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Financial systems and
capital markets in 2035




Investments in decarbonisation likely to quintuple

by 2031-40 (compared to 2016-20)

Annual average investment requirement across sectors
2021-2050, in USD trillion
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Financial markets will need to adapt to the changes in the real economy that we
know are coming. Already, investors are divesting from carbon-intensive
activities, placing pressure on organisations to change their practices.
Large-scale initiatives are also being developed that will affect how capital is
allocated going forward, including:

. Inflation Reduction Act, USA: ~A$580 billion

* EU Green Deal (~A$1 trillion exclusively from public sources (with some
private sector co-funding))/ European Commission proposed Net-Zero
Industry Act

* Indonesia’s Just Energy Transition Partnership: ~A$15 billion pledged to
come from the public sector

International markets are racing ahead in developing the financial systems
needed for the net zero transition. For example, other countries are dedicating
larger amounts of funding to the transition, while their central banks actively
consider how to incorporate climate change considerations into monetary policy
frameworks including by tilting corporate bond holdings towards issuers with
better climate performances.

European countries are signing contracts with African countries for green
ammonia and hydrogen. In coming years, investors will be seeking to capture a
share of the funds from initiatives like the Inflation Reduction Act. As Australian
pools of capital have a strong home bias, their tendencies will be influenced by
whether Australia adopts a large long-term investment and industrial strategy.

The question is:

How do we ensure Australian investors are best positioned to drive and benefit
from a net zero transition?


https://www.mckinsey.com/industries/public-and-social-sector/our-insights/the-inflation-reduction-act-heres-whats-in-it
https://www.nortonrosefulbright.com/de-de/wissen/publications/c50c4cd9/the-eu-green-deal-explained
https://ec.europa.eu/commission/presscorner/detail/en/IP_23_1665
https://ec.europa.eu/commission/presscorner/detail/en/IP_23_1665
https://www.aseanbriefing.com/news/indonesias-just-energy-transition-partnership/
https://assets.bbhub.io/company/sites/63/2021/10/NZFRs-Key-Messages.pdf

While there is sufficient global capital, barriers remain

in allocating capital to clean, investable projects

“There is sufficient global capital and
liquidity to close global investment gaps,
system, but there are barriers to redirect - The role of financial markets in allocating capital towards a net

. . . cgp - zero transition
capital to climate action both withinand

outside the global financial sector. ~ Capital supply Capital demand
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— This means there needs to be changes in regulatory
environments, incentives, and risk frameworks


https://www.ipcc.ch/report/ar6/wg3/

By 2035, capital markets and financial systems will have

undergone considerable changes

Changes in the types and quantity of
information available

A high degree of international standardisation,
including standardised taxonomies and
terminology

All firms are likely to have sophisticated
reporting mechanisms in place, likely based
on International Sustainability Standards
Board (ISSB) for disclosure and reporting.
TCFD and TNFD standards will likely merge
into ISSB standards, providing clarity for
businesses on which standards to follow.

Investors are increasingly making calls for
reliable reporting frameworks that allow for
comparable climate and other ESG reporting.

Publication of green capital weightings —
enabling allocation of capital based on climate
impact — may be widespread

Ey

Changes in perceptions of the regulated
goals of financial market participants

Asset managers will likely take a longer-term
view to investment, moving towards
embracing the opportunities of the transition.

Green banks and government investors (like
the CEFC) may be better equipped to invest
in riskier clean economy ventures, rather than
being strictly expected to generate excess
returns.

Interests of investors and other stakeholders
will be seen as positively related:
“Long-term financial advantage will more
likely follow if the entity conducts its business
according to proper standards, treats its
employees well...” (Justice Haynes, Banking
Royal Commission)

Double materiality may be standard, or at
least much more adopted, in financial
reporting.
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Improved ways of accounting for different

Better internalisation of externalities
types of capital stocks

Rising carbon prices around the world
There may be different guiding themes and

ideas around value that direct where capital

OECD data shows that the share of emissions
goes, including:

covered by carbon prices is rising. Average
explicit carbon prices from carbon taxes and
emissions trading more than doubled over
2018-2021.

An emergence of regulated methods to
account for different types of capital stock of
an organisation, including financial, but also

e.g. social capital and natural capital Coupled with Carbon Border Adjustment

Mechanisms and other methods to adjust for

Consequently, depletions in social and natural consumption of overseas emissions

capital stocks will negatively impact an

organisation’s value The EU’s CBAM will be fully implemented as

of 2026, while countries such as Canada and
Japan are planning their own initiatives.

Natural capital accounting places an
economic value on natural capital inputs, so
that they can be expressed alongside other

aspects of conventional accounting. This

means that environmental factors can be

expressed as assets on balance sheets,
instead of as economic externalities.

@

There will be increasingly less appetite for
offsets — governments and investors will be
more interested in real reductions. The Oxford
Principles in terms of using offsets will be
more readily followed.

) =N


https://igcc.org.au/climate-risk-disclosures-central-to-unlocking-billions-in-clean-industry/
https://www.aicd.com.au/regulatory-compliance/royal-commission-updates/final-report/royal-commission-final-report-executive-summary.html
https://www.aicd.com.au/regulatory-compliance/royal-commission-updates/final-report/royal-commission-final-report-executive-summary.html
https://www.lse.ac.uk/granthaminstitute/news/double-materiality-what-is-it-and-why-does-it-matter/
https://ecos.csiro.au/knowing-the-price-of-nature-the-rise-of-natural-capital-accounting/
https://www.oecd.org/newsroom/share-of-emissions-covered-by-carbon-prices-is-rising.htm
https://www.weforum.org/agenda/2022/12/cbam-the-new-eu-decarbonization-incentive-and-what-you-need-to-know/
https://www.smithschool.ox.ac.uk/sites/default/files/2022-01/Oxford-Offsetting-Principles-2020.pdf
https://www.smithschool.ox.ac.uk/sites/default/files/2022-01/Oxford-Offsetting-Principles-2020.pdf

To direct the necessary amount of capital to clean economy

projects by 2035, there is a need to start acting now

We know that finance for decarbonisation needs to at least quintuple by
2031-40 compared to 2016-20 levels (GFANZ, 2021).

We know that a fast transition will be much less costly, in And we know that Australia can benefit from the transition, for
aggregate, than a slow transition (Way et al., 2022) example due to its strong renewable energy potential. :

But in the short-term, it still costs more to be a first mover
~when technologies are not mature; the benefits of a fast
~ transition are to society, not (necessarily) to the first movers

The question is:
What do we need to do now to start mobilising capital like it is 20357



https://assets.bbhub.io/company/sites/63/2021/10/NZFRs-Key-Messages.pdf
https://www.sciencedirect.com/science/article/pii/S254243512200410X

What actions can we take today,
given the trajectory to 20357




Big capital injections today will help new tech move down

the cost curve, bringing even more projects online

Compared to a Slow Transition scenario, a rapid green energy transition Governments and investors around the world are acting now to mobilise
worIdw@e is found.to _be cheaper at all reasonable discount rates. This is big investments in new technologies — a critical activity to deploy new tech
due to differences in time taken to move down technology cost curves. at scale and bring it down the cost/learning curve.

For example, the USA’s Iflation Reduction Act aims to reduce greenhouse

12 trillion $ saving expected gas emissions by 40% by 2030 compared to 2005 levels. The act includes
> several tax provisions and grant and loan programs to support
: Co. deployment of commercially-available and innovative clean energy
4 - Fast Transition technologies. Programs include:
"l + Clean Energy Production (PTC) and Investment (ITC) Tax
/\ Slow Transition Credits: Tax credits for the production of electricity from renewable

sources (PTC) or investment in renewable energy projects (ITC).

» Bonus credits are available for projects meeting social goals (eg.
No Transition wage requirements or domestic sourcing).
*  Funding for a Greenhouse Gas Reduction Fund: The Fund will
: : award competitive grants to mobilize financing including private

R— | ' ] | pas— capital for clean energy and climate projects that reduce

~40 w9 29 g 0 40 greenhouse gas emissions.
Scenario cost * Loans for innovative clean energy projects: Loans for
innovative clean energy technologies, including renewable energy

Midpoint of a distribution is the average cost for that scenario (in net present value terms) systems, carbon capture, nuclear energy, and critical minerals
The area under the curve for each scenario shows the variability in estimated costs processing, manufacturing, and recycling.

Probability density

Way et al., 2022


https://www.whitehouse.gov/wp-content/uploads/2022/12/Inflation-Reduction-Act-Guidebook.pdf
https://www.sciencedirect.com/science/article/pii/S254243512200410X

Another focus will need to be on reducing risks related

to investment in new markets

Governments have a key role to play in creating the enabling environment for private investment to occur by building investor
confidence and reducing uncertainty to unlock investment in new markets.

“Governments can’t finance this transformation themselves, but they can set policies that will unlock billions in private investment.”

(Rebecca Mikula-Wright, IGCC)

Offtake agreements to guarantee demand

Regulatory frameworks for new industries

Contracts for difference

Platforms that coordinate and blend funds from
multiple sources

Commitments to long-term environmental policies and
regulations

Investments in key supporting infrastructure

The consumer premiums on green solutions compared with high-emission alternatives result in uncertainty around their long-term
revenue outlook and too much risk for most investors. Offtake agreements ensure demand is available to meet the supply.

Regulatory frameworks need to be available to support the emergence of new industries (eg. ammonia & hydrogen), by providing
regulatory certainty to investors as to what will be expected of market proponents.

A long-term contractual agreement designed to provide the seller (e.g. of renewable electricity) with price certainty over the lifetime of the
contract.

Blended-finance platforms built on a common framework can reduce coordination and transaction costs and allow public and private
investors to collaborate in a structured manner.

Predictability in governmental policies and regulations is critical to long-term investments and strategy formulations by businesses.
Could include carbon pricing and commitments to phase-out fossil fuel subsidies.

For example, issues around grid connectability (approvals and connections) are a major source of uncertainty and risk for renewable
energy generation projects — major infrastructure guarantees can provide certainty for investors.


https://igcc.org.au/investors-need-these-policies-to-fund-the-net-zero-transition/

These policies will need to be supported by new

frameworks, definitions, and regulatory structures

Financial markets are reaching the limit of what they can do within current definitions and interpretations of fiduciary duty and other regulated goals:
e Financial institutions are required to do what is in the best financial interest of members
e The CEFC is required to achieve investment returns of at least the five-year Australian Government bond rate +3 to +4 per cent per annum over the medium to long term
e  The regular publication of superannuation fund league tables makes it difficult for funds to pursue strategies that deviate too far from the (carbon-intensive) market benchmark index.

At the same time, steps taken towards a green economy, e.g. the development of green bonds or information about the portfolio holdings of companies, often cannot be transparently
measured; and there is a distinct lack of clear and detailed data on the transition and physical risks of climate change for various economic sectors.

Clearer articulation of shared pathways

A national taxonomy — standardisation of relevant
language and frameworks

E.g. The EU taxonomy for sustainable activities (entered
into force in 2020) sets out overarching conditions that an
economic activity has to meet in order to qualify as
environmentally sustainable.

ASFI is developing an Australian sustainable finance
taxonomy. This could be adopted by Australian
governments.

Transition pathways

Mapping pathways of businesses, industry sectors and
economic activities and identifying emission thresholds
E.g. The UK is developing mandatory standards for
publication of transition plans alongside climate-related
disclosure by listed companies and financial firms.

Changes in regulated goals

Gradually heighten climate-related expectations for banks
and other asset managers

E.g. The ECB requires banks to incorporate assessments
of climate-related risks into their governance, strategy and
risk management plans by end 2023

Central banks could play a larger role in considering
climate change in monetary policy settings

Climate change arguably has implications for the price
stability mandates of central banks

E.g. the Bank of England is mandated to consider net-zero

compatibility in conducting monetary policy

Linked to this, climate objectives will need to be made
quantifiable so that they can be integrated into the models
that guide capital allocation decisions

New and improved data sources

National standards and codes linked to international best
practice

E.g. Commonwealth Treasury is mapping equivalencies
for different types of thresholds, e.g. energy efficiency

Publication of green asset ratios

‘Green' assets as a proportion of total assets

E.g. From 2024, the European Banking Authority will
require around 150 banks to publish a green asset ratio.

Provision of additional data outputs

Including on the impacts of climate change on investment
portfolios.

E.g. The ASCOR Project provides information for
investors to assess climate risk of different countries.



https://finance.ec.europa.eu/sustainable-finance/tools-and-standards/eu-taxonomy-sustainable-activities_en
https://www.asfi.org.au/taxonomy
https://transitiontaskforce.net/about/
https://www.reuters.com/business/cop/top-eu-banks-publish-pioneering-climate-data-2022-01-24/
https://www.ascorproject.org/
https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/3-climate-related-regulatory-moves-for-european-banks-to-watch-in-2023-73511459
https://www.spglobal.com/marketintelligence/en/news-insights/latest-news-headlines/3-climate-related-regulatory-moves-for-european-banks-to-watch-in-2023-73511459
https://www.bankofengland.co.uk/-/media/boe/files/letter/2021/march/2021-mpc-remit-letter.pdf?la=en&hash=C3A91905E1A58A3A98071B2DD41E65FAFD1CF03E
https://www.bankofengland.co.uk/-/media/boe/files/letter/2021/march/2021-mpc-remit-letter.pdf?la=en&hash=C3A91905E1A58A3A98071B2DD41E65FAFD1CF03E

Private investors can take more steps now rather than

wait for governments to act

Current situation:

Australian investors are increasingly developing credible climate action plans to
achieve short-term science-based targets, and specifying relevant goals,
strategic actions and accountability mechanisms. They are also increasingly
completing annual TCFD-aligned reporting.

However:

Only 35% of institutional investors have set whole-of-portfolio interim targets (this
percentage is however steadily catching-up with longer-term targets)

Only 21% of institutional investors have set public targets for investments in
climate solutions

Only 9% of institutional investors have implemented a response to their physical
risk exposure, for example, allocating capital to solutions for climate resilience

Investors’ Implementation of Climate Practices
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(all products) (NZAM, PAAO etc)

IGCC, 2023

Investors can take a leading role in resolving many pertinent questions:

What should financial markets value?

Private (non-public sector) players in capital markets will play a key role in determining what is valued — be it financial,
environmental, or social. To achieve decarbonisation ambitions, investors will need to focus on developing new paradigms of
value, rather than making marginal changes to old paradigms.

Private investors can:
) Reflect ambitions related to decarbonisation and net zero in investment mandates/activities
) Make fossil fuel exclusions part of investment strategies for all types of fossil fuels
° Encourage the companies they own to take necessary action by producing credible net-zero transition plans and short-,
medium- and long-term emission reduction targets and taking meaningful actions
) Advocate for system-level change and for other investors to also divest

How can the public and private sectors best interact to finance climate solutions?

By 2035, it is possible that existing barriers to participation in blended finance will have been overcome enabling participation by
every financial institution. In the interim, innovative partnerships and investment vehicles could involve:

) Identifying opportunities for blended finance, including by first loss (where grant and repayable capital is combined at a
fund level and the grant provides cover for capital lost due to defaults) and credit guarantee (where the guarantor — e.g.
the government — agrees to repay the lender a certain amount if the borrower defaults)

° Aggregating smaller projects so there can be more risk (less due diligence) than at the individual project level

° Building necessary capacities and capabilities to engage in this type of financing

Who should bear the high upfront costs for emerging clean economy industries?

Current costs of emerging clean economy industries such as hydrogen are quite high, but these costs are expected to decrease
in the future e.g. due to learning effects. There is a question around how these upfront costs should be shared by governments,
private investors and/or consumers. There is a possibility for private sector players to design innovative systems to finance these
industries, for example, advance market commitments and offtake agreements.


https://igcc.org.au/wp-content/uploads/2023/03/IGCC-The-State-of-Australian-Net-Zero-Investment_March2023.pdf



