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Following the Paris deal on international climate change, governments are beginning
to explore new financing mechanisms for investing in the growing low carbon
economy. Over the next decade sovereign wealth funds (SWFs) could become an
important game changer in green investing
. Recognizing the untapped potential of SWFs, two key questions emerge: how can
SWFs increase their exposure to green asset classes? And what are the constraints?

Investors and financial institutions are becoming increasingly aware of the risks
associated with fossil fuel projects and are showing growing interest in green bonds
and other financing tools that facilitate investment in low-carbon energy solutions.

Being patient investors, with longer term investment horizons than many others in
the financial services sector, SWFs could become catalysts for implementing the
December 2015 Paris Climate Agreement
. In the November 2016 annual meeting of the International Forum of Sovereign
Wealth Funds in Auckland, participants highlighted that SWFs are particularly wellpositioned to become trailblazers in green investment. The majority of members are
oil-based SWFs which are looking to economic diversification of their finite carbon
wealth into industries and sectors that would yield broader societal, economic and
financial benefits.
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To date a group of institutional investors with approximately US$33 trillion of assets
under management (AUM) have announced their interest in investing into low
carbon assets. For example, European Long Term Investors - a group of 25 European
national and supranational development banks - with AUM of Euro 2.2 trillion
committed themselves in 2015 to contribute to a low carbon economy transition.
Similarly, the Institutional Investor Group on Climate Change – a group comprising
130 members including Pension Funds and Private Equity Investment Banks – with
AUM of US$16 trillion announced their intention to invest into low carbon assets.
Likewise, the US-based Investment Network on Climate Risk – encompassing 120
institutional investors – with AUM of US$15 trillion aim to increase investments into
green asset classes.

Some governments are already looking to move away from fossil fuels. The recent
legislative proposal by the Irish Parliament to divest the Ireland Strategic Investment
Fund (ISIF), a US$9 billion SWF, from fossil fuels is particularly significant. This vote
could make Ireland the first country in the world to divest its sovereign wealth fund
from fossil fuels. It is instructive to note that while Norway SWF exercises a
proscriptive policy (i.e. ban, delist from stocks) in certain industries in which it
invests, Ireland, if the divestment law is enacted, would present a paradigm shift in
the investment arena by completely divesting its SWF from investments in the
oil/gas sectors.

Even oil-based economies are starting to explore diversification into low carbon
investments
. For example, in January 2017, Abu Dhabi’s green investment vehicle Masdar –
owned by SWF Mubadala – acquired a 25% stake in Hywind, a UK wind farm,
following an earlier ownership increase to 80% in Shams Power – a world leading
concentrated solar power plant.This is part of a strategy by Abu Dhabi to move
away from reliance on hydrocarbons and to establish itself as a “global center of
excellence in the renewable energy and clean technology sector”.

In another example, France has recently issued its first “green bonds” with a record
US$7.5 billion sale and appears to have created a genuine market in renewable
energy bonds. By becoming the first country to issue a sovereign green benchmark
bond, France has confirmed its role as a driving force for the implementation of the
goals of the Paris climate deal.

The critical role of government policy

Government policies are critical for how institutional investors will grow in the green
investment sector. Again, there are early signs that governments are beginning to
take action. For example, following the Paris deal, France has introduced the first
investor climate reporting law for institutional investors. Under this legislation,
institutional investors are required to report on how they integrate environmental
factors into their investment policies and how these considerations are incorporated.
From 2017 onwards, institutional investors in France must disclose their carbon
footprint in their portfolios in their reporting (this move was announced during the
Climate Finance Day in Paris).The legislation has also been reflected in the
investment strategies of the Caisse de Depots – the French SWF. The Global Climate
500 Index 2016 ranked the Caisse de Depots as one of the leading institutional
investors with a green strategy. Other governments such as Sweden are considering
similar legislation.*

How to increase SWF exposure to green investment: vehicles and structures

SWFs could develop their green investment capacity through various structures and
collaborations, including public-private partnerships, private-private partnerships,
and joint investments in climate-friendly projects with multilateral development
banks.

Debt-based vehicles, notably green bonds, require the existence of markets for
transactions. China is the largest issuer of climate aligned bonds followed by the US,
France, and the UK. Although the green bond markets are growing strongly, they are
starting from a relatively low level. The Climate Bonds Initiative estimates that
outstanding climate-aligned bonds grew by 14% between 2015 and 2016.However,
less than 1% of global bonds are estimated to be labelled as green.

Given the limited scale of the green bond market, large institutional investors such
as SWFs need to look for alternative and complementary opportunities for
increasing their exposure to green assets. One option is listed green equity. IPOs in
the renewable energy sector are often fund-style structures involving a portfolio of
operating renewable energy projects bundled together. Such structures can offer a

stake in low-risk already operating renewable energy assets with stable revenue
streams (providing certain bond-like features).However, their lack of a track record
can discourage investments from long term oriented SWFs.

An alternative option is through private equity. Unlike listed equity there is no need
for liquid primary or secondary markets. This makes private equity particularly
attractive for green energy projects in countries with shallow capital markets,
notably developing countries.

However, such a private equity approach requires particular asset-related skills and
knowledge and these tend to vary from country to country with different markets
and regulation. SWFs have limited expertise with private equity investments in
climate assets. Furthermore, developing this expertise would involve costs
associated with the deal identification, deal execution and deal management.

Another challenge relates to the problem of scale. In order to reduce transaction
costs, large institutional investors such as SWFs prefer to make investments at a
larger scale. However, many green projects such as distributed renewable energy in
cities, climate adaptation measures for buildings and district-level public transport
projects tend to be at a smaller scale. One way to increase scale is to create pooling
mechanisms or co-investment platforms, such as the Pension Infrastructure Platform
in the UK, which aggregate smaller projects into larger investment programs.

What is clear is that SWFs will need to collaborate with actors in the private and
public sectors if green investments are to continue growing
as an asset class. Inevitably this raises new challenges, new ways of thinking about
investments and new skills in the sector. Consequently, those SWFs with the drive
and innovation to respond to the opportunities in the low carbon economy are likely
to be successful. At the same time, SWFs should play a stronger role in advising
governments on how to shape effective policies that encourage green investments
and shape new low carbon markets where investments flourish.
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