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Summary

To tackle climate change, we need a significant increase in public and
private capital investment. The UK government estimates this figure to be
£50-60 billion a year, up from around £10 billion in 2020. Effective
partnership between the public and private sector is crucial to achieve this
sixfold increase.

Industrial strategy will need to play a central role. But underneath an
economy wide strategy, different sectors, whether that's hydrogen or home
heating, face different barriers to scaling. Until these sectors generate a
return comparable to non-green investment, private capital is unlikely to
flow at pace.

The UK has experience in using industrial policy to deliver public goods
alongside investible products. The success of the offshore wind sector in
the UK was supported by the public Green Investment Bank, strategic policy
interventions and an ongoing dialogue between practitioners and
policymakers. In a time of high interest rates, there is an increased focus on
how targeted public finance can be best used to mobilise private
investment for the transition. Future industrial policies will need to
integrate and catalyse private finance in a similar way.

Our research analysed what is currently holding investors back and provides

recommendations as to how this partnership could work in practice,

alongside an industrial strategy. The main themes that emerged were:
The need for a central strategy. Policy changes have undermined
investor confidence and there is a need to take forward the existing
commitments in the Green Finance Strategy, connecting these in with
various public investments including the new Green Industries Growth
Accelerator.
Demand for increased use of catalytic public finance. Current public
finance tools could be deployed to greater effect. The UK Infrastructure
Bank has made several important interventions to date and could play a
more prominent role to catalyse the private sector through amendments
to its risk appetite and mandate, potentially alongside a new fund. Green
gilts could be expanded to help finance much needed interventions.
Government can also make greater use of various blended finance tools,
which can provide better value for money than focusing on grants.
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Regulation must be better resourced and aligned more closely to the
real economy. Financial sector regulators are being given ever more
duties, which will require more resourcing. Certain decisions would be
better served by government rather than requiring private regulators to
solve them. Meanwhile financial sector regulation is at risk of outpacing
action in the real economy sectors and needs to ensure private sector
firms can undertake the concrete steps required to meet the goals set
out in new sustainable financial disclosures.

Building on this, we recommend how this new approach could be

developed across three main areas:
Closer alignment between the government and the financial sector:
Sectoral stakeholder councils should be established to accurately
monitor green investment, investor confidence, and the impact of
policies to stimulate investment. Not every sector will need one, and
they should focus on addressing challenges and learning from the steps
taken to reduce the cost of offshore wind generation. The aim is to
establish trust and provide the ability to support policy changes as well
as to co-create and operationalise solutions.
Public investment is essential to catalyse green markets: Sectoral
councils can help identify risk-sharing opportunities with the private
sector, including through direct government investments. Even with the
clarity from an industrial strategy, catalytic state investment is necessary
to scale investment at pace. Public funding could play a more catalytic
role if a public: private mobilisation ratio became a key objective for a
state-owned investment vehicle, rather than a constraining risk adjusted
return target, as well as ensuring capital is recycled as sectors mature.
The wider use of blended finance over grants where appropriate should
also become a priority.
Underpin efforts with a supportive regulatory environment: Finance is
impacted both by the green finance regulatory framework and real
economy, sector-specific enabling environments. Government needs to
urgently deliver the 2023 Green Finance Strategy. Several key policies and
regulations are delayed. Sectoral stakeholder forums will help identify
solutions to sector-specific barriers, such as EPC reform and the balance
of gas and electricity prices, which were cited as key priority issues
during our research.
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1. Introduction

1.1 State of affairs

Tackling climate change requires a significant shift in public and private
capital investment. Money needs to stop flowing to polluting activities, and
start flowing to new sustainable markets. This is needed to finance the rapid
build out of clean infrastructure like wind turbines and electric vehicles as
well as develop newer technologies like direct air capture or green hydrogen.

Currently, there is an undersupply of green finance in the UK. The
Committee on Climate Change (CCC) has stated we will require around £50
billion investment per annum (in 2019 prices) (CCC, 2021), increasing from
£10 billion in 2020, to get on track for net zero. The UK government agrees,
stating we need £50-60 billion per annum from 2030 (UK Government,
2021a). Recent increases in inflation and interest rates will likely push up
this figure. The CCC's original estimates showed the majority of this would
be met through mobilising private finance. The Institute of Public Policy
Research (IPPR) has previously recommended that to reach the scale of
green investment required for a fair transition, the state should aim to
invest £30 billion annually into net zero (Murphy et al, 2021). Public
investment, targeted correctly, can lead to solutions that crowd in multiples
more in private finance. With the current economic climate leading to
debates about the UK Government’s fiscal position, this has increased the
focus on potential pools of private capital.

The Investment Association (IA) estimates that at the end of 2022 there was
around £8.8 trillion total assets under management (AUM) in the UK, 11 per
cent of global AUM, half of which is managed on behalf of UK-based clients
(The Investment Association, 2022). More of this can be mobilised towards
sustainable investments.

The global wave of industrial policy, however, is accelerating international
competition for capital (The Economist, 2022). The US, China, EU, Japan,
Australia, and others are all using incentives to attract private finance
towards green industries. The UK was already in danger of losing out to
other countries on investment (Dibb and Murphy, 2023), these global shifts
will increase competition further.

For now at least, the UK remains internationally competitive in some areas,
particularly financial services. London is the second most competitive

financial sector in the world, after New York (Long Finance, 2023a).
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The UK is also a recognised as the top green financial centre (Long Finance,
2023b), in large part due to its regulatory environment and wider efforts to
reduce emissions.

For the financial sector, climate has mostly been considered as a source of
financial risk. Extreme heat is causing increased risk to assets, as are rising
sea-levels and flooding (Butler, 2023). Risk assessments are becoming more
granular and pushing insurers to leave markets (AP News, 2023). There are
also risks from litigation, while policy risk like the commitments at COP28 to
accelerate efforts towards the “phase-down of unabated coal power,
phasing out inefficient fossil fuel subsidies, and other measures that drive
the transition away from fossil fuels” (UNFCCC, 2023) will leave some fossil
fuel assets stranded. The speed of climate change could create a “Climate
Minsky moment” with a sudden price deflation of many assets (Miller and
Dikau, 2022). Investing to mitigate this risk remains the 'least worst’ option
for investors (Financial Times, 2023).

But reaching net zero also brings financial opportunity. In developing,
making, and deploying the technologies required to reduce emissions, new
sectors will be created, at pace, in new locations. However, private investors
require a financial return.

Until green sectors generate a risk-adjusted return that is comparable to
non-green investment, capital will not flow at pace.

The UK needs a clearer, more consistent industrial strategy to achieve both
growth and reach net zero (Alvis et al, 2023b). Industrial strategy aims to
generate outcomes from the private sector beyond profits (for example
emissions reductions) using public policy tools. The UK’s financial sector
has a crucial role to play in any industrial strategy, by providing the finance
to achieve its objectives.

At the same time, despite repeated promises, not enough progress has been
made on new regulation to inform and change financial sector investment
decisions (Alvis et al, 2023a). The Green Finance Strategy (HM Government,
2023) set out plans for implementation of important green finance
regulation, but these have yet to be fully implemented. The strategy set out
an approach on “financing green”, but the link to wider policy decisions
needs strengthening. Real economy policy decisions since the strategy’s
publication have left investors uncertain on the UK's commitment to
growing its green economy (HM Treasury, 2023) This is compounded by the
wider UK market now being seen as riskier by investors (Alvis et al, 2023b).
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In this paper we set out how with clear direction from government, the City
could play a stronger role in supporting the UK’s green industrial strategy. A
greater balance of responsibilities between the state and private actors,
and closer partnership on key sectors, could increase the speed and
volume of green finance.

We begin with a diagnosis of what is holding the private sector back from
growth and decarbonisation, including a review of current government
policy, investment gaps and existing and emerging tools. We then explore
how a government that may seek to provide strategic public finance to
crowd-in private investment could work with the City to mobilise capital at
scale and pace, closing with the potential international benefits of such an
approach.

Box: Methodology
This report is a summary of our research, which includes:
an extensive literature review
two roundtable events with representatives from academia, NGOs, the
private sector, and policymakers
Over 30 qualitative in-depth interviews
Original data analysis on the readiness of green financial markets.

IPPR | Making markets: The City's role in industrial strategy



2. What is holding private
finance back?

Industrial policy is used to shape markets to deliver specific public policy
objectives (Alvis et al, 2023b). Given both individual businesses and society
as a whole stand to gain from the transition, an industrial strategy
partnership model between the financial sector and the state can help
realise these gains (Alvis et al, 2023b).

A common theme in our interviews was that the private sector has lots of
capital ready to invest in the transition. The issue is not the supply of
finance, but the ability to identify investable proposals that generate risk
adjusted returns that are comparable to existing opportunities.

In our interviews, industrial policy as a concept was well received, but
considered novel to financial sector actors. Positives included, where there
were clearly shared objectives, such as emissions reductions, and clarity on
responsibilities in how to achieve these shared goals. In order to set a clear
direction for the financial sector however policymakers first need to
understand the current state of the market.

2.1 Where are the investment gaps?

Time and time again we heard while there are particular challenges in the
financial sector, the most urgent barriers are in the real economy where
government wants investment to go. The fundamental problem has been a
lack of policy clarity and consistency - the recent change in clean heat
policies, or the electric vehicle mandate were both highlighted by
interviewees (CCC, 2020).

Our interviews noted that, alongside a wider lack of policy consistency,

there are particular situations where private finance alone is struggling to

flow at the pace required. These are:
Emerging technologies with high upfront capital cost and high risk, for
example carbon capture, illustrated by the “Execution Gap” in Figure 2.1.
Well-developed technologies that need to be scaled faster but have
challenging logistics, for example home heat and retrofit.
Underpinning infrastructure critically important to the UK, where
multiple sectors have an interest but poor incentives to finance (and
build) at pace.
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Figure 2.1: Execution gap
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Source: Green Finance Institute analysis

These are not ‘green’ issues but reflect traditional challenges for the UK
economy. The nature of these situations will require different financial
solutions in different sectors, as the risk-return characteristics will be
different across sectors.

Interviewees commented on a general trend of a lack of direction or
coordination from the centre in addressing cross-sector challenges, and
lack of communication with industries and investors on the risks they see
and how to mitigate these. Next, we explore how these gaps fall across
discrete sectors.

Sector-specific real economy investment gaps

Different aspects of the transition are at different stages of market
readiness. Many ‘Green markets’ or those trying to reduce emissions are still
nascent. Notable key sectors for the UK’s decarbonisation plans are not
meeting their investment need. This investment gap needs plugging as soon
as possible, with different sources of finance (public and private, but also
specifics pools of capital from the private sector) relevant for each. Table 2.1
sets out a non-exhaustive overview of the estimated investment need for
key sectors.
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Table 21:

Energy
efficiency

Electric
vehicle
charging
infrastructure

CCus

Natural
capital and
nature-based
solutions

Estimated investment need

 Energy Efficiency Infrastructure
Group estimate: £12.7bn of public
investment and £15.6bn of
private investment required by
2025 (EEIG, 2021).

« CCC CB6: £45bn to 2035 with a
total spend of £55bn by 2050
(ccc, 2020).

At least £20bn by 2030 (GFI, 2023a)
for cars/vans.

For HGVs: depot-based
infrastructure £11 - £24bn (GFl,
2023b)" public infrastructure
£1- £2bn

UKIB: £8-10bn to deliver the UK's
track-1 and 2 CCUS clusters (UK
Infrastructure Bank, 2023a)

GFl: Between £44bn and £97bn
from 2022 to 2032 - with a central
estimate of £56 billion (GFI, 2021).

Latest figures

e UK Government (UKG) committed
£6.6bn between 2020 and 2025
Further £6bn from 2025 to insulate
homes and upgrade boilers (UK
Government, 2022a)

E3G analysis: existing 2025
commitments fall short by £5.24bn
for energy efficiency (E3G, 2022)

» Government pledged £1.6bn (UK
Government, 2022b)

ChargeUK: collectively £6bn by
2030 (ChargeUK, 2023)"

Motor Fuel Group investing £400m
by 2030 (Motor Fuel Group, 2021)
Instavolt — £110m (Instavolt, 2022)

UKG: announced intention to

mobilise £20bn for CCUS

deployment including:

e £1bn CCUS Infrastructure Fund (UK
Government, 2023a).

 Business models providing
revenue support.’

» UKG: target to mobilise £500m of
private finance annually by 2027,
increasing to £1bn annually by
2030.

* Private investment in nature
currently stands at around £95m
per year (UK Infrastructure Bank,
2022b).

' KPMG and GFI analysis estimate that an additional £41 - £75 billion, along with charging infrastructure,
will be needed to replace entire UK HGV fleet with ZETs totaling at £50 - £100 billion.
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The reasons for investment not flowing varies by sector and technology.
Some sectors will require more public finance, others regulation, to help
catalyse investment into the market. The UK Government’s Net Zero
Strategy set out a view on the maturity of different markets, and how much
government finance would be required to support them. In Figure 2.2 we
provide an updated version on this graphic, showing our analysis on the
maturity of different sectors, and their associated capital requirements.

As we move towards the right in Figure 2.2, the need for government
support to grow the asset class or sector decreases, until it can operate
completely with private finance. It's important to note that reaching this
stage does not preclude the state from investing in these assets. It is just
the stage where state investment may “crowd-out” private finance. However,
there may still be other policy reasons for the state to invest at this stage.

Figure 2.2: Low carbon sectors commercial maturity and associated capital requirements
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2.2 Current tools

In Making MarRets in Practice (Alvis et al, 2023b) IPPR sets out a framework
for how policymakers can build industrial policies, ie., the selection of
interventions to grow sectors whilst also meeting a broader objective.

The financial sector is unusual in this regard. As financial actors invest in a
range of ‘real economy’ sectors, they have an interest in how that sector is
developed. For example the recent delay of regulations affecting the phase
out of combustion engines was criticised as having a negative impact on
investor confidence across the supply chain, as firms had invested in
transitioning towards cleaner transport on the basis of the previous plans
(Ford, 2023).

But financial firms are also a sector in their own right and have their own
rules that raise or reduce the costs of investment. Drawing on our work in
MaRing Markets in Practice (ibid) box 2.1 shows how the financial sector was
instrumental to the development of offshore wind, alongside the
government, who set clear direction and support to solve identified risks
through different policy tools.

Box 2.1 - The role of finance in offshore wind’s industrial strategy
Although the term industrial strategy was never used explicitly, the UK
government’s mission to update the electricity market, and make
renewables cost competitive was a clear desire to shape a market to
deliver a public good. IPPR’s framework in Making Markets in Practice
(ibid) helps show how the government provided support both by
reducing the costs of production and guaranteeing the price of
purchasing — supported by favourable economic conditions notably
low interest rates, vital for a capital-intensive industry.

To make offshore wind cost competitive, assets had to viewed as
investible by long-term investors. This involved identifying and
reducing the risks that were specific to offshore wind assets, to
support investment into them. As well as ‘Contracts for Difference’
(CfDs) and the Renewables Obligation scheme, the Offshore Wind
Fund, and the debt refinancing from the Green Investment Bank
helped reduce the associated risk and enable long-term investors to
acquire offshore wind assets through the creation of financial
products that could be bought and resold, guaranteeing returns for
financial actors. This was supported by a private sector convened
group of practitioners that identified barriers to investment and
presented these to government.
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Figure 2.3: Industrial strategy conceptual framework applied to offshore wind
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In this section we explore government’s current approach to supporting

emissions reductions in the financial sector.

Strategies

Government has no explicit industrial strategy, although it does have a clear
long-term goal in the form of the net zero target, alongside independent
oversight of that goal through the Climate Change Committee. Though there
is a Green Finance Strategy (ibid), and government has begun to develop
sectoral transition plans there is still scope to build on these to connect net
zero by 2050 with a more granular picture of the level of finance required.

Green finance strategy - important delayed regulation

Although not sufficient to mobilise capital alone, green finance regulation is
an important area to green the UK’s financial sector. The Green Finance
Strategy developed an ambitious and leading green finance regulatory
framework, building upon the 2021 Greening Finance Roadmap, with the UK
Green Taxonomy, Transition Plan Taskforce (TPT), Sustainability Disclosure

Requirements (SDR) and more.
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However, the timelines set out in the Green Finance Strategy have been
delayed, causing confusion for the financial services sector, and risking
undermining the UK's position as a leading green finance sector. These
regulations also support capital mobilisation, by both providing data that
can help with identification of sustainable investment opportunities and to
monitor progress.

Delays can cause further disconnect with emerging regulations in other
jurisdictions, which UK firms may have to report against, adding additional
burden to business. For example, the Green Technical Advisory Group (GTAG)
- who provided independent advice on the UK Green Taxonomy to the HM
Treasury - estimated that 80 per cent of UK listed firms and all UK investors
who market products to European clients will need to report against the
existing EU Taxonomy under the Corporate Sustainability Reporting
Directive (CSRD), if the UK Taxonomy is not implemented or equivalence is
not achieved (GTAG, 2023b).

As an important building block to support capital mobilisation, it is
important that these regulations are delivered against a clear timetable.

Table 2.2: Green finance strategy policies and current status

Policy Important dates in Green Finance Latest update on policy
Strategy (2023)

Increase transparency: fostering data flows from the real economy to financial firms and from financial services to end
investors to inform stakeholders.

Mandatory Transition Plans Soon after TPT framework. Framework published by TPT Q4 2023.
consultation No update on government consultation.
Department for Business and Trade Endorsement decision within 12 Call for evidence closed Q4 2023.

(DBT): UK Sustainability Disclosure months of the first two standards’ Endorsement decisions by July 2024.
Standards (SDS) based on IFRS publication.

Sustainability Disclosure Standards

Financial Conduct Authority (FCA): Policy Statement and final rules in ~ Published Q4 2023.
Sustainability Disclosure Q3 2023.
Requirements (SDR) and Investment
Labels
Update the Environmental Reporting  Stakeholder engagement in Q3 No update.
Guidelines (ERG) 2023.
Clarify scope 3 greenhouse gas Consultation in Q3 2023. Launched and closed in Q4 2023.
emissions data reporting Implementation TBC.
Climate resilience assessment and Developed in the lead-up to 2024 Plan expected in 2024.
disclosure guidance and beyond. Approach published in

2024.
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Tackle deforestation-linked finance  Spotlight in 2023. Regulations on forest risk
commodities - Statutory Instrument
expected in Q12024. Financial
Investment and Deforestation Bill - 1st
reading House of Commons, Q4 2023.

Incorporate Taskforce on Nature- Assessment of framework in Q4 2023.  No update.
related Financial Disclosures (TNFD)

into UK policy and legislative

architecture

Tools for transformation: provide tools, products and services to assist market participants with greening the financial

system

UK Green Taxonomy Autumn 2023 consultation - Consultation expected in Q12024.
disclosures will be voluntary for at
least two years. Initial timeline
included consultation in Q12022 (UK
Government, 2021d).

Regulation for ESG ratings providers  Launched consultation. Closed in Update on regulatory regime
June 2023. expected early 2024.2
Reforming ESG benchmarks Review post implementation of other No update.

measures eg. UK Green Taxonomy.

Transmission channels: government policy levers to scale up the availability of finance for the transition to a net zero,

resilient and nature positive economy

FRA-FCA: Regulatory framework for Review in Q4 2023. Discussion Paper expected in H2 2024.
effective stewardship

Fiduciary duties to be clarified in the  Review in Q4 2023. Guidance published Q12024.

context of the net zero transition.

Prudential Regulation Authority 2023. Reforms, including Matching

(PRA): Implement Solvency UK regime Adjustment, in H2 2024.

Mobilise additional finance through high-integrity voluntary carbon and nature markets

Consult on interventions to foster 2023. No update.
high-integrity carbon and nature
markets

Taxation of environmental land Consultation published in Q12023. Response deferred until Spring 2024.
management and ecosystem service
markets

2 An industry-led voluntary code of conduct for ESG ratings and data products providers was launched by the International Capital
Markets Association (ICMA) and the International Regulatory Strategy Group (IRSG) in December 2023. The FCA welcomed this, as it
works with government to set out next steps on regulation.
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The government also committed to a market-led Transition Finance Market
Review, which has since been commissioned (UK Government, 2023e). It will
report back to government by July 2024.

Our interviews found the sector is at risk of 'regulation fatigue’, but that it is
generally comfortable with the green regulations set out by the government
in the Green Finance Strategy. To maintain goodwill the sector needs: 1)
clear timelines for delivery set and adhered to, to allow for preparation; 2)
clarity on future expectations and evolution, and how the various policies
will connect.

Green finance regulations have tended to follow the model of the Taskforce
for Climate Related Financial Disclosures (TCFD), whereby once a critical
mass of organisations have signed up to a voluntary initiative it becomes
easier for the state to pass regulation enforcing it. However, this may start
to have limits. Voluntary carbon markets for example have been criticised in
the past for a lack of integrity, although this is being actively addressed
through the work of the Integrity Council for Voluntary Carbon Markets and
Voluntary Carbon Markets Integrity Initiative. Plans to introduce mandatory
transition plans, announced by the then-chancellor Rishi Sunak at COP26,
without a preceding voluntary adoption period, shows the government’s
willingness to adopt a different approach in certain instances (UK
Government, 2021e).

Some interviewees questioned regulations built on transparency alone as
driving behaviour change, rather than directing that change from the centre
through a combination of enforcement on top of transparency, and market
building. Data and transparency itself are important, but it must be utilised to
affect policy change. Calls to track financial flows are a prime example of this.

Box 2.2: Tracking financial flows

The Net Zero Strategy and 2023 Green Finance Strategy both set out
plans for the government to develop a function to “better track private
investment into the net zero economy and building towards a fuller
way of tracking green investment flows in the UK - including annual
private finance flows into nature’s recovery in England.” (HM Treasury,
2023a).

The ability to track green financial flows has been supported from
groups including the CCC, the Environmental Audit Committee, the
National Audit Office, and the Green Technical Advisory Group.

Our interviews did flag questions around the intended purpose of a
tracking function, with some concerns that too much focus on
financial flows alone could exclude other material information.
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Tracking against an arbitrary investment target reported across the
economy, while helpful to indicate the direction of travel, will not tell
the full story. If simply meeting the target is the judge of success/failure,
then the tracking function may not lead to meaningful interventions.

Interviews noted that a tracking function is useful as an indicative
measure to inform discussions around how real economy policies for
specific sectors could be improved in order to stimulate investment
that supports clear overarching objectives for different sectors. For
example, it was discussed that tracking financial flows alongside targets
for amounts of gigawatt (GW) capacity of renewable energy built or
number of EV chargepoints delivered could lead to useful discussions
around investment barriers and potential policy changes.

Communication and partnership

A clear takeaway from our interviews is that the market wishes to work
closely with the public sector to co-design solutions to investment barriers.
There needs to be a feedback loop to ensure policies are effective in
mobilising capital towards important sectors for net zero. Attempts to do this
thus far have lacked transparency, consistency, and a focus on outcomes.

Interviewees mentioned the Transition Plan Taskforce (TPT) and Green
Technical Advisory Group (GTAG) as examples of cross-sector coalitions that
were working towards set goals, with transparency in their advice, to
develop important regulation. TPT and GTAG were praised for having a clear
direction and overarching goal, set by government, and their balanced
membership, providing independent advice to government.

More relevant to this paper’s focus on mobilising capital to support
industrial policy, the Low Carbon Finance Group was cited as an example of
industry and policymakers working together to mobilise capital into a
specific industry. Recent specific government-convened groups have
struggled. The Energy Efficiency Taskforce was cited as a good example in
terms of its governance and setup, with a good mix of participants,
convened by government and with transparency on members and minutes.
However, it was disbanded before it could publish any outputs (UK
Government, 2023f).

Remit is also important. The Net Zero Council is looking to develop
transition plans for whole sectors, and has now completed several,
including steel, cement and hospitality. A key next step is to operationalise
these plans - combining policy, with industry commitments and finance
made available. Identifying business change and estimating the capital
required to achieve this is the easier part to deliver, but ensuring progress
is being made is more difficult.
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To address this, the City of London Corporation has recommended the
development of a UK FPS (Financial and Professional Services Sector)
Partnership Council, “a strategic partnership between government, industry
and regulators” (City of London Corporation, 2023). Their proposed council
would not only set out a strategy, but monitor progress against it, citing
Singapore (Monetary Authority of Singapore, 2023) and EU (European Union,
2023) approaches to monitor and report progress on sustainable finance
strategies.

Interviewees noted that increased collaboration also means difficult
decisions can be made more effectively. Citing recent changes to EV policy,
interviewees commented that a platform for regular, dialogue would have
meant government could have explained its rationale for changes, seek
feedback, and if necessary allowed industry to adapt. In the absence of
partnership, course correction is difficult.

Public investment

The government has successfully deployed public funding to lower the
costs (risk) of purchasing (investing) in green markets, for example the
recent Green Industries Growth Accelerator (UK Government, 2023g). The
challenge is partly rhetorical. Government claims it is market led, and will
not go toe-to-toe with public investment for example in America
(Honeycombe-Foster, 2023).

Here we look at two major policies from the UK Government, the UK
Infrastructure Bank and the Green Gilt Programme.

Public sector banking - the UKIB

The UK Infrastructure Bank (UKIB) is a public investment bank dedicated to
supporting net zero and levelling up through infrastructure investment. Its
strategic plan sets out its aim to crowd-in private capital and generate a
positive financial return, whilst supporting green infrastructure (UK
Infrastructure Bank, 2022a). The UKIB has an important role to play in the
transition. However, for the UKIB to play a fuller role in catalysing green
lending and investment it requires an evolution of its mandate (Alvis &
Murphy 2022).

UKIB publishes an annual report detailing its progress, with its performance
against its investment principles. This includes that an investment “is
expected to crowd-in significant private capital.” The latest report showed the
progress UKIB made on this important investment principle in its second year
relative to its first — a positive sign on the bank’s progress on mobilising
private capital into various crucial sectors (UK Infrastructure Bank, 2023b).

A state-owned investment bank continues to be a crucial institution.
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Figure 2.4: UKIB investment summary 2022-23

2022-23 2021-22

The Bank's The Bank's
Commitments Commitments
£1,105m £310m

Private Finance
Mobalised
£270m

Private Finance
Mobalised
£7,850m

Source: UKIB Annual Report and Accounts 2022-23

However, interviewees were keen to see UKIB crowd in more private capital.
This would require a re-evaluation of the bank’s risk appetite.

An investor’s target return is linked to its risk appetite. As we show above,
many of the green sectors in need of capital are nascent and therefore carry
a higher risk premium. However, UKIB is currently constrained by a portfolio
level return on equity target of 2.5-4.0 per cent, set by HM Treasury (UK
Infrastructure Bank, 2022a). Although it can provide lower cost of capital
than private sector firms, interviewees suggested its combination of a
lower-risk appetite and commercial strategy means it may risk crowding out
rather than crowding in private investment. Some higher-risk sectors, most
in need of catalytic support, may not be feasible investments currently.

Interviewees had comments on other ways UKIB could be further

empowered to achieve greater impact:

« UKIB having an extended or altered remit, enabling it to make riskier
investments.

+ Increasing capitalisation was stressed as important

+ A potential separate fund, working at an earlier investment stage than
UKIB, was also raised. This could be inside UKIB or separate. IPPR has
previously recommended the creation of a National Investment Fund
(NIF) to operate alongside UKIB and other state investment banks
(Gasperin S and Dibb G, 2023).
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Green gilt programme

Green bonds are debt instruments issued to raise finance to invest in
‘green’ projects. Globally green bonds are growing, last year was the first
year that green bonds raised more than oil and gas financing, though oil
and gas firms are currently cash rich (Quinson, 2022).

Gilts are bonds issued by the UK government. The UK government has
successfully used green gilts to finance capital investment since 2021. The
UK’s first green gilt was 12 times oversubscribed (UK Government, 2021b).
This means that, had the government planned to borrow more at that time,
that up to £72 billon may have been available to invest in the green gilts
programme which could have gone to public investment in the transition.
Increased borrowing will be subject to the incumbent government’s fiscal
rules, but this level of enthusiasm for the issuance is positive.

The first green gilt issuance also priced lower than other government gilts,
leading to an implied saving of £28 million to HM Treasury (HMT) versus
issuing a comparable traditional gilt (Financial Times, 2022a). This should
not always be expected with green gilts, and the associated premium
should narrow as they become a regular occurrence.

The government borrowed £16 billion via green gilts in FY 2021/22, £9.9bn in
FY 2022/23 and plans to borrow £10bn in FY 2023-24. Details of how the
government spent the money raised via the green gilts is published in the
annual Allocation and Impact Report (UK Government, 2023b).

Plans to seed a state-backed investment vehicle and to increase
government spending on net zero could be done via the existing green gilt
programme. Currently 50 per cent of the expenditure is earmarked for new
green spend, and 50 per cent for expenditure that occurred in the 12
months prior (UK Government, 2021c). Government could change this to 100
per cent alignment to current and future expenditure. A future government
could also plan to borrow more on an annual basis via green gilts.
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Understanding different pools of private capital

For a government looking to be a more active investor in the transition,
understanding when different pools of capital in the City would look to invest
is important. This will support the state in targeting priority sectors that are
particularly lacking. Figure 2.5 summarises different pools of capital that
invest equity at different stages in the maturity of an infrastructure sector.

Debt is crucial too. Debt investors are more risk averse, and will require
certainty on cashflow to invest in emerging infrastructure, and hence expect
lower returns. Government can support through creating revenue streams
(like with CfDs) or through lowering the cost of debt (through guarantees).
Interviewees noted that it is more difficult to get debt into earlier stage
technologies and infrastructure, but that cheaper debt is a crucial part of
reducing the cost of capital. The growth of the UK’s offshore wind market
provides a good example of how this can support growth of a new asset
class (Kingsbury, 2017).

If the state is seeking to mobilise private capital through co-investment,
understanding the different pools of capital is particularly important. Such
a vehicle may, for example, co-invest with firms delivering infrastructure
during the construction phase of an asset, then, once operating, the state
could sell its stake to a pension fund. Selling the asset will mean the
taxpayer receives a return, commensurate to the risk taken on, and enable
the fund to recycle the public capital, reinvesting it into catalysing the next
priority sector.

Successfully exiting an investment would show future private equity funds
the sector is a viable investment at construction stage, enabling the market
to expand construction, without government needing to provide ongoing
public money. This would move the sector to the right in Figure 2.2.
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Figure 2.5: Illustrative investor landscape
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Case Study: Green investment bank offshore wind fund

Pension funds now regularly invest in offshore wind assets. This is because
the long-term contracted asset provides the stable cashflow that pension
funds require to meet their fiduciary duty.

As in any maturing sector, this was not always the case. In 2014, pension
funds investing in UK offshore wind was a relatively new concept. The UK-
government owned Green Investment Bank (GIB) stepped in and, instead of
investing its own public capital, it raised a fund, meaning the GIB would be
managing private capital for the first time.

At first financial close, GIB Offshore Wind (OSW) Fund had raised $436
million of capital from UK pension funds and a sovereign wealth fund
(Green Investment Group, 2015). Two operating assets were immediately
transferred into the fund from GIB, Rhyl Flats (90 MW) and Sheringham
Shoal (317 MW), selling equity stake respectively into the GIB OSW fund.

This proved the case for UK pension funds to invest into UK offshore wind,
and pension funds now see offshore wind as a safe investment (Schroders,
2022). The final investment the fund made was a 44 per cent equity stake in
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Lincs offshore wind farm (270 MW), bought from the private sector -
Centrica and Siemens Project Ventures. At this stage, the investors
included five UK local authority pension funds, manging the pensions
of 700,000 UK citizens.

The state played a crucial role in catalysing the ability for long-term
investors to invest in the offshore wind sector - first investing equity
via the GIB, then managing the pension fund capital and selling the
public stakes into this new fund. This allowed GIB to recycle its capital
to invest into development of more new assets.

Financial regulators

UK regulation has predominantly focussed on mitigating risk, rather than
driving particular outcomes or ‘good’. Yet, compared to other jurisdictions,
the UK has an expansive view of climate risk, considering a broad range of
impacts relevant and material. That has allowed for some significant
progress from regulators in addressing climate change.

Regulation applies both to the financial sector directly and to the real
economy which it is financing. That means investors must be aware and
understand both. There was general consensus that the green finance
regulations set out by the government in the Green Finance Strategy are
good, but Table 2.2 covered the delays in their implementation. However,
when these regulations are implemented, are regulators adequately
resourced and collaborating enough to support their successful
implementation and evolution?

State of the current regulators
The regulation of finance and green finance is spread across many actors.
Below we focus on the Financial Conduct Authority, because of its centrality
to regulation and how its challenges are emblematic of the others.
The Bank of England is responsible for the monetary and financial
stability. It oversees climate as a systemic financial risk, including
performing climate stress tests and assessing if capability gaps exist in
PRA-regulated firms. The Prudential Regulation Authority (PRA), a part of
the bank, connects systemic risk to the financial soundness of firms —
this includes specific financial industries like insurance.
The Financial Conduct Authority oversees the conduct of financial
markets and firms. It oversees individual firm disclosures. As well as its
core regulatory objectives, the FCA has a subsidiary goal to develop
policy ‘with regard to’ net zero.
The Pensions Regulator protects workplace pensions to ensure members
receive their expected benefits. They look at how pensions trustees
should manage climate risk, disclose and support climate investment.
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Corporate governance is overseen by the Financial Reporting Council
(FRC) including reporting, audit and actuary. They support best practice
in climate risk reporting and governance. The FRC also manages the UK
Stewardship Code, a voluntary code with a focus on ESG, that asset
owners, asset managers and service providers can become signatories to.
HMG will establish the Audit, Reporting and Governance Authority (ARGA)
as the successor to the FRC. HMG intends to give ARGA statutory footing
to operate on an independent basis.

Financial regulators are also supported by the Environment Agency, the
UK'’s environmental regulator, who work directly on climate and nature
risk in the real economy.

While government sets the framework and laws which regulators operate in,
the regulators are independent in how they develop, implement and oversee
policy. This can mean regulators having multiple competing duties. The FCA
has three regulatory objectives, consumer protection, financial integrity and
effective competition. There is also a secondary objective recently added by
the government to promote UK international competitiveness, and a further
layer down a request to ‘have regard to’ net zero.

Differing duties imply trade-offs. Since Brexit, financial regulators have
inherited new responsibilities and broader remits including climate
disclosures, stretching resources (Fotherby, 2023). Interviews highlighted the
FCA’s strength in policy development, but also the need for more resources
for the FCA to play a greater role in oversight and enforcement. One
interviewee flagged that the US Securities and Exchange Commission in
America has issued prominent greenwashing fines to big players like
Deutsche Bank and Goldman Sachs (U.S. SEC, 2023; U.S. SEC, 2022); , while
the FCA has not yet issued any. However, this should be balanced against
the FCA’s intended process, which is often more pragmatic, and aimed at
resolving problems before they reach this stage. The FCA has been clear
that they did not want to impose fines straight away (Financial News, 2022).

The FCA's recent guidance on sustainability disclosures and labels, in
response to investor concerns that green terms were not well understood or
always genuine, were received positively by the market. This relates
specifically to the labels firms can apply to ‘green’ products, to avoid
greenwashing and improve clarity (Financial Conduct Authority, 2023).

The EU’s comparable regulation to achieve this was criticised for blurring
the lines between labels and disclosures, leading to the European
Commission recently consulting on updating their regime to potentially
mirror the FCA’'s well-received approach on areas such as labels and naming
and marketing rules (KPMG, 2023). This shows the leadership position that
the UK can continue to take on these emerging regulations, even when a
follower rather than the first to implement a new regulation.
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Many consider the FCA a global leader in this area, and the regulator is
putting significant resource into leading international work (I0SCO/ISSB) on
sustainability standards. Interviewees agreed that the ISSB standards (IFRS
sustainability standards) are important for international interoperability
and could deliver a strong international baseline for reporting if endorsed
on a consistent basis globally, giving investors consistent and comparable
information for their investment decisions.

Interviews mentioned two emerging issues may face the FCA when it comes
to green finance. The first is the connection of financial services which they
oversee, to the real economy, which they do not have direct remit to
oversee. The second is that a principles-based approach to regulation runs
into difficulties with some green finance policies that can be more related
to standardisation.

This is one of the reasons IPPR has previously suggested the regulation of
climate transition plans should sit in a new regulator, or branch of government.
(Alvis et al, 2023a) A different approach, but with the same goal could be to
give more powers to the FRC/ARGA to do the same, as GTAG recommended
as one option for the future institutional home of the UK Green Taxonomy
(GTAG, 2023a).

Discussions around ESG regulations have become increasingly political and
while independent regulators support government policy, this should not
remove the state’s responsibility and oversight when it comes to tackling
climate change as a wider issue. Too much responsibility being given to the
regulators can remove valuable data and information from government,
such as decarbonisation finance barriers, that underpin industrial strategy.

Pensions industry
Occupational pensions schemes hold significant assets. The government
has made progress regulating the sector to improve climate change
governance, through the 2021 Pensions Act. This for example requires
the publication of climate-related financial risk, and a statement of how
schemes are addressing that risk (UK Government, 2021f). This provides
a strong basis for regulating other financial institutions.

Both political parties are now recognising the potential value that the
pensions industry could bring to infrastructure investment and
supporting businesses to grow more broadly. This includes the
Mansion House reforms, where the chancellor announced reforms
that aim to unlock an additional £75 billion for high growth businesses
from pension schemes, by increasing the allocation in default funds to
unlisted equities to 5 per cent by 2030 (UK Government, 2023c).
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The government has promised to consult on scheme consolidation or
coordination to allow smaller schemes to invest in high-growth areas
like green tech; is launching new growth funds for pension funds to
access; and has updated guidance for example to the Local
Government Pension Scheme on allocation to private equity
investments (UK Government, 2023d). Similar recommendations were
made in Labour’s ‘Start-up, Scale-up’ review (Labour Party, 2022). Such
efforts have success elsewhere for example IFM investors — a
collective investment vehicle owned by 17 Australian pension funds.
This could build on for example the experience of local authority
pensions in a de-risked offshore wind sector.

Blended finance

Blended finance has traditionally been interpreted as a tool to support
developing economies, but it is also relevant to the UK. Blended finance
involves many different types of investments. The government’s Green
Finance Strategy defines it as “a catch-all term that covers financial
products or structures that combine different funding sources aimed at
lowering the risk profile of specific companies or projects and ultimately
attracting private capital” (HM Treasury, 2023). The UKIB is a prominent
example. Some of the conclusions in this paper, with public-private
collaboration to scale investment, fit the definition of 'blended finance'.

A recent report from the LSE Grantham Institute set out a comprehensive,

non-exhaustive list of public instruments and policy tools that can be used
to catalyse private investment in blended finance models (Gordon, 2023).
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Table 2.3: Catalytic instruments and policy tools that can be used in

blended finance structures

I e

Grants - Repayable and non-
repayable grants

Unfunded - Guarantees
instruments/ - Insurance
contingent - First-loss facilities
liabilities

Anchor investment - Pari passu [equal

footing] equity or debt in
sponsored funds and co-

investment structures

Concessional - Subordinated debt
return funded - Subordinated equity
structures and

securities

- Securitisation

Results-based - Outcomes contracts
incentives - Outcomes funds
- Development impact
bonds

Policy instruments - Tax credits
- Subsidies
- Risk reduction
mechanisms eg. price
floors

Partnerships - Syndication
- Co-creation
- Co-management

Source: (Gordon, 2023)

Capital that is paid without any expected
repayment or compensation

Instruments to protect/compensate
commercial investors for risk or loss

Initial investment in a start-up, often to
serve as a quality indicator to other,

often more risk-averse, investors, or those
less familiar with the potential
investment(s)

Subordinated or junior capital protects
senior investors by taking a lower ranking
and hence prior losses on the value of the
security

The process of transforming a pool of
illiquid assets into tradable financial
instruments either on a ‘true sale’ or
‘synthetic’ basis

Offer investors incentives to achieve the
desired outcomes or results, tying at least
a portion of payments to achievement

Incentives funded by government to offset
market failures - either through direct
payments or reductions in cost/tax rebates

Typically, partnerships formed between
MDBs/DFIs and commercial investors
where the latter can benefit

from the former’s market knowledge,
sourcing capabilities, or even their
preferred creditor status
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There is broad support to improve blended finance use and understanding.
The Environmental Audit Committee recently recommended that that
“Government should set out in one document all its different blended
finance models, cross-checking them against its various sector roadmaps
both to ensure that solutions are targeted towards the investment gaps that
need to be filled, and also to ensure that institutions such as UKIB are
supporting the right projects with appropriate levels of investment.”
(Environmental Audit Committee, 2023).

Increasing effectiveness of public finance: guarantees over grants
Different types of blended finance can achieve considerably different
leverage ratios of public to private capital. For example, interviews
highlighted that repurposing public money set aside for grants, to be used
as targeted debt guarantees, could improve the leverage ratio.

A state guarantee only 'costs’ the exchequer if a loan defaults. Default rates
on loans, particularly infrastructure loans, are historically very low. Moody'’s
provide an in-depth analysis of infrastructure loans across the world,
demonstrating that the loan loss rate over a 20 year period is only around
1% in Western Europe (Kelhoffer, 2021). If this loss rate was experienced on
loans made to green infrastructure developers, private investment from
pension and insurance sectors could be crowded in by public finance at
multiples that significantly exceed those seen under the current grant approach.

This would be a more effective use of public money. Several examples were
provided, mainly focussing on encouraging lenders to provide debt to a
sector that is struggling to access it due to a perceived risk, such as the lack
of past performance data, making the more risk-averse debt investors
apprehensive about lending.

An example is EV charging infrastructure. To date, local authorities (LAs)
have heavily relied on public capital, provided either as direct government
grants and/or loans from the Public Works Loans Board. The On-street
Residential Charging Scheme (ORCS) has been the main form of grant
available for LAs. ORCS originally provided up to a maximum of 75 per cent
of project capital costs (falling to 60 per cent and now 50 per cent). LAs
receiving ORCS funding have rarely used less than the maximum grant budget.

To encourage loans being made available to chargepoint operators instead,
the grant money that is currently deployed could be repurposed to instead
support guarantees provided by government (which can be scaled back
when the market is more mature). The expected loan loss rate would not
only reduce the upfront cost but would also result in a significant saving to
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the taxpayer over the life of the infrastructure assets - which could catalyse
an efficient debt market to continue the roll out of EV charging
infrastructure across the UK.

Shifting focus of public finance also provides other opportunities. Grants sit
on the 'production’ side of IPPR’s industrial policy framework. By using a
guarantee and saving public money, grants could instead support
consumers to, for example, purchase electric vehicles to use the
chargepoints, hence sitting on the “purchasing” side of the framework.

This gives a more efficient approach to scaling up charging infrastructure in
the UK. Similar approaches were described in other sectors and
technologies, with specific nuances, as they move to the right on figure 2.2,
away from being grant dependent.

This could be achieved through existing schemes. The existing UK
Guarantees Scheme is managed by the UK Infrastructure Bank (UKIB). A
survey of financial services firms, asking whether respondents were using
the scheme, showed that this could be more widely accessed and
understood. 86 per cent of respondents had heard of the scheme, but only
10 per cent had used it at the time (Hamilton, 2023).
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Case study: Utilisation linked finance

Other innovative finance solutions to de-risk investment into charging
infrastructure are also being developed, such as Utilisation Linked
Finance (ULF), which solves for short-term demand concerns, and can
also further reduce the reliance of this area on government grants
(GFI, 2024).

Traditional financing structures that have been used to date in the EV
charging infrastructure roll out have often resulted in installations of
chargepoints following short term commercial returns in areas of high
EV density, where demand already exists. This is driving a disparity in
the speed of installation, leading to gaps in infrastructure. Key areas
that risk being left behind are those that do not currently have high
EV density, but need the infrastructure in order to transition. This
includes rural areas and locations subject to seasonal fluctuations in
visitor numbers. Failure to cater for future demand in these areas risks
an unjust and delayed transition.

A key challenge to deploying charging infrastructure is utilisation risk.
In particular, investors and installers have identified uncertainty of
short to medium term utilisation rates, driven by lack driven by lack of
historic and forecasted data, as being a key barrier to installation in
areas where traffic flows are less predictable.

ULF is an innovative financial solution that can de-risk investment in
charging infrastructure in these identified areas, either through a loan
or through asset finance. ULF can be structured so that payments are
linked to the usage of the chargepoint, therefore, payment only
commences once the chargepoints are revenue generating. The
payments increase as utilisation grows allowing installers to build
ahead of demand.

With a pilot ULF underway in EV charging infrastructure, the structure
could be used to unlock investment for equipment in other sectors
pivotal for the net zero transition in the future.
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3. Action — What to do next

The main themes that emerged from our research, showing what is holding
the City back from investing were:

Long-term strategy. Without the long-term clarity for future growth or
potential for returns, and investable transition plans, investors will not
invest. The chopping and changing of previously-clear policy pathways
has damaged investor confidence.

Catalytic public finance. Regulation alone is insufficient to mobilise the
level of captial required to meet the net zero challenge, yet is the core
focus of government’s efforts currently. Industrial policy should draw on
a broad range of tools to meet the specific nature of the challenge, in
this case emissions reductions, including mobilising appropriate private
capital into priority sectors through blended finance solutions.
Sector-specific policy interventions. Financial sector regulation is
outpacing action in the real economy sectors, leaving private sector firms
unable to take concrete steps beyond disclosure. More focus must also
be given to solving sector-specific policy and regulatory barriers.
Partnership and monitoring progress. The private sector is trying to
manage increasing expectations, but with little government support or
guidance, and no function to track investor confidence and growth of
markets in a constructive way.

For the City to support industrial strategy, all stakeholders must recognise
that there needs to be a greater balance of responsibilities between the
state and the private sector, but crucially that this should drive greater
ambition ie, additional behaviour to what the private sector was doing
before (Mazzucato and Rodrik, 2023).

Our recommendations for how the City fit into an industrial policy approach
are therefore:

1.

The government and the financial sector need to work from the same
page, with greater shared understanding and collaboration.

Government investment needs to catalyse green markets to crowd-in
private finance. This means creating risk-sharing opportunities with the
private sector, as it did for offshore wind, including through the
government investing directly itself in priority sectors, when appropriate.

. This should go in lockstep with the increased contribution and ambition

expected from financial institutions through green finance regulation
and, arguably more importantly for capital mobilisation, addressing
sector-specific financial barriers in the real economy to create the
opportunity.

This will then also provide the opportunity to drive international
interoperability and progress.
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3.1 Recommendations: Understanding and collaboration

To accurately monitor green investment levels, investor confidence and the
impact of policies to stimulate investment, the government must prioritise

setting up sector-based stakeholder councils. These councils must have the
ability to support policy changes, co-create and operationalise solutions.

1. Publish an industrial strategy identifying priority sectors: the
cornerstone of catalysing investment is long-term clarity and clear plans
for priority sectors. This should be set out in an industrial strategy,
highlighting the main sectors for public-private collaboration to mobilise
capital at scale and pace.

2. Sectoral pathways underpinning investment plans: the work to develop
sector transition pathways must be completed, to show the real economy
outcomes the investment will be supporting. This must necessarily be
done on a sector-by-sector basis, identifying the needs of each area as
per Figure 2.3. These pathways will include estimates on financing needs
and inform an investment flows tracking function.

3. Establish sectoral stakeholder councils: the government must
understand and streamline its coordinating function to deliver the
sectoral pathways and accompanying investment plans. The Net Zero
Council could incept these councils for those sectors that require public-
private collaboration. These should function with the following core
principles:

a. Government-set targets: government sets the overarching steer for
each priority sector group, eg. for energy, this could be net zero grid
by 2035 (Conservative Party policy) or 2030 (Labour Party policy). This
could be linked to CCC Carbon Budgets.

b. Transparency: minutes, members and outputs from the groups must
be published.

¢. Ongoing information sharing: once pathways are completed, the
groups should continue to meet, using the tracking function to
identify where policies are not having the desired effect. This could
serve a similar role as the Low Carbon Finance Group did for renewable
energy, but with a clear government mandate for each sector.

d. Balanced membership: membership should comprise relevant
practitioners in the financial services industry, entrepreneurs and
industry experts, alongside trade unions and workers, who are crucial
to the social partnership approach to industrial strategy, and
policymakers who can act on recommendations with urgency.
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4. Tracking financial flows to inform policy making: important for
monitoring progress is the ability to track financial flows. This should be
coordinated by HM Treasury. Flows should have three figures reported
per sector each year: CCC estimated investment target/government
intended investment target; cumulative financial commitments from
public and private actors (including, but not limited to, transition plans
by the private sector, and relevant lines in government budgets); and
actual disclosed backward-looking investment figure. This data would be
presented to sectoral stakeholder councils alongside contextual
information on non-financial objectives. The purpose of tracking is not
to meet the estimated target, but to understand why public finance and
policy is mobilising more or less finance than expected.

5. Begin Tracking Immediately: the UK Government should build on its
previous commitment to track green financial flows by tracking public
investment into green industry through already established government
green finance initiatives, such as the UK Green Gilt Programme, UK
Infrastructure Bank and assigned government grant pots. Any private co-
investment alongside this should also be immediately tracked.’

6. Full transparency on progress: annual financial flows data must be
published and publicised, alongside the actions taken following
discussions with sectoral stakeholder councils. This will enable scrutiny
by independent bodies, such as the CCC, empower government-
supported bodies such as the Green Finance Institute and UK
Infrastructure Bank to develop solutions, and for the wider market to
engage. This must be easy to find and regularly updated (we recommend
annually in the first instance).

3.2 Recommendations: Catalyse green markets
Even with the clarity that an industrial strategy will provide, catalytic state
investment is necessary to scale investment at pace.

The sectoral stakeholder councils are intended to identify financing needs,
and reach agreement between the public and private sectors over what is
required. The next stage from this is to identify the type of financing
mechanism, whether that is public, private, debt or equity, and the
appropriate combination. However, the current main vehicles are not
adequately equipped to make the investments required to establish new
green markets at pace.

> The UK Green Taxonomy and Sustainability Disclosure Requirements are expected to require certain
institutions to disclose their revenues, capex, loan book and portfolios against the UK Green
Taxonomy. This is anticipated to be segregated by sector and activity — which may enable more
granular tracking of the success of government policy to mobilise capital to certain areas, when used
alongside Sectoral Pathways and targets. Once the Green Taxonomy and SDR are operational, they may
be able to be used to track financial flows more accurately.
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IPPR has previously recommended the formation of a National Investment
Fund (NIF) (Gasperin S and Dibb G, 2023) to take a risk-appropriate
approach to financing. Here, we set out recommendations for principles
that such a publicly backed investment vehicle should be underpinned by:
1. Be focused on a private capital mobilisation ratio, not a returns target.
Focusing overtly on financial returns can mean public sector
organisations become protective of balance sheets and don’t take
enough risk. A leverage ratio target across the NIF would ensure a focus
on catalytic interventions that only the state can provide. Crucially this
should be an average allowing the NIF to operate across different markets
if needed. Home insulation for example is likely to have a lower ratio of
1:1, whereas surface transport is likely 1:8 (Cambridge Econometrics, 2021).

2. Recycle capital as sectors adequately mature. The NIF by mandate
should be aiming to step in to support market growth where the private
sector is not investing currently, with targeted investment. It should be
aiming to do something additional to the private sector rather than just
aiming to replicate a private finance function with public funds. By co-
investing equity and selling the asset to long-term patient capital once
operational, the taxpayer earns a return on its investment and helps de-
risk the asset class going forward, as was the case for offshore wind. This
then frees up the NIF to re-invest in the next growth sector, catalysing
further growth.

3. Identify and regularly review priority sectors. Industrial strategy should
have identified priority sectors, which will inform the initial investment
remit for the NIF. This must be reviewed on an ongoing basis to ensure
the market has not sufficiently matured such that involvement is
crowding out private capital. We initially recommend a review of a sector
5-years after NIF's first investment.

This approach to state-backed equity co-investment referenced above must
work alongside other crucial ways to build green markets and mobilise
other forms of finance:

4. Repurpose grant money for more productive state support, reusing
money earmarked for grants to instead provide loan guarantees,
reducing the cost of borrowing. This assessment will be possible by
working with sectoral stakeholder councils to discuss appropriate state
support for different technologies and infrastructure investments.

5. Support organisations to better access existing schemes. The government
must work with the private sector and update schemes if required, such
as the UK Guarantee Scheme, to ensure they are accessible by the range
of company sizes working in diverse sectors required for the transition.

6. Learn from international examples. Potential models include the Loans
Programme Office (LPO) in the US Department of Energy and the Clean
Energy Finance Corporation (CEFC) in Australia. The LPO explicitly
supports technologies that have yet to find a commercial market, both
with financing, non-financial support for business development and
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ongoing technical and project management advice. The CEFC is broader,
resembling the UK Green Investment Bank. Although an independent bank
with a clear investment mandate, directive funding from the Albanese
government have been directed to specific challenges in scaling green
tech, most notably recently through the ‘Rewiring the Nation’ programme
to bolster electricity grids in each of Australia’s states. (Department of the
Chief Minister, 2024).

3.3 Recommendations: Deliver wider policy and regulatory

environment

Regulation will struggle to facilitate finance and shift its flow towards green
alone, but it can play a supportive role in aligning incentives and reflecting
priorities in the real economy.

This report has stressed the need for public-private socialisation to identify
the barriers to financing the real economy. However, throughout the
research it became clear there were obvious and immediate barriers
government can address to begin the process.

1. Co-create solutions to sector-specific barriers. Barriers are most evident
in the sectors trying to grow rapidly, for example home heating and
electric vehicles. The stakeholder councils should work together to
create solutions to these barriers. Initial ones identified in our interviews
and research include:

Buildings: Accelerating reform of Energy Performance Certificates
(EPCs), to enable more accurate representation of benefits from
energy efficiency measures. Readjusting the balance of policy levies
from electricity to gas will also support an increase in demand, which
simply having finance ready to invest will not solve itself, as will
Minimum Energy Efficiency Standards. Other regulatory issues, such as
legacy issues with Section 56 and 75 of the Consumer Credit Act, have
made lenders nervous to provide finance for green home improvements.
Transport: For EVs, grid connections for EV charging, as well as
planning and highways regulations, and discrepancy between the
powers that local authorities have. This all adds to uncertainty and
therefore dissuades investment and has further knock-on effects, for
example people cannot benefit from charging at home, which typically
is cheaper than using public charge points.

2. Deliver the Green Finance Strategy: The 2023 Green Finance Strategy
outlines the tools and policies required to support the greening of the
UK financial sector. However, many crucial aspects have been delayed.
The Government must commit to a timeline for delivery of these policies
and implement this as soon as possible.
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3. Level the playing field: Having been born out of private sector voluntary
initiatives, regulation currently only applies to some financial
institutions. Non-listed firms for example are not covered by climate
related regulation. Voluntary initiatives do exist, for example the British
Private Equity and Venture Capital Association (BCVA) helped set up the
Private Equity Reporting Group (PERG), which seeks to hold members to
similar standards. The lack of formal regulation, however, could still risk
providing an incentive to ‘take-private’ and avoid regulation, and
therefore for consistency government should consider widening the
applicability of the policies set out in the Green Finance Strategy.

Our interviews gave no clear rationale for additional duties for current
financial regulators. As discussed, existing duties are already numerous, and
potentially in competition. Government has a role in helping regulators
prioritise their duties, and the government may wish to revise and
consolidate plans. However, the main concerns that emerged from our
research were of potential resourcing constraints, if regulators are
continued to be given wider responsibilities, and of coordination between
financial and environmental regulators.

Financial sector regulators are already starting to collaborate. However,
there is a role for government to formalise regulatory collaboration and
connect financial sector regulators with regulation of the real economy. The
TPT provides a model for this, as does the Climate Finance Risk Forum,
jointly led by the FCA and PRA. Internationally, there are further examples
such as the Network for Greening the Financial System and President
Biden’s recently executive action in the US. (The White House, 2021). This
latter example involves the Secretary of the Treasury, alongside the Chair of
the Financial Stability Oversight Council convening relevant financial
regulators to ensure both efficient sharing of financial risk but also
coordinate current and required actions to tackle it.

UK regulators have independently begun working together and sharing
information and produced joint papers on climate action. This can be
empowered by resourcing and coordination from central government.

3.4 International opportunities

The City is the world’s leading green finance centre. Implementing the
recommendations set out above will consolidate the UK’s position,
especially as other countries seek to become more sustainable. However,
other countries efforts will also create opportunities for the UK. Others will
look to learn from the UK on implementing policies and regulation - as
seen by the European Commission recently consulting on whether — as one
of several options - to potentially recast the Sustainable Financial
Disclosure Regime rules to align to the FCA's approach to labelling.
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Developing nations will not have the same level of resources as the UK to
act and will require support. This need for both developed nations with
strong financial centres and developing nations to align with emerging
policies will provide an opportunity for UK soft power to support other
nations. Catalysing new green markets will also open up investment
opportunities both for the UK to attract Foreign Direct Investment into
emerging clean industries in the UK, and for UK-based financial institutions
to provide financing to developing nations. The UK used COP26 as a good
platform for some of its key sustainable finance announcements, such as
the TPT, and future COPs could do similar — alongside other international
meetings. Below we include three specific ways the UK can leverage its
position to support international progress.

1. Promote regulatory international interoperability: With a proliferation of
green finance regulation globally, and given combination of the UK's
progress on green finance and the influence of the City, the UK has an
opportunity to build a usable toolbox that can be used to support
countries across the world, so the negative impacts of fragmentation are
not felt across jurisdictions. GTAG set out the risks from lack of
interoperability for the UK Green Taxonomy (GTAG, 2023b) , and the same
applies for other tools. Promoting the work of the TPT presents a
particularly important opportunity.

2. Advocate regulatory toolbox at international fora: The UK has a seat at
the table at leading global fora, such as the International Platform on
Sustainable Finance (IPSF), G7, G20, Coalition of Finance Ministers for
Climate and International Organization of Securities Commissions
(10SCO). The UK should offer to support and lead international
interoperability efforts being coordinated by these groups, including, but
not limited to, the G20’s Sustainable Finance Working Group (which lists
international interoperability as a goal), the Common Ground Taxonomy
work via IPSF and the ISSB Working Group. This role will be undertaken
by different actors in different circumstances, including HMT, ministers
and the FCA, and efforts should be coordinated by a central team in HMT.

3. Develop additional institutional capability: UK organisations such as
British International Investment, the Private Infrastructure Development
Group (PIDG) and GuarantCo are playing an important role providing a
range of development finance interventions. These include direct private
equity investment, infrastructure debt and guarantees. To help these
organisations deploy more capital in more markets, there is an argument
for new sector focussed capability that works with both investors and
governments to develop more risk-sharing opportunities. These
institutions would analyse barriers to capital flow and works with
governments to develop solutions. As they develop viable sector pathways,
this will support scale across regions to increase the supply of capital
and lower friction costs for developing viable pipelines of projects.
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