in-south-koreas-ambitious-green-new-deal-climate-plan-idUSKBN23FOSV
322 Stephen Olson, “Will COVID-19 Advance Sustainable Trade“, ARTNeT, 24 June 2020: https://artnet.unescap.org/trade/advocacy/e-forum/will-covid-19-

advance-sustainable-trade

323 Stephen Olson, “Will COVID-19 Advance Sustainable Trade“, ARTNeT, 24 June 2020: https://artnet.unescap.org/trade/advocacy/e-forum/will-covid-19-

advance-sustainable-trade
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SECTION SIX

CONCLUSIONS..............

Key takeaways

® Among the businesses and trade experts reviewed for this

4] report, many feel that corporate attention to sustainability has
accelerated in the past several years, and that the incorporation
of sustainability into business models is fast approaching a
tipping point - but is not quite there yet.

The changes that companies are making to further embed

@ sustainable principles into their businesses due to consumer,
investor, and government pressure will have a significant impact
on trade. However, incorporating sustainable principles across
the entire trading system is no easy feat. The challenge for
economic actors, government, and the global trading system is
how to enable trade in a more sustainable manner.

Despite clear indications of the growing importance of
sustainability, the lack of comprehensive solutions, global
regulatory frameworks, and standardised reporting remains a
barrier to comprehensive implementation.

,«é;\ Like in many other industries, sustainability will likely see a similar
3 path to global adoption - slow adoption at first, followed by fast-
paced acceleration as more companies adopt such standards.

Traditional views that suggest adopting sustainable practices
= is only possible by sacrificing some level of profit no longer
holds true - as seen by many recent studies that show that such
changes can actually improve company growth and revenue.
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However, efforts to implement sustainability will remain
piecemeal and uncoordinated as long as global trade rules
are not conducive to such changes.

Though governments are beginning to realise that trade

goals must be compatible with sustainable development, and
new bilateral and multilateral agreements are incorporating
chapters on sustainability, there is some way to go.

The economic imperative for sustainability also remains
QZ missing to some extent - but there is growing consumer
and investor demand, meaning that sustainability can
be a significant economic advantage for both marketing
and investor relations purposes. Government policy on
sustainability requirements may be a proxy for economic
incentive for now.

The COVID-19 pandemic may have both positive and

negative impacts on sustainability in business - though there
is increasing understanding of the benefits of sustainable
business practices, the priority for governments will be on
restarting national economies.
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CONCLUSIONS ....ccicvaunnannnnnnnnnnnnss

Sustainability in business and trade is rapidly approaching
a tipping point. Companies are increasingly seeing the
value - both internally and externally - in comprehensively
incorporating sustainable principles into business and
trade. It is no longer true that adopting such measures is
costly and requires a sacrifice in profits and growth.

However, business leaders remain divided on whether
sustainability is an economic imperative. Though itis

fast approaching, key barriers remain, including a lack of
established reporting standards, uncoordinated policy
responses, and the current global trading order. In order
for this to change, innovative solutions are required, which
could include the use of technology and stronger policy
coordination in both bilateral and multilateral agreements.
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RECOMMENDATIONS .....ccvvuununnnnas

m Implement company-wide
reviews and sustainability
reporting plans, which, when
conducted effectively, can have
the dual benefits of improving
sustainability within operations
and becoming more cost
efficient.

m Issue guidelines on investment
and corporate practices that are
more in line with sustainability
principles, encouraging other
businesses to do the same.

m Work on increasing supply chain
resilience against the impact of
climate change - if changes are
not made, by 2050, between
US$2.8 and US$4.7 trillion of

GDP in Asia will be at risk due to

climate change.??*

m Set ambitious targets, make

them public, be accountable, and

work with competitors, NGOs
and authorities to achieve them.

m Incentivise the use of

standardised sustainability
reporting through policy change
and new business incentives.

Drive a comprehensive review
of sustainability efforts in global
business and trade operations.

Build circular economy
principles into government
policy, both nationally and on
trade issues.

Build sustainability into trade
agreements negotiated on
the bilateral, regional, and
multilateral levels.

324 Jonathan Woetzel, Oliver Tonby, Mekala Krishnan, Yuito Yamada, Dickon Pinner, and Ruslan Fakhrutdinov, ,,Climate Risk and Response in Asia: Research

Preview", McKinsey & Compnay, 12 August 2020: https://www.mckinsey.com/featured-insights/asia-pacific/climate-risk-and-response-in-asia-research-preview#
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CONCLUSIONS
2020

This report set out to explore the future of trade - how
international trade will develop over the coming years
and throughout the 2020s. The report has identified
several key trends that will shape the landscape for
international trade.

The economic recovery from the COVID-19 pandemic will
provide the economic backdrop for the future of trade in
the 2020s. The economic damage and the specific nature
of the pandemic - border closures and the impact on
labour as well as other factors - have had a particularly
negative impact on trade. It may take years for the global
economy to recover and the landscape exiting the crisis
will be significantly different to that in 2019.

The pandemic hit at a time of weakness for global trade,
primarily caused by global trade tensions driven by the
strategic rivalry of the US and China. This rivalry looks set
to continue and potentially worsen before it gets better.
The trade tensions have had significant spill-over in terms
of global trade figures. They have also reduced the ability
of global trade institutions to drive progress and address
increasing protectionist tendencies.

Technology will continue to be one of the key drivers

of trade as it has the potential to further drive down
trade costs and open new trade opportunities, especially
for SMEs and developing countries. However, some
technologies may have a disruptive effect and drive
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down trade by enabling the production of goods closer
to their markets of consumption. The uptake of these
technologies will be incentivised by a more complex and
riskier geopolitical environment.

Trade finance and trade-related infrastructure remain
essential for trade. Yet, both suffer from significant
financing gaps. Technology may provide solutions in both
sectors, but there is a significant need for cooperation
between private capital and the public sector to allow

a wider group of investors in. Without adequate trade
finance and infrastructure, trade cannot support
economic recovery.

Sustainability in business and trade is rapidly
approaching a tipping point, but despite pressure
from investors, consumers, and governments, for many
businesses the economic imperative is not there yet.
Addressing sustainability in supply chains can be an
important way to reach sustainability goals, as well as
making business more resilient in the long term.

In summary, the landscape for trade in the 2020s will be
extremely challenging. Businesses had already begun to
change in response to trade tensions by reviewing and
recalibrating their supply chains to become more focused
on risk and resilience, in addition to efficiency. This has
been accelerated by the pandemic, along with other
trends such as digitalisation.
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RECOMMENDATIONS .......ccccaeennnss

The report identified four key drivers for trade in the 2020s that

could drive trade by US$18 trillion up to 2030. This included the
implementation of technology that supports trade, the growth of cross-
border services trade, innovation in trade policy, and the development of
trade related infrastructure. These will be essential to trade growth in the
coming years. In order to drive trade, the following recommendations for
businesses and governments have been developed:

BUSINESS

m Be ready to adapt to a more
challenging trade landscape -
expect difficulties trading across
jurisdictions and increased
protectionism, as well as more
modest trade growth overall.
Review and recalibrate supply
chains to focus on resilience and
risk as well as efficiency.

m Increase investment in
technologies that reduce trade
costs and open new markets
or partner with services that
leverage these technologies.
Take the lead in driving domestic
regulatory change to allow the
implementation of technologies
that facilitate trade e.g.
acceptance of electronic trade
documents, blockchain etc.

m Make the case for international -

if not multilateral - agreement on
key issues such as e-commerce
and services. Contribute to the
development of international
agreements and standards

on interoperability and other
aspects of trade and technology
to address fragmentation.

Advocate towards government
for international trade in
national trade policy and
international trade policy to
support the survival of the WTO
and the global trading system.
In addition, support national
government to defend the value
of trade domestically.
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m Be more ambitious on ESG -

implement company-wide reviews
and sustainability reporting, and

issue guidelines on investment
and corporate practices. This is
not only the right thing to do, it
has significant benefits.

GOVERNMENT

m Like-minded governments must
come together and defend
global trade. This should include
finding common ground for
progress on WTO reform, as well
as making the case domestically

for international trade rather than

allowing it to be a scapegoat.

m Governments should resist
protectionism and when building
national security into trade
policy, this should be done
in a way that is strategic and
constructive, not as a short-term
protectionist measure.

m In the absence of multilateral
progress, governments will need
to become more innovative
with their trade policy in

terms of seeking out deeper
regional and bilateral deals
and pursuing sector-specific
international opportunities.
International opportunities
include e-commerce,

the free flow of data, the
interoperability of technology,
services, and sustainability.

m Governments must continue
to invest in infrastructure -
both physical and digital - in
order to facilitate trade in
both goods and services.

In particular, close the
infrastructure finance gap
by working with business
to get private capital into
infrastructure projects.

m The on-going digitalisation of
the economy makes digital
infrastructure particularly
important, as well as
digital education and skills
development in light of the job
losses caused by the pandemic
and those that may be driven
by automation and Al.
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