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Capital Market

Policies to Achieve
the Paris Agreement

The world is not currently on course to limit global
warming to 1.5 degrees Celsius. Carbon dioxide
emissions are increasing,' emissions targets in
countries' Nationally Determined Contributions
are not ambitious enough,? and oil and natural gas
production are expected to increase given current
policies.? A lack of investment? in the low-carbon
economic transition partly explains this limited
progress towards the Paris Agreement's goals.®

Market imperfections explain this underinvestment in
the low-carbon economic transition. Climate change®
is a tragedy of the horizons, as many of the costs of
climate change are incurred in the future beyond the
business cycle, the political cycle and the horizons

of mostinvestors, while in contrast the costs of
limiting climate are borne in the short and medium
term. Thus, sovereigns and markets may overinvest
in carbon-intensive industries and underinvest in the
low-carbon economic transition.

A tragedy of the commons may also resultin
overinvestmentin carbon-intensive industries.
Individuals capture the profits generated by carbon-
intensive industries, but the costs of emissions

are borne by humankind. Likewise, low-carbon
economic transition projects generate benefits in
terms of the emissions foregone, but this does not
result in a direct monetary benefit for the investor.
These external costs and benefits will lead to the
market overinvesting in carbon-intensive industries
and underinvesting in the low-carbon economic
transition in the absence of corrective public policies.

Limited reporting and information on emissions
may also contribute to financial flows being
inconsistent with the goals of the Paris Agreement.
Environmental, social and governance funds

are growing and, in many cases, wish to make
investments that are consistent with limiting climate
change to 1.5 degrees Celsius.” However, these
funds are hampered in making such investment
decisions by a lack of information on the current
and likely future carbon emissions of different
investments, albeit initiatives such as the Task Force
on Climate Related Financial Disclosures (TCFD)

are increasing the information on carbon emissions
available to investors.

Governments can use fiscal policies to make fossil
fuels more expensive and renewable energy cheaper.
Fiscal policies can do much of the heavy lifting®

to achieve the goals of the Paris Agreement, with
carbon pricing and other taxes on fossil fuels being
particularly effective policies.® These public policies
may, however, be politically difficult to implement.
Policies to increase the costs of fossil fuels may

be unpopular with consumers and businesses, and
governments' attempts to introduce carbon pricing
have not always been successful or sustainable. The
Australian government, for example, implemented a
carbon pricing scheme under the Clean Energy Act
2011, but this scheme was repealedin July 2014.1%In
other cases, governments have established carbon-
pricing schemes, but the price placed on carbon has
initially been too low to significantly reduce emissions.
This is arguably the case with South Africa’s carbon-
pricing scheme. ™
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ltis also debatable whether fiscal policies alone

can achieve the Paris Agreement's goals.!? Some
market failures cannot be well addressed by fiscal
policies,'* and fiscal policies that result in higher
investment in the low-carbon economic transition
and lower investment in carbon-intensive industries
may exacerbate transition risks, especially if they are
implemented suddenly and without forewarning.*

Given the constraints on fiscal policy, there is also a
role for capital market policies in achieving the Paris
Agreement’s goals. This paper examines, with a focus
on the Commonwealth, the following approaches:

. public policies to leverage investmentin the
low-carbon economic transition;

. central bank policies and regulations to make
financial flows consistent with the Paris
Agreement's goals; and

. how Commonwealth SWFs caninvest to
achieve the Paris Agreement.

This paper focuses on these areas as they have
the potential to significantly contribute to the
achievement of the Paris Agreement's goals by
reducing investment in carbon-intensive industries
and increasing investment in the low-carbon
economic transition. In addition, there has been
much good work by Commonwealth member
countries in these areas.

1. Public Policies to Leverage
Investment in the Low-Carbon
Economic Transition

Achieving the Paris Agreement requires increased
investment, particularly in early-stage businesses
contributing to the low-carbon economic transition.*
Early-stage businesses in many sectors struggle

to raise capital, but there is evidence that financing
constraints may be especially acute® for those
contributing to the low-carbon economic transition.
Innovations to reduce or capture greenhouse gas
emissions may have timescales spanning many
decades and take many years before they are
profitable. Such investments may be unattractive to
many investors who are seeking short-term profits.
In addition, early-stage businesses contributing to
the low-carbon economic transition may combine
the profit motive with an environmental mission, and

since investors are not fully rewarded for external
environmental and societal benefits, they may
underinvest in such businesses.!’

Early-stage businesses tend to rely on different
sources of financing as they mature and their risk
profile changes.*® This is often referred to as the
financial escalator theory, with the three initial steps
on the financial escalator being: grants; business
angels and venture capital; and bank debt financing.

The commitment of governments to the Paris
Agreement's goals and the financing constraints
faced by early-stage businesses contributing to the
low-carbon economic transition provide a strong
rationale for public policies to alleviate this financing
constraint. This section,'® therefore, examines

the role governments can play in alleviating this
financing constraint through policies to increase
the provision of grants and seed financing, business
angel financing and venture capital, and bank

debt financing.

1.1 Grants and seed financing

The seed stage of a business start-up is often the
riskiest for investors, as there is a high chance that
the business will fail. There is often a lack of financial
support for businesses involved in the low-carbon
economic transition at this stage of the business
cycle. Considering this constraint, many countries
provide public sector grant financing for proof of
concept, early-stage innovation, and research

and development.

Innovate UK is a good example of a government
grant financing programme for businesses. Its smart
grants of up to £250,000 were a significant early-
stage financing mechanism for proof of concept,
prototyping and marketing. Nearly one in ten of these
grants were for environmental and renewable energy
projects. This programme is generally regarded as
being successful with, between 2011 and 2015, 7,000
applications leading to £160 million of funding for
1,600 projects, and the creation of more than 3,000
jobs and over £250 millionin gross valued added.?°

1.2 Business angels and venture capital

Bank borrowing is often not available for innovative
high-risk projects at the cutting edge of the low-
carbon economic transition. For such projects,
venture capital can provide an alternative source of
financing. The Canada Nova Scotia Clean Technology
Fund provides a good example of one such fund



in the Commonwealth. Between 2011 and 2017 it
invested in 12 seed companies including bioscience
and smart grid businesses.?!

The impact of public sector-supported equity
investment funds is often greatest when businesses
can raise large-scale follow-on funding.?? The
chances of such follow-on funding are greatest when
the low-carbon economic transition projects being
financed are close to market and have significant
commercial potential.® This has prompted the
development of large-scale public funds that are
attractive to institutional investors and which can
offer both early-stage funding and scale up funding
to commercialisation.

The United Kingdom Innovation Investment Fund
(UKIIF) provides a good example of such a fund in the
Commonwealth. It provides long-horizon investment
for early-stage businesses focusing on the energy,
advanced manufacturing, digital and health sectors.
Its sources of financing included the UK government,
European Investment Fund and private co-financing.
In the six years after it was established, the UKIIF

had invested in over 300 small or medium-sized
enterprises globally and had leveraged private
investment 20 times the value of the public

sector's contribution.?*

1.3 Bank debt financing

After the 2008 financial crisis there was a decline

in conventional bank lending, and lending to early-
stage businesses was particularly constrained.?
This, when combined with the positive externalities
from the low-carbon economic transition, provides
a strong rationale for public sector support to green
investment banks.?® The UK's Green Investment
Bank provides an example of such a bank in the
Commonwealth. It was established in 2012 to draw
private capital into offshore wind farms, waste-to-
energy plants and energy-saving projects. It was
privatised three and a half years later, partly to reduce
public debt but also because the UK government
had concluded that there was enough private capital
in the market and that there was a risk that the bank
was crowding out private sector financing,?” which
arguably demonstrates the success of public policies
in developing a significant green finance market.

By the time of its sale the bank had invested in 100
projects with a transaction value of £12 billion and
had committed £3.4 billion of its own capital.?® As
such, it had stimulated investment in the low-carbon
energy transition, particularly offshore wind.?
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The Green Investment Bank was not, however,
without its critics. It has been argued that it
concentrated too heavily on large infrastructure
projects and that it should have financed more
early-stage businesses and technologies.*® The
National Audit Office*! also concluded that there
was insufficient evidence to determine the degree to
which the Green Investment Bank had driven growth
in the green economy.

In conclusion, low-carbon economic transition
businesses face constraints in accessing seed
financing, venture capital and bank financing at
different stages of their development. This can lead
to investment being below that which is socially
optimal and consistent with the Paris Agreement's
goals. This provides a rationale for public sector
policies, such as grant schemes and green banks,

to support financing of the low-carbon economic
transition, and there are many examples of successful
public policies in this area in the Commonwealth.
Yet this does not mean that every Commonwealth
country should immediately set up a green bank or a
grants scheme. Rather, a reasonable way forward for
many commonwealth countries would be to review
each step on the financing escalator, to identify

the constraints faced by low-carbon economic
transition businesses in accessing financing, and to
consider whether public funds can ameliorate these
constraints cost effectively and leverage private
sector financing.
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2. Central Bank Policies and
Regulations to Make Financial
Flows Consistent with the Paris
Agreement’'s Goals

Central banks?® can develop policies and regulations
in five main areas to make financial flows consistent
with the Paris Agreement.** These policies are:

. assessing the impact of climate change and
the low-carbon economic transition on the
financial system;

. accounting for climate riskin
financial regulations;

. encouraging carbon emissions disclosure;

° assisting financial institutions to assess the
extent to which the businesses and projects
they finance are contributing to climate change;
and

. greening central banks' portfolios.

This paper discusses each of these policies.

2.1 Assessing the impact of climate
change on the financial system

Central banks canlead the way in assessing the
impact of physical, transition and liability risk** on
the future finances of banks, insurers and pension
funds. Such assessments can illustrate the potential
climate change-related risks for financial institutions
that have invested in businesses and other assets
that may suffer losses due to climate change or the
low-carbon economic transition. As such, they are
powerful tools for nudging*® the financial system

to reprice the cost of capital between investments
that are well placed to benefit from the low-carbon
economic transition and those that are likely to

lose out because of liability, physical and transition
risks. There is increasing evidence that this repricing
is already underway with, over a ten-year period
startingin 2007-10, loan spreads falling by 24 per
cent for offshore wind and increasing by 38 per cent
for coal power stations.*®

The Bank of England has led the way in assessing the
impact of climate change on the financial system.

It reported on the impact of climate change on the
insurance®” and banking sectors®*®in 2015 and 2018
respectively. The later report found that most banks
are starting to treat climate change risks like other
financial risks and not merely as a corporate social

responsibility issue. These banks are also beginning
to consider the impacts of the physical risks from
climate change on their assets, such as the impact

of increased flooding on mortgages and the impact
of extreme weather events on sovereign risk. These
banks have also begun to assess exposure to obvious
transition risks from current government policies. For
example, banks have begun to consider how possible
future carbon prices might affect their investmentsin
carbon intensive industries.

The Bank of England is further examining climate
change's impact on the financial system through its
2021 Climate Biennial Exploratory Scenario.* This
forthcoming report aims to evaluate the impact of
climate change on the financial system through early
transition,*® late transition*! and no additional policy
scenarios.*

Other Commonwealth central banks and financial
regulators are also undertaking important work
assessing the impact of climate change on their
financial systems. Australia, Canada and Singapore
are all committed to stress testing the impacts of
climate change on their financial systems. In addition,
the central banks of 12 Commonwealth countries
are members of the Network for Greening the
Financial System, which is a group of central banks
willing to share best practices and contribute to the
development of climate risk management in the
financial sector to mobilise finance to support the
transition to a sustainable economy. This network*?
recently published climate change scenarios that
Commonwealth central banks can use when
examining the possible impacts of climate change on
their financial systems.

2.2 Accounting for climate risk in financial
regulations

Commonwealth central banks could in theory

go further by amending financial regulations to
account for climate change-related risks. For
example, central banks could mandate lower
reserve requirement ratios for banks that lend

more to projects, businesses or sectors that are
contributing to the low-carbon economic transition.
The Banque du Liban (the Central Bank of Lebanon)
has implemented such a policy by lowering the
reserve requirements of commercial banks that
provide significant lending to green projects.
Alternatively, central banks could mandate higher



reserve requirements for banks that were providing
substantial lending to carbon intensive businesses
and projects.

There are, however, three significant risks to central
banks using binding regulations to address climate
change-related risks.* First, reducing capital
requirements for banks lending to low-carbon
economic transition projects could, especially if
those projects are not in fact low risk, undermine
the overall objective of prudential policy, which'is

to reduce the risk of financial instability. Second, if
applied to banks' exposure to high-carbon sectors
(e.g. utilities), climate-aligned prudential policy would
constrain lending to those businesses within sectors
that had low emissions or credible plans to reduce
emissions. Third, unless all jurisdictions implement
similar reforms, high-carbon businesses may

simply avoid the climate-aligned prudential policy

in one jurisdiction by raising finance in another. This
would result in more capital being raised in those
jurisdictions least concerned with climate change.

Due to these risks, few central banks have used
binding financial regulations to address climate
change-related risk. And arguably more work
needs to be undertaken to understand both the
impact of climate change on financial stability*
and the impact of prudential regulation on the
financing of the low-carbon economic transition
before Commonwealth central banks consider
implementing such regulations.

2.3 Encouraging carbon emissions
disclosure

Investors' limited understanding of their exposure to
climate-related financial risk also impedes the low-
carbon economic transition. If investors understood
how the businesses and projects they held were
exposed to climate change-related risk, they would
arguably shift capital away from these high-risk
investments and towards the low-carbon economic
transition. There has, thus, been a sustained effort
to support disclosure of climate-related risk by the
private sector.

The work of the TCFD*® has been key in encouraging
the private sector to disclose climate-related risk.

It has developed a single accessible framework for
climate change-related financial disclosures, with
recommendations structured around governance,
metrics and targets, strategy and risk management.
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Commonwealth central banks and financial
regulators have been strong supporters of the TCFD
initiative. Examples of this support include:

. The Australian Securities and Investment
Commission updating its regulatory guidance
in August 2019 to encourage TCFD-aligned
reporting and welcoming TCFD as the preferred
market standard;

. the Canadian government providing Covid-19
relief financing to larger employers that was
partly dependent on their publishing TCFD
aligned disclosures;

. the UK government publishing a roadmap*’
towards mandatory TCFD-aligned climate
change-related financial disclosures; and

. the Bank Negara Malaysia (the central bank
of Malaysia) and the Securities Commission
of Malaysia establishing a Joint Committee
on Climate Change which has undertaken
a stocktake on the disclosure practices of
financial institutions against the TCFD's
recommendations. This committee is also
working with businesses to contextualise the
TCFD's recommendations to the Malaysian
economy and financial system, and it is
developing resources to improve disclosures.

The TCFD has successfully promoted climate
change-related financial disclosures, although

more work needs to be done. On the one hand,

the TCFD is now supported by over 859 financial
firms responsible for assets of approximately
US$175 trillion.*® On the other hand, only 49 UK
public companies are comprehensively reporting

on climate change-related financial risks,** and 70
per cent of a sample of the world's biggest emitters
failed to disclose the effects of climate risk in their
2020 financial statements.*® Commonwealth
countries could thus consider how they could further
encourage uptake of TCFD-compliant reporting;
with one option being for those countries with larger
capital markets to consider a pathway towards
mandatory disclosure.
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2.4 Assisting financial institutions to
assess the extent to which the
companies and projects they finance
are contributing to climate change

Central banks also have arole to play in assisting
financial institutions to better understand the
extent to which the businesses and projects

they are investing in are contributing to the Paris
Agreement's goals. The Bank Negara of Malaysia
(central bank of Malaysia) has undertaken important
work in this area. More specifically, it has recently
introduced a principle-based taxonomy®! to assist
financial institutions in assessing and categorising
the businesses and projects they invest in according
to the extent to which they contribute to climate
change and the low-carbon economic transition.

This taxonomy uses five broad principles (climate
change mitigation, climate change adaptation,

no significant harm to the environment, remedial
measures to transition and prohibited activities)

to place businesses and projects into three

broad classification themes (climate supporting,
transitioning and watchlist). Box 1% further describes
these classification themes and the different actions
financial institutions should undertake depending on
whether a company or project falls into the climate-
supporting, transitioning or watchlist theme.

2.5 Greening central banks’ portfolios

Central banks are also beginning to consider how
they can green their investments. The reference
interest rate was, traditionally, the main tool used by
central banks to operate monetary policy, but since
the 2008 financial crisis there have been significant
quantitative easing programmes. Under these
programmes central banks have stimulated their
economies by buying government and corporate
bonds, which has also led to some central banks
becoming significant investors in corporate debt.

Most quantitative easing corporate debt
programmes aim to be market neutral. In practice,
this means that central banks' purchases are
allocated across sectors of the economy according
to the amount of eligible debt that is outstanding

in each sector.®® This approach results in central

banks investing in large carbon-intensive companies,

as such companies are significantissuers of
investment grade corporate debt, while in contrast
low-carbon transition companies may be too small
to issue corporate bonds. Central banks purchasing

significant amounts of carbon-intensive debt

may signal to the market that those securities are
liquid and low risk and, thus, have the unintended
consequence of furthering carbon lock-in for

the economic system. It also seems somewhat
paradoxical that central banks are highlighting the
financial risks of climate change while also investingin
carbon-intensive companies.

It has, thus, been suggested that central banks
green their quantitative easing programmes.>*
This could involve excluding corporate bonds from
carbon-intensive companies and favouring bonds
from low-carbon projects in quantitative-easing
programmes. Or, alternatively, central banks could
continue with market-neutral quantitative-easing
programmes and run an additional asset purchase
scheme for low-carbon financial assets only.

The greening of quantitative easing programmes s,
however, a controversial policy®®. Quantitative easing
was intended to be a cyclical policy instrument aimed
at providing temporary stimulus to the economy, and
using quantitative easing to engineer a low-carbon
structural change may not be entirely consistent
with that objective. Expanding quantitative-easing
programmes beyond investment-grade corporate
debt to the financing of riskier low-carbon transition
projects may also lower the quality of the portfolio,
especially if central banks lack the expertise to
evaluate the relative credit risk of different green
projects and technologies.

Despite these controversies, there have been careful
steps by Commonwealth central banks to green their
asset purchases. The Bank of England, for example,
has recently published a discussion paper outlining
options for greening its corporate bond purchase
scheme.®® Interestingly, the Bank of England rejected
the policy of divesting from high-emission bonds
and buying low-emission bonds for two reasons.*’
First, high-emission bonds are issued by companies
that arguably need to be persuaded to embark on
policies to reduce their emissions, and selling these
bonds risks them being purchased by investors with
alow commitment to the Paris Agreement. Second,
simply selling high-emission bonds penalises those
companies that have high emissions but also a
credible plan to reduce such emissions. Thus, instead
of indiscriminate portfolio decarbonisation, the Bank
of England'’s proposed strategy includes: incentivising
companies to take decisive action to achieve net
zero; leading by example and learning from others;
and ratcheting up investments over time. It intends
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Box 1: Bank Negara of Malaysia: the climate change principle-based taxonomy

and its implications to financial institutions

Supporting

the environment.

meet this theme.

Transitioning

e UGLY DUCKLING O

W

transition .

Watching

* The supporting theme includes only those businesses and projects that are
contributing to climate objectives and are not causing significant harm to

* Financial institutions should support businesses and projects to meet the
supporting theme and may provide financial incentives to their customers to

This theme includes those businesses and projects that are transitioning to low-
carbon activities but that are also still harming the environment in the short-term.

* Financial institutions should recognise companies and projects efforts to
transition to low-carbon activities. They should also encourage companies to
remediate harmful environmental practices and encourage and monitor their

* The watching theme includes companies and projects that are not committed
to remediating the harm caused by their activities and are not attempting to
transition to more sustainable business practices.

* Financial institutions should constructively engage customers in the watching
theme and assist them develop concrete plans to address environmental harm.
In the event that customers continue to lack commitment to remediate the
environmental harm caused by their activities then financial institutions can
consider lending to them on less favourable terms.

to operationalise this strategy through targets,
eligibility, tilting and escalation (further details are
provided in Box 2).

This section discussed central bank policies to make
financial flows consistent with the Paris Agreement.
Two important, and relatively uncontroversial, policies
that central banks can pursue are encouraging
climate change-related financial disclosures by
companies and assessing the impact of climate
change-related financial risk. Commonwealth
countries with significant capital markets should
consider further action in these areas.

3. How Commonwealth SWFs
Can Invest to Achieve the
Paris Agreement>?

SWFs are government-owned investment funds
with macroeconomic objectives. There are 25 such
funds in the Commonwealth, with over US$870
billion in assets under management, and a further
15 Commonwealth countries are considering
establishing such funds. SWFs could play an
important role in making financial flows consistent
with the Paris Agreement for three reasons.

First, the investment policies of SWFs should, as
state-owned funds, arguably be aligned with their
country's international commitments under the Paris
Agreement. Other large investors, such as pension
funds, are in contrast responsible for investing on
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Box 2: Proposed tools for the green corporate bond purchase scheme

Targets

e Set path with targets for the emissions properties of the portfolio

* Explore scope for purchasing instruments that directly finance

A i green activities

Eligibility

climate performance

Escalation

is

.

B )

>

behalf of individuals who are not signatories to the
Paris Agreement and who may not be committed to
its goals.

Second, SWFs are often able to make large, illiquid and
long-term investments at scale. Such characteristics
provide SWFs with a comparative advantage when
investing in low-carbon economic transition projects
that may be unprofitable in the short term but which
may have attractive long-term returns.

Third, markets and investors often look to SWFs

for leadership. Markets may consider that the
relationships between SWFs and governments
provide them with pertinent insights into how future
changes in regulations and public policies will affect
relative returns from carbon-intensive and low-
carbon economic transition projects. Thus, if an SWF
starts investing in low-carbon transition projects, this
may leverage further investment by private sector
investors who have concluded that future changes

in public policies willincrease the profitability of
thatinvestment.

The One Planet Sovereign Wealth Fund Framework
recognises the important contribution SWFs could
have in achieving the Paris Agreement's goals.*®

e Link eligibility to progress in climate disclosures

* Place tighter restrictions on involvement in activities inconsistent with net zero

e Explore linking eligibiltiy to credible transition plans

* Rebalance bond purchases in favour of issuers with stronger

e Explore combining forwards and backwards indicators

e Tighten requirements over time

* Introduce specific escalation strategy

This group consists of 15 leading SWFs that are
committed to accelerating the integration of climate
change issues into the management of large, long-
term asset pools, thereby improving long-term
returns. The achievement of this goal is guided by
the principles of alignment (building climate change
considerations into decision making), ownership
(encouraging companies to address climate
change in their activities) and integration (building
consideration of climate change-related risks and
opportunities into investment management).

The NZ Super Fund was a founding member of the
One Planet Sovereign Wealth Fund group. It was
established to help reduce the future tax burden

of universal pensions on New Zealanders and has
developed a detailed climate change strategy.®® This
strategy is underpinned by the belief that carbon
risk is currently underpriced in the market, and that
targeting reductions in the carbon emissions of

its portfolio is thus consistent with its mandate of
‘maximising return without undue risk to the fund'.

The climate strategy of the NZ Super Fund involves
reducing exposure to fossil fuel companies and
other companies that are also at significant risk



from climate change. It also includes analysing and
incorporating climate change considerations into
asset valuations, engaging as an active shareholder
with companies around their climate change policies
and searching for opportunities to invest in the low-
carbon economic transition.

The NZ Super Fund also defines, targets and
reports its carbon exposure. Compared to the
benchmark portfolio, the initial targets were for a 20
per cent reduction in the actual portfolio’s current
carbon emissions intensity,®! and for a 40 per cent®?
reduction in potential carbon emissions from fossil
fuelreserves, by 2020. As of 30 June 2019, the NZ
Super Fund's climate change strategy hasled to it
achieving reductions of 43 per cent and 52 per cent
in carbon emissions intensity and potential emissions
from fossil fuel reserves respectively.®

The NZ Super Fund provides a strong example of a
detailed and effective climate change investment
strategy. In the Commonwealth,®* Australia's Future
Fund has also developed a detailed Environmental,
Social and Governance Policy which includes
consideration of the impact of climate change on
its investments. Singapore's Temasek Fund®® is also
undertaking important work in this area by publicly
expressing support for the TCFD, by working with
those companies it has invested in to enhance

their climate change-related disclosures and by
committing to halving the net emissions of its
portfolio by 2030.

Thereis, however, scope for SWFs to better align
their portfolios with the Paris Agreement. The
majority of SWFs do not have climate change
strategies, do not report the carbon emissions of
their portfolios and do not consider climate change-
related financial risks. Overall, SWFs invest less than
1 per cent of their funds®® in low-carbon economic
transition projects. The managers of SWFs should,
thus, seek to better understand the impact of the
low-carbon economic transition on their funds and
ensure their funds contribute to achieving the Paris
Agreement by:

. evaluating the impact of the low-carbon
economic transition on their revenues;

. increasing the resilience of their portfolios to
climate change risks; and

. investing in the low-carbon
economic transition.

Each of these policies is discussed further below.
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Twenty-six SWFs are financed by revenues from fossil
fuel production.®” Achieving the Paris Agreement's
goals requires an overall decline in the production and
consumption of fossil fuels,®® and this may result in

a decline in revenue for those funds financed by oil
and gas production. Conversely, one way to reduce
the consumption and production of fossil fuels is
toincrease taxes on fossil fuel production which
could substantially increase the revenues received

by SWFs. One recent study®® concluded that a 46

per cent global tax on the revenues of oil-producing
companies would cause oil production to fall to a level
consistent with limiting climate change to 2 degrees
Celsius, and that this would also raise US$1.9 trillion
in government revenue per annum. Itis, therefore,
important that SWFs carefully consider the impact

of public policies to achieve the Paris Agreement

on their future revenues. This mightinclude SWFs
modelling their deposits, withdrawals and total assets
under management under different climate change
scenarios and adapting their investment policies in
light of these findings.

SWFs continue to invest in carbon-intensive
companies and fossil fuel companies. These
investments may not be consistent with the Pairs
Agreement's goals, with a recent study’® concluding
that all the major oil companies are sanctioning
projects that are inconsistent with limiting climate
change to well below 2 degrees Celsius and which will
not deliver adequate returns in a low-carbon world.

Thus, for SWFs that are seeking to increase their
resilience to climate change-related financial risk
and maximise their long-term risk-adjusted return, it
will be essential to develop specific, detailed policies
to manage climate change-related investment

risks. These policies may involve identifying and
divesting from those sectors that are driving climate
change. This may, for example, involve divesting from
companies that mine fossil fuels and/or are carbon
intensive. The Ireland Strategic Investment Fund and
Norway's Government Pension Fund Global have
taken significant action in this area by divesting from
selected fossil fuel companies. Likewise, the equity
portfolio of Trinidad and Tobago's Heritage and
Stabilisation Fund is benchmarked against the MSCI
EAFE ex Energy Index, which excludes companies
that own oil, gas and coal reserves.

SWFs divesting from companies that mine fossil fuels
and/or are carbon intensive may directly reduce the
capital available to such companies. Such divestment
may also signal to other investors —who see SWFs
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as bellwethers due to their size, capacity and
relationship with government — that fossil fuel and/or
carbon-intensive companies are unlikely to have high
long-term risk-adjusted returns.

However, the disadvantage of such a divestment
strategy is that it may lead to the ownership

of fossil fuel and carbon-intensive companies
becoming concentrated among investors who are
unconcerned by climate change and achieving the
Paris Agreement's goals. This risk can be partly
ameliorated by SWFs following the more nuanced
policy of only divesting from those companies that
have no strategy for making their activities consistent
with the Paris Agreement’s goals.

An alternative to divestment is for SWFs to actively
engage with the managers of those fossil fuel-
mining and carbon-intensive companies that they
own to ensure that those companies have prudent
strategies in place to ensure that their activities
are consistent with the Paris Agreement'’s goals

in the medium and long term. However, for SWFs
to successfully pursue this engagement strategy
they must have significant capacity to review and
understand companies’ business plans and own
significant stakes in the companies they are trying
to influence.

Limiting climate change also requires significant
investment in the low-carbon economic

transition. This will require investmentin

new industries, technologies, business

models and production processes to decouple
economic activity from greenhouse gas emissions.
SWFs should develop detailed policies for identifying
and evaluating investment opportunities in the
low-carbon economic transition and for evaluating
the contribution of these projects to the Paris
Agreement's goals.

Overall, SWFs should play a leading role in investing
to achieve the Paris Agreement. Their size and
long-terminvestment horizons should give them a
comparative advantage over many other investors
when developing investment strategies that consider
climate change, but to date many SWFs have not
developed such strategies. Going forward, SWFs
should rectify this by developing climate change
investment strategies that consider how to invest
in the low-carbon economic transition and how to
reduce climate change-related investment risk.

These strategies should be consistent with the
commitment of their government owners to the
goals of the Paris Agreement.

4. Conclusion and Policy
Recommendations

Commonwealth member countries should

consider a range of capital market policies to make
financial flows consistent with the goals of the Paris
Agreement. This paper highlights three broad sets of
such policies.

First, low-carbon economic transition businesses’
access to financing at each step on the finance
escalator should be reviewed, with a view to
identifying the constraints these businesses face in
accessing finance and considering how public policies
can ameliorate these constraints.

Second, Commonwealth central banks should work
to better understand climate change-related financial
risks and further encourage businesses to make
climate change-related financial disclosures.

Third, Commonwealth SWFs should develop detailed
climate change investment strategies and ensure
that their investments are consistent with the Paris
Agreement's goals.
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