©

WWF

FINANCING
SUSTAINABLE

SEAFQOD

A study of environment-related financial risks in
China’s seafood sector

Executive Summary

THIS REPORT
HAS BEEN
PRODUCED IN
COLLABORATION
WITH:



Front cover
Fishermen gathering seafood on the beach when the tide is
out at Rudong County, Jiangsu Province © He Yonghua

The International Institute of Green Finance
(IIGF) of Central University of Finance and
Economics (CUFE), is the first international research
institute in China with the goal of promoting green finance
development. It was established by donation from Tianfeng
Securities in September 2016. based on its predecessor,
Climate and Energy Finance Research Center of the CUFE
operating since September 2011. It conducts research
within a range of areas of green finance, climate finance,
energy finance and healthcare finance. IIGF is the executive
director unit of the Green Finance Committee of the

China Society for Finance and Banking, and has academic
partnership with the Ministry of Finance.

‘WWEF was founded in Switzerland in 1961. As one of the
world’s leading independent conservation organizations,
'WWEF works in 100 countries and has over 5 million
supporters globally. Over the past 60 years, WWF has been
protecting the future of nature. The mission of WWF is to
stop the degradation of the earth’s natural environment
and to build a future in which humans live in harmony with
nature. WWF started conservation work in China for panda
protection in 1980, and WWF was the first international
environmental protection NGO invited by the Chinese
government. Over the past 40 years, WWF in China has
also expanded the work from giant panda protection to
various fields, such as wildlife conservation, freshwater,
ocean, forest, as well as and sustainable supply chain and
consumption, environment education, climate change and
energy transition, illegal wildlife trade elimination, scientific
development and CBD advocacy.

One Planet Foundation Shenzhen (OPF)

is a non-public offering foundation registered in Shenzhen.
Its mission is to create a better future for human beings
and nature through protecting biodiversity, reducing our
ecological footprint, and ensuring the sustainable use of
natural resources. OPF is involved in: Funding and carrying
out rare wildlife conservation; environmental restoration
and protection of key ecosystems such as forests, freshwater
and wetlands and oceans; public environmental education,
public participation, sustainable consumption-related
work; low-carbon emission reduction and climate change
response, etc.
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EXECUTIVE SUMMARY

Our livelihood and economic stability is contingent upon
the continued provision of ecosystem services by the natural
environment. The increasing intensity of environmental
problems such as climate change and pollution are
threatening the quality of our living conditions, and

also systemically impacting our economic activities and
financial systems. Financial institutions face financial

risks, which are induced by environmental risks including
both physical and transition risks.Environmental risks are
usually transmitted through macro-economic channels or
household and industries. Investigating these financial risks
can help financial institutions incorporate environment-
related factors into financial risk management frameworks.
This can guide financial resources toward environmental-
friendly investments, and also directly or indirectly improve
sustainability of economic activities, which ultimately
contributes to the sustainable development of society.

This report focuses on the seafood* industry given its close
inter-relationship with the natural environment, and the
environment-related financial risks of the industry. Seafood
is an important source of protein for humans, and, it is one

of the top agricultural export products of China. Thus, the
seafood industry has high strategic significance for food
security and economic development. At the same time, the
industry is both highly impactful to, and dependent on, the
natural environment. On one hand, the high dependence on
natural resources makes the seafood industry particularly
sensitive to environmental risks and increasingly vulnerable
to climate change impacts. For example, due to climate
change, more frequent natural disasters are threatening
normal seafood production, and environmental-related policy
changes also affect the operation of fishery businesses. These
uncertainties are transmitted to financial institutions, causing
environment-related financial risks. On the other hand,
seafood production can have profound impacts on the natural
environment, which then becomes a source of environmental
risks themselves. Therefore, it is crucial to investigate the
environment-related financial risks arising from fishery
production and find the appropriate methods to manage
these risks.

Specifically, this report further focuses on the
environmental-related financial risks that the insurance
and banking institutions may face as a result of providing
financial services to the primary industry in the seafood
sector (capture fishery and aquaculture). Through a

literature review, data collection, expert seminars, and
stakeholder interviews, it aims to: analyze the sources

and transmission mechanisms of potential risks faced

by financial institutions with a stake in seafood-related
industries; describe the current risk management practices
of relevant financial institutions; identify challenges; and
provide recommendations.

Overview of Seafood Sector and Financial
Landscape in China

China’s seafood industry is still mainly comprised of small-
scale entities that are “small and scattered”. Small-scale
entities and the medium and large enterprises play different
roles in the industry chain. Most of the primary industries are
undertaken by small-scale entities, while medium and large
enterprises are mainly involved in the more industrialized
production activities on the industrial chain, including feed
production, equipment supply, processing, etc.

Insurance and loans are the two main financial services
provided to the industry. The status of financial services

for the seafood industry mainly presents the following
characteristics. Banks (including Rural Credit Cooperatives)
currently have limited overall engagement, and the services
are mainly provided to larger enterprises and are very limited
for small-scale entities. Insurance institutions, including the
Fisheries Mutual Insurance Association (which is planned to
later become a formal financial institution) and commercial
insurance institutions currently provide insurance services
which fall short of coherent and comprehensive coverage.

In particular, insurance services for aquaculture production
risks and market risks are limited lacking. The coverage is
also relatively higher for larger enterprises, while small-
scale entities, especially small-scale aquaculture farmers,
have limited access to insurance services. However, because
financial services provided to the industry are heavily
influenced by policy, the coverage and engagement with the
industry will further increase in response to relevant future
policies and shifting demand from industry players.

1. Special Note: There are significant differences between the term "fishery" in Chinese and English. The term "fishery" in the Chinese context includes “capture
fishery, aquaculture (salt and freshwater), and processing fishing, and aquatic processing", while the term "fishery" usually refers to " capture fishery " in the
English context. According to Turning the Tide: How to Finance a Sustainable Ocean Recovery developed by UNEP FI, the seafood sector includes “the production,
processing, distribution and retail of fish, crusta-ceans, molluscs and other aquatic animals”. So in this executive summary, we use “seafood finance” and “seafood
industry” to generally describe the sector “capture fishery, aquaculture (salt and freshwater), and processing fishing, and aquatic processing”.
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Summary of Key Environment-related
Financial Risks

This report identifies and analyzes various sources of
environmental risk within the seafood industry ,ultimately
inducing environment-related financial risks faced by
financial institutions.

e TFirstly, production activities that cause negative
environmental impacts lead to physical
risks. Relevant environmental impacts caused by
seafood production include the decline in fishery
resources, habitat destruction, ecosystem degradation,
pollution and associated aquatic animal diseases and
eutrophication, further leading to public health hazards,
etc. These impacts can lead to decreased harvest and
sales, as well as decreased quality in products. In
addition, increasingly severe weather events and other
climatic change effects can enhance asset loss and
damage.

e Secondly, transition risks can arise from policy
changes. Domestic and international policies, industrial
standards and their enforcement are tightening in
response to environmental degradation posing transition
risks.

e Thirdly, transition risks also arise from shifts
in markets. In many export markets abroad, the
bar of market access is increasing its environmental
requirements towards the production of aquatic
products. Consumer demand for food safety, product
quality, and environmental aspects of production in the
domestic market have been growing accordingly. Against
the backdrop of the "dual circulation" 2development
strategy, shifts in domestic and international markets are
becoming fundamental sources of transition risks.

These negative environmental impacts of production and
resulting environmental risks can turn into financial risks
either through negatively impacting the industry operation
entities or by directly affecting financial assets. In particular,
banks are mainly exposed to credit risks and insurance
institutions are mainly exposed to underwriting risks.

Credit risks are transmitted through two channels.

o Firstly, the operations of the seafood entities
can be affected by environmental risks, resulting
in failure to fulfill payment duties of loans, and
triggering credit risks. Credit risks can be caused by
both physical and transition risks: physical risks include
loss for the industry players incurred by climate and
environmental disasters and degradation, such as fish
diseases and red tides, or long-term deterioration of
fishery resources. Policy-induced transition risks can
lead to extra costs required for technological upgrading

to meet the new policy requirements, or costs related
to penalties such as fines or forced closures. On the
other hand, transition risks caused by market shifts
can decrease sales and limited market accessibility
for producers with poor environmental performance.
The impact of environmental risks can be passed on to
processing companies or other relevant downstream
producers (through increased raw material costs,
increased food safety hazards, etc.). These further
increase credit risks to the banks providing loans for
larger enterprises in relevant business.

e Secondly, when failure to re-paying loans
occurs, the depreciation of collateral value can
further exacerbate credit risks and increases
losses for banks. Policy change, environmental
deterioration can drive the depreciation in the value
of fuel subsidies, production equipment, etc., which
are common components of collateral. Insurance
agencies would face underwriting risk due to
unexpected changes in the value of the subject
of insurance caused by environmental risks.
Insurance institutions are mainly exposed to risks caused
by changes in the value of fixed assets (including boats,
factories, equipment, etc.) arising from physical risks.
Due to future policy shifts and expansion in demand
for financial services, seafood insurance will increase
its coverage, and the impact of environment-related
underwriting risks will increase correspondingly.

Recommendations

It is necessary for financial institutions to conduct
environment-related financial risk management and take
environmental risks into account when providing financial
services. However, based on this research, it is clear that
financial institutions are currently taking limited actions
in managing environment-related financial risks in the
seafood sector. This is because: firstly, the endogenous
characteristics of seafood production substantially
increase the cost of environmental risk management for
financial institutions; secondly, the internal governance

of most financial institutions does not enable or facilitate
sufficient understanding of the seafood industry by the
financial institutions, and, specifically, there is also a lack of
environmental risk management awareness and expertise
to enable the identification of relevant risks; thirdly, the
lack of relevant risk-management tools, including technical
indicators, detailed taxonomies etc., is also an important
underlying factor.

In response to these challenges, this report proposes

several measures to be taken. Firstly, it is necessary to
strengthen the level of coordination and organization of
“small-and-scattered” entities, and to promote the process
of digitalization, to increase the availability and accessibility

2. Domestic-international dual circulation is a strategy to reorient China's economy by prioritizing domestic consumption ("internal circulation") while remaining

open to international trade and investment ("external circulation").



of seafood production data and other market information,

in order to help financial institutions better understand the
relevant risk points. Secondly, financial institutions need

to increase their understanding of the seafood industry by
increasing investment in capacity building and promoting
exchanges and cooperation with relevant civil society
organizations. Thirdly, policymakers should develop and
apply supporting policy tools, including constructing and
completing the technical industry standards, introducing
guidance documents for financial risk management, or
providing catalogs, list-based tools, etc. Fourthly, financial
institutions need to develop industry-specific environment-
related financial risk management frameworks, which include
environmental risk identification, monitoring and identifying
potential risk sources and transmission mechanisms,
development of industry-specific assessment frameworks

for different customer groups and production methods,
establishment of environmental performance-related access
thresholds, conducting continuous monitoring and control of
environmental performance of industry players of different
types, and other methods.

Transmission mechanism of environment-related financial risks
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