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Public investors and green bonds
Green finance becoming more diverse

Ben Robinson?

Public investors have played a crucial role in the development of green finance
since the launch of the first green bond by the World Bank and the European Investment
Bank in 2007. As long-term investors, public pension funds have for decades been
concerned with environmental, social and governance issues in the companies and
projects they invest in.

Often this has taken the form of using shareholder rights to encourage companies
to increase their ESG responsibilities. Pension funds have demanded improved
reporting and transparency standards, decided against investing in certain industries and
disinvested from companies involved in fossil-fuel related activities. The emergence of
green finance options has allowed them to increase their allocations to these assets over
the last few years, contributing to a rapidly growing market.

Large public pension funds that have committed to boosting their green
investments over the coming years include CalSTRS in California, Sweden’s AP2, AP3
and AP4, Danish ABP, France’s Ircantec and Australia Local Government Super. With
a total of $13.8tn in assets under management, a commitment by public pension funds
to invest 1%-5% of their assets in green investments would represent a huge market.

While few institutions have formally set themselves a target, the OMFIF survey
of public investors shows that many are increasingly willing to boost their green
allocations to up to 3% of their total portfolio. Those that have set targets have tended

to exceed them quickly. At the start of 2016, Sweden’s AP2 separated its green bond

1 Ben Robinson, Economist of OMFIF
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portfolio from its fixed income investments with a strategic allocation of 1%, equal to

Sek3bn ($33m). By the middle of the year it held a total of Sek4.2bn.

1.Green bond demand is high

Norges Bank Investment Management, which manages Norway’s Government
Pension Fund Global, has a mandate to invest Nok30bn-Nok60bn ($3.5bn-$7bn) in
‘environmental investments’. In 2016 NBIM, the largest sovereign fund (based on
publicly available information), exceeded this with Nok63.7bn. Out of this Nok57.7bn
is invested in listed equities of companies in the areas of low emission energy and
alternative fuels, clean energy and efficiency technology, or natural resource
management. An additional Nok6.1bn has been invested in green bonds since NBIM
created its green bond portfolio in 2014.

South Africa’s Government Employees Pension Fund bought an allocation of
Zarlbn ($117.8m) in a green bond issued by the state-owned Industrial Development
Corporation in 2012. It followed this in 2013 with a 40% equity stake in a solar power
project financed by an unlabelled climate-aligned bond. This forms part of its plan to
invest 5% of its portfolio in social and economic development and ‘green economy’
projects.

Further demand from public pension funds is high. Sweden’s AP3 wants to treble
its green bond investments between 2016-18 to 13% of its fixed income investments,
equivalent to around Sek15bn. In January 2017 French pension fund Fonds de Réserve
pour les Retraites committed €5bn to managers investing in green and sustainable assets.
CalSTRS, the sixth largest public pension fund in the US, holds over $310m green
bonds. This represents a threefold increase over two years. In November 2016 the
Maryland State Treasurer’s Office bought $250m of green bonds in a $500m World
Bank issuance, the largest share of any participating institution.

At the end of 2016 StichtingPensioenfonds ABP, a $423bn Danish pension fund,
had a €1.4bn allocation to green bonds, making up 2.8% of its total bond portfolio, up

from €300m at the start of 2015. It wants to double its total allocation to investments
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that address environmental and social issues by 2020. Germany’s federal and state

oy
V

government pension funds have a growing interest in sustainable investment strategies,
particularly in equity investments.

Sovereign funds are also beginning to play a more active role. The fall in oil prices
since 2014 has hastened attempts to diversify the economies of energy-dependent
countries. Funds such as the $68bn Mubadala, in Abu Dhabi, have created green
investment vehicles with which they are investing in renewable energy projects around
the world, particularly solar and wind.

The Public Investment Fund of Saudi Arabia is set to become one of the largest
sovereign funds after the initial public offering of Saudi Aramco planned for 2018. It
has the goal of “diversifying investments so that within 20 years we will be an economy
or state that doesn’t depend mainly on oil’, according to Deputy Crown Prince
Mohammed bin Salman, who oversees the fund. As part of the wider Vision 2030, the
country is planning to boost its renewable energy sector, for which investment in green
assets and technology will be key. New Zealand’s $22bn Superannuation Fund is
another that is significantly increasing investments in alternative energy and energy
efficiency.

Sovereign funds are divesting from assets related to fossil fuels. Ireland’s $23bn
sovereign fund plans to divest completely. France’s sovereign fund Caisse de Dépots
has significantly decarbonised its investment portfolios and increased its green assets,
encouraged by the government’s new Energy Transition for Green Growth Act, which
requires asset owners and managers to provide information on the carbon footprint of
their investments and to disclose climate risks in their portfolios.

To date NBIM has sold its stake in 69 companies that are heavily exposed to coal.
Last year it brought a court case against VVolkswagen as a result of the emissions scandal
at the carmaker, and regularly uses its shareholder rights to vote on sustainability issues.
In 2016 it raised ESG issues at 1,815 shareholder meetings, 48% of the total. This

pressure on companies from large institutional investors creates an indirect boost to
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green bonds, climate-aligned bonds and other green options. Many public investors

include clauses in their mandate to ‘encourage the development of green and
responsible business practices and models’, via divestment, selective investment and
use of shareholder rights. This can encourage companies to increase their investments
in green assets in order to ensure they are able to attract investment from these large

public institutions.

2.Central banks joining in the rush

Central banks, too, play a vital role in supporting the growth of green finance. In
2015 Bangladesh Bank was the first central bank to announce it would invest some of
its foreign exchange reserves in green bonds, with an allocation of $200m. In 2016 the
central bank of Morocco allocated $100m of its reserves to a green bond from the World
Bank. European central banks, including the Deutsche Bundesbank, have shown
interest in green bond investments, though they have highlighted concerns that the
market remains too small to be more than a ‘small complement to their existing
portfolio allocation’. In late 2016 the European Central Bank released a report on ‘the
potential of green bond finance for resource-efficient investments’, which highlighted
that public sector investors could actively support the development of the green bond
market, but warned of ‘unjustified altering of risk profiles’, which could threaten the
stability of the market.

One way to boost the size of the market is to allow central banks to accept green
bonds as collateral for standing lending facilities and medium-term lending facilities,
which allow banks to borrow from the central bank via repurchase agreements. This
would boost both issuance and investor demand. Another option being pursued by the
Monetary Authority of Singapore is to provide guarantees for green bonds with lower
credit ratings in order to attract institutional investors.

The nature of green assets could make them particularly attractive to central bank
reserves managers and long-term investors like pension funds. Green bonds have

exhibited price stability as they tend to be bought by investors that hold to maturity.
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Investors tend to prize the long-term prospects of companies that are environmentally

L5

conscious in their investments. Investors are aware of the risks to carbon-intensive
companies of stranded assets and tightening regulations, higher insurance costs and
potential fines. Green investments have seen strong returns, with investors and asset
managers emphasising that their green assets are evaluated according to the same
investment criteria as their regular assets.

Green bonds have performed better than traditional fixed income assets, while still
being backed by the strength of the issuing party, so they are no more risky than regular
bonds. In 2016 the large equity investments in NBIM’s environment-related mandate
returned 12.4%, against 8.7% for its total equity investments.

The green bond market is growing and becoming more diverse. France launched
a sovereign green bond in January 2017, following a smaller sovereign green bond
issuance by Poland in 2016. The People’s Bank of China and the Bank of England have
been laying the regulatory groundwork to boost issuance of green bonds by corporates
and banks, which now account for almost 60% of total issuance, with most of the rest
made up by international development organisations and municipals. In 2016 the total
green bond market more than doubled to $95bn and issuance is expected to grow to
$120bn-$150bn in 2017. Global Public Investors have shown they are a leading force

in this rapidly growing sector and will be key to the market’s further development.
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Reserve managers move to equities
Investment tranche allows for greater risk?

Elliot Hentov?

Since 2008, central bank investments have been frequently viewed only in relation
to their asset purchases that have been guided by monetary policy. Quantitative easing
and a plethora of other asset purchase programmes have expanded the balance sheets
of most developed economies’ central banks. However, the focus on domestic asset
classes has distracted from long-term trends in foreign reserve portfolios.

State Street Global Advisors has identified two clear developments in reserve
management: increased exposure to active fixed income at a time when other investors
are turning to passive vehicles; and cautious embrace of equities as a new reserve asset
class.

Central banks — in their role as investors of reserve portfolios — are cautiously
starting to operate much like other investors: investing in riskier assets and searching
for higher yield beyond their core bond portfolios. Even if bond yields rise more than
forecast, this structural trend will prevail.

In this context, reserve managers are becoming increasingly convinced that equity
in passive form has a core role on central bank balance sheets. The immediate effect
will be that central banks will contribute to growing overall flows into passive equity
products. In the longer term, there will be an evolution of central banks’ reserve
management.

Between 2003-14, there was unprecedented growth in global foreign reserve
holdings. While nominal world GDP grew by 6.2% annually during that period on

average, the stock of total foreign reserves grew by 14.3% on average each year,

1 This article appears in OMFIF's fourth annual Global Public Investor report. Pre-order your copy of GPI 2017,
and register to attend the launch today (Wed 14 June) in London
2 Elliot Hentov is Head of Policy & Research, Official Institutions Group, State Street Global Advisors.
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according to the International Monetary Fund. The disparity is partially explained by
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the commodity boom, higher trend growth in emerging economies and export-led
growth resulting in big current account surpluses.

The accumulation of reserves ended in 2014 and stocks have since declined owing
to weak growth and capital outflows in emerging markets. Reserves are probably
approaching the bottom of the retrenchment and should start to grow again in 2018.
Total foreign reserves are expected to reclaim their 2014 high of $12tn by late 2020.

This macro forecast is SSGA's starting point for assessing the investment tranches
of global foreign reserves. The investment tranche is the portion that is not designated
for external liquidity purposes, but serves primarily national wealth management
objectives.

The exact cut-off point within reserves is difficult to define, but the main feature
of the investment tranche is that these reserves are liberated from constraints that would
apply to conventional foreign reserves. In theory, they can be invested long-term and
do not have rigid liquidity requirements.

SSGA estimates that the investment tranche constituted roughly 15% of the total
stock of reserves in 2016. Its value is $1.64tn, with the bulk — 80% — held in cash and
fixed income products. Given that these funds emerge from a conventional reserve
portfolio, and that the core expertise of central banks is in managing fixed income assets,
this is to be expected.

At the same time, the question arises as to why the investment tranche (which
functions as a long-term investment tool for capital gains purposes) has such large
exposure to passive fixed income and cash products. If the investment tranche is
designed to produce extra yield in relation to standard bond portfolios, such an
allocation seems ineffective.

Things are gradually changing. SSGA research suggests that by 2020 the
proportion of central bank investment portfolios in passive fixed income will fall to 38%

from 44%. At the same time the share in active fixed income is predicted to grow to
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25% from 23% and in passive equities to 20% from 16%. The lower proportion of

passive fixed income will stem not from a decline in the nominal size of passive fixed
income portfolios, rather from a channelling of reserve portfolio growth into other
strategies.

The global investment tranche should reach $1.94tn in 2020. Between 2016-20,
more than 75% of future asset growth (new investment assets) is likely to be deployed
either in equity or active fixed income strategies. In other words, of the forecast $298bn
that SSGA expects to be added to the investment tranche, $228bn is likely to be
positioned in those two strategies.

Once reserve managers are comfortable with the new asset classes and the
requisite risk management, there is only one direction of travel — to continue to broaden

the toolkit and expand further.
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