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The investment community is showing an increasing
commitment to playing its part in reducing carbon
emissions, particularly by decarbonising investment
portfolios — aiming to limit the global temperature
rise to 1.5°C above pre-industrial levels by 2050.

‘Net zero’ portfolios have become a popular way to
think about achieving this, drawing on a number of
different approaches, including:

= outright exclusions,

= divestment,

= buying up green investments via Environmental,
Social & Governance (ESG) labelled bonds,

= focusing on investing in “best in class”, with
a developed markets bias.

Missing the bigger picture

All these strategies have their merits and limitations,

and clearly are not mutually exclusive in their application.
But, whether they are fit for purpose needs to be assessed
against the goal investors are seeking - real economy
outcomes - and not just portfolio level outcomes.

For instance, systematically excluding entire sectors or
countries will result in capital being directed to a narrow
set of geographies, industries, and companies, potentially
creating price bubbles in areas such as renewable energy
or issuers with the lowest current carbon footprint.

“Climate change is the defining issue of our
time and we are at a defining moment...
Without drastic action today, adapting to
impacts in the future will be more difficult
and costly.” united Nations

November 2022

Exclusion of those companies in high carbon intensity
industries, especially those with more complex transition
trajectories, means they will be starved of ESG-conscious
capital, increasingly narrowing their funding opportunities
to investors that are not focused on their carbon footprint.
Whilst the exclusion approach will result in low carbon
portfolios, it will not deliver actual reductions in emissions
in the real economy - perhaps to the contrary.

Companies with low emissions receiving excess financing
will feel less urgency to keep improving and companies/
industries screened out of portfolios could also have little
incentive to change if they, by default, cater increasingly
to an investor base less/not concerned with ESG.

Outright exclusion also denies capital to those issuers with
critical need who want to transition, and ignores the role
active stewardship can play in engaging with laggards.
Most importantly, this approach doesn’t comprehensively
tackle the problems the global economy is facing, particularly
in Emerging Markets (EM), such as poverty, low income,
and lack of access to financial and basic services. These
conditions make the global economy more vulnerable

to climate change and will need to be addressed for

a successful transition.

Failure to directly tackle the underlying causes of climate
change would most likely mean the 1.5°C goal will not

be met, and lead to potentially dire economic and
humanitarian consequences throughout the globe.




Emerging Markets: a key piece in the climate puzzle

Why investors should focus on EMs

Whilst EM economies are presently responsible for the
majority (63%) of current global greenhouse gas (GHG)
emissions’, this has not always been the case. Carbon
dioxide — one of the major greenhouse gases - can stay

in the atmosphere for up to 1000 years after it has been
emitted?. This suggests that GHG emissions from the
developed world’s industrial revolution are still contributing
to the excessive global warming we are seeing today.

To-date, the US has emitted more carbon dioxide than any
other country?, whilst large EM contributors today, such
as China or India have not been the largest contributors
historically. Yet EM countries, oftentimes those with some
of the lowest level of emissions to date, are the most
vulnerable to climate change effects, whilst also least able
to respond effectively to many of the resulting transition
and physical risks.

One analysis* estimated that EMs require around US$94
trillion of investments to meet net-zero targets by 2060
whilst continuing to grow and prosper. The United Nations
Conference on Trade and Development (UNCTAD) estimates
there is US$3.3-4.5 trillion funding gap in annual financing
needs of developing countries to meeting the UN Sustainable
Development Goals (SDGs) by 2030°. This is happening at a
time when vulnerable countries are already facing excessive
debt burdens and are effectively shut out of public markets,
given high and rising interest rate costs.

What is more, EM countries will account for most of the
increase in GHG emissions going forward, given population
growth and urbanisation trends. EM countries accounted
for 98% of global population growth and over 90% of new
middle-class households in this decade®. As a result, EM
countries will not only have to transition, but do so whilst
meeting the rising energy needs of fast growing, rapidly
urbanizing populations. This presents a huge challenge for
swift mobilisation of external capital, but also shows the
significant investment potential. The success or failure of
EMs will have a significant impact on the ability of the world
to reach net-zero emissions by 2050.
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Source: Global Carbon Atlas. Developed Markets: Germany, Japan, US;
Emerging Markets: China, India, Indonesia, Iran, Russia, Saudi Arabia, South
Korea


https://www.cgdev.org/media/developing-countries-are-responsible-63-percent-current-carbon-emissions
https://www.tomtom.com/blog/traffic-and-travel-information/how-covid-19-changed-the-way-we-move-in-2021/
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https://www.weforum.org/agenda/2022/06/3-actions-to-accelerate-emerging-market-climate-transition/

EM Transition finance gap

Costs  Offset Shortfall
Investment
(power)
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trillion Transition
finance gap:
Investment U SD94-8
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including industry,
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Source: Standard Chartered (Emerging economies need help to reach net-
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Looking ahead — we’re are all in it together

If EMs don’t effectively transition to net-zero and
meet their SDGs, the world cannot reduce emissions
sufficiently to limit the temperature increase to 1.5°C.

Luckily, significant challenges come with significant
opportunities for those who find solutions. There

is a great need for investments in infrastructure,
technological innovation, and social improvements

in areas such as education, healthcare, clean water,
clean energy, and affordable housing amongst others.
EMs are already a global clean energy growth engine.
However, these investments are concentrated mainly

in China and India - there is scope to broaden these out.

The world needs creative solutions to tackle these
problems before it is too late.

Attracting private capital: what investors
need to consider

A fundamental rethink of asset allocation in the context
of climate change mitigation and adaption is required.
Investors need to adopt a more forward-looking, inclusive
mind-set rather than investing only into clean, already
high ESG performing countries and companies.

Asset owners need to work in partnership with their
managers to actively drive change through thoughtful
analysis, stewardship practices and engagement. ESG-
labelled bond frameworks need to be revamped and
ideally have more of a standardised approach, so that
they are easy to implement for resource strapped issuers
and standards tightened so that investors are comfortable
investing into projects within “riskier” (high yield)
countries which face unique challenges such as still

high levels of corruption, weak institutional frameworks,
and volatile growth pathways.

For fund managers, it is about offering clients solutions
that meet their climate needs, and working with clients

to provide increased transparency and reporting on key
climate metrics and related data.

“A fundamental rethink of asset allocation
in the context of climate change mitigation
and adaption is required.”

We have identified several ways private capital can be
channelled into EM corporate and sovereign fixed income to
help address climate mitigation, support climate solutions
and promote just transition. These channels should not be
limited to investing only into issuers well advanced on their
climate journey, benefiting from progressive climate profile
and approach.


https://www.weforum.org/agenda/2022/04/emerging-developed-economies-net-zero-transition/
https://www.weforum.org/agenda/2022/04/emerging-developed-economies-net-zero-transition/

Increasing focus should be also on:

= Issuers transitioning towards lower carbon models
with the help of active engagement from investors;

= Issuers whose core economic activities are providing
solutions for a more sustainable future — including
issuers contributing to inclusive society, circular
economy, clean energy, health and wellbeing
and others;

= Impactful projects mainly via, but not limited to,
ESG labelled bonds, however with a discerning eye
on poor quality projects and opportunistic issuance,
with focus on the alignment with issuer’s ESG
strategy and performance.

This approach presents many challenges, not least
because full climate related data sets are not available
for EM issuers, but that shouldn’t discourage issuers or
investors. Diligent and proactive engagement can bridge
this information gap and help close it in the future.

With the window of opportunity closing to prevent

a disorderly low carbon transition, it is time to expand
mindsets and access the broad range of tools at our
disposal.

Emerging Markets are the missing piece in the climate
puzzle and the world cannot afford to leave them
behind.
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Portfolio Manager Perspectives

Our experts offer their perspectives on the latest developments in global credit and the state of the markets.

This document was prepared by BlueBay Asset Management LLP (BlueBay), which is authorized and regulated by the UK Financial Conduct
Authority (FCA) and is registered as an investment adviser with the US Securities and Exchange Commission (SEC), and as a commodity pool
operator and commodity trading advisor with the National Futures Association (NFA) as authorized by the US Commodity Futures Trading
Commission (CFTC).

In the United States, this document may also be provided by RBC Global Asset Management (U.S.) Inc. (“RBC GAM-US”), a SEC registered
investment adviser founded in 1983. RBC Global Asset Management (RBC GAM) is the asset management division of Royal Bank of Canada (RBC)
which includes BlueBay, RBC GAM-US and RBC Global Asset Management Inc., which are separate, but affiliated corporate entities. Copyright
2022 © BlueBay, is a wholly owned subsidiary of Royal Bank of Canada and BlueBay may be considered to be related and/or connected to Royal
Bank of Canada and its other affiliates. RBC GAM-US is a registered trademark of Royal Bank of Canada. BlueBay, registered office 77 Grosvenor
Street, London W1K 3JR, partnership registered in England and Wales number 0C370085. The term partner refers to a member of the LLP or

a BlueBay employee with equivalent standing. Details of members of the BlueBay Group and further important terms which this message is
subject to can be obtained at www.bluebay.com. All rights reserved. The registrations and memberships noted should not be interpreted as an
endorsement or approval of BlueBay by the respective licensing or registering authorities.

With respect to the investment performance presented, past performance is not indicative of future performance. Actual account performance
may or will vary from the performance shown because of differences in market conditions; client-imposed investment restrictions; the time of
client investments and withdrawals; tax considerations; economies of scale; portfolio turnover; the number, type, availability, and diversity of
securities that can be purchased at a given time; differences in the underlying currency of the assets in the account, and other factors. Client
assets managed using these strategies in separate accounts or different vehicles may be subject to restrictions, fees or expenses that are
materially different than those found in the non-US funds.

This document is confidential and, without BlueBay’s consent, may not be (i) copied, photocopied or duplicated in any form by any means or (ii)
distributed to any person that is not an employee, officer, director or authorized agent of the recipient.

Information herein is believed to be reliable but BlueBay does not warrant its completeness or accuracy. This document contains information
collected from independent third-party sources. For purposes of providing these materials to you, neither BlueBay nor any of its affiliates,
subsidiaries, directors, officers, or employees, has independently verified the accuracy or completeness of the third-party information
contained herein.

The information contained herein does not constitute investment, tax, accounting or legal advice. Recipients are strongly advised to make an
independent review with their own advisors and reach their own conclusions regarding the investment merits and risks, legal, credit, tax and
accounting aspects of all transactions. Any risk management processes discussed refer to efforts to monitor and manage risk but should not
be confused with and do not imply no or low risk. No chart, graph, or other figure provided should be used to determine which strategies to
implement or which securities to buy or sell.

RBC Global Asset Management (U.S.) Inc. %
Minneapolis | Boston | Chicago N
800.553.2143 | rbcgam.com RBCH


https://www.bluebay.com
https://institutional.rbcgam.com/en/us/insights/archive?type=archive&team=f5eee4af-9ad9-4d90-a4d2-876f02fc41c0

