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THE ROLE OF SOVEREIGN 
WEALTH FUNDS IN ENERGY

INTRODUCTION

Energy Industry Report

This research paper is part of a 12-month 
series published by The Al-Attiyah 
Foundation every year. Each in-depth 
research paper focuses on a prevalent 
energy topic that is of interest to The 
Foundation’s members and partners. The 
12 technical papers are distributed in hard 
copy to members, partners, and universities, 
as well as made available online to all 
Foundation members.

Sovereign Wealth Funds (SWFs) have a key role to play in 
the energy sector. Their investment decisions are of vital 
importance in determining the pace of the ongoing energy 
transition and mitigating climate change. Conversely, the 
changing energy landscape also presents a significant risk 
to their portfolio allocations. For countries whose SWFs 
are financed from natural resource earnings, particularly 
oil and gas production, diversification for a low-carbon 
future is an existential question.

How are sovereign wealth funds investing in the energy 
sector? How are they balancing investments between the 
hydrocarbons and renewable energy sector? And how can 
sovereign wealth funds adapt to future changes in the 
energy markets?
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• Sovereign wealth funds (SWFs) are large 
institutional investors with  
a fiduciary responsibility to their respective 
governments. The fiscal rule of SWFs 
determines their investment behaviour, and 
typically follows that of some combination 
of a stabilisation, savings, pension, and / or 
strategic investment fund.

• Depending on their investment strategy 
and asset allocation process, energy and 
utilities investment funds operated by 
SWFs can be classified by the “Norwegian”, 
“Endowment”, “Canadian”, or the 
“Collaborative” model.

• In the long-term, global SWFs will 
increasingly align with the global asset 
management industry as they continue 
to mature. Their increasing assets under 
management (AUM) will make it harder 
for them to make contrarian bets. Their 
alignment towards mainstream investment 
allocations could also support the ongoing 
energy transition.

• Norway-based NBIM and New Zealand-
based NZSF are leading the global 
movement among their peers to 
decarbonise their portfolios, with NBIM 
operating the largest decarbonisation 
strategy. Other SWFs such as Ithmar Capital 
and GIC are yet to announce an official 
decarbonisation strategy, but are slowly 
diversifying their energy and utilities 
portfolios with sustainable and green 
investments. 

• Despite a large capital allocation in the 
oil & gas industry, GCC-based SWFs such 
as ADIA and Mubadala, pushed by their 
regulators and climate pledges, are also 
diversifying their energy portfolios with 
renewable energy investments. 

• Hydrocarbon portfolios of SWFs are exposed 
to three diverse types of risks from climate 
change and the ongoing energy transition: 
physical, transition, and liability risk. 

• A secular reduction in global oil and gas 
prices and/or demand would reduce inflows 
to petroleum-based SWFs and would then 
lead to their likely drawdown and, possibly, 
ultimate liquidation.

• SWFs can capitalise on low-carbon 
investment opportunities by accounting 
for the costs of climate alignment in 
their investment strategies, leveraging 
partnerships with other institutional 
investors to bridge climate-relevant 
capability gaps, and adjusting their 
investment returns expectations. 
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INTRODUCTION

Sovereign Wealth Funds (SWF) are large 
institutional investors with a fiduciary 
responsibility to their respective governments 
and citizens. Their typically long-term 
investment strategy makes these funds an 
attractive source of financing in the energy and 
utilities sector. Their unique structure and well-
defined liabilities enable them to invest in less 
liquid and / or risker assets. 

Kuwait Investment Authority (KIA) was the 
world’s first natural resource-based SWF, 
established in 1953 to manage the country’s 
budgetary surplus from hydrocarbon revenues. 
In 1955, the Republic of Kiribati instituted the 
Revenue Equalization Reserve Fund (RERF). 
Similar to KIA, the RERF was capitalised with 
the Pacific island’s surplus earnings from 
natural resources, mainly phosphate mining.

The top 100 SWFs have total assets estimated 
at US$ 9,404bn (note that many do not report 
public or up-to-date figures). Of this, the top 
10 account for 72% and the top 20 for 90%. 
11 out of the top 20 are funded primarily by 
natural resource earnings, namely oil and gas 
in every case except that of Russia which also 
includes some hard minerals. Many of the 
smaller SWFs are also funded from natural 
resources, and some recently founded, such 
as that of Guyana, could grow rapidly given 
expanding oil production. Many SWFs are 
owned at a sub-national level (e.g., a US or 
Australian state or Canadian province), and 
several countries have more than one SWF, 
some with different mandates and/or funding 
sources.
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Sovereign wealth funds gained in size 
and power in the early 2000s because of 
the energy and metals commodity boom. 
Following the world financial crisis of 2008 – 
2009, the importance of SWFs has increased 
because of the stability they provide across 
various sectors and industries by their long-
term capital management obligation. Like any 
other institutional investor – the activity of 
an SWF is defined by its economic purpose or 
fiscal rule, which effectively determines the 
investment strategy of the various funds it 
manages. 

The fiscal rule of SWFs typically falls under 
categories that determine their investment 
behaviour, which include some combination 
of stabilisation funds, savings funds, pension 
/ buffer funds, and strategic investment 
funds. Stabilisation funds are set up by their 
respective governments or central banks to 
insulate the domestic economy from large 
inflows of revenue, from commodities such as 
oil, gas, and other natural resources. Currency 
appreciation and ‘crowding out’ effects reduce 
export of other tradable goods, making the 
economy vulnerable to commodity price 
swings. This is counteracted by funds which 
‘sterilise’ some inflows to prevent excessive 
strengthening of the national currency, and 
act as an additional policy tool for meeting 
sovereign payments and foreign exchange 
commitments to countries with less relatively 
developed capital markets, and / or pegged 
currencies. 

Savings-based SWFs such as those in the 
Gulf Cooperation Council (GCC) countries 
are set up with the objective of investing 
excess reserves for the benefit of future 
generations. These funds are capitalised from 
ongoing and episodic commodity windfalls. 

Table 1 Largest 20 SWFs by assetsi
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In contrast to savings-based funds, SWFs that 
are structured as pension funds are capitalised 
from commodity windfalls and / or the current 
tax base of the country with the aim of 
providing for unspecified pension liabilities on 
a government balance sheet from sources other 
than individual pension contributions. 

Strategic investment funds are structured with 
the primary objective of funding socioeconomic 
projects or investing in sectors that are 
identified as crucial to national development 
goals. These funds help anchor and encourage 
crowding-in of additional capital from 
private capital markets. They may be holding 
companies for government stakes in domestic 
companies, as in the case of ICD (Emirates 
Airline, Emirates National Oil Company, Emaar 
Properties and others) and ADQ (Abu Dhabi 
Ports, Taqa (a power and water utility), Etihad 
Airways and others). 

The investment strategies of SWF in the energy 
and utilities sector are translated through an 
asset allocation process. While there are many 
asset classes to support the development 
of the global utilities and energy sector, the 
most favoured assets classes by SWFs are 
publicly listed equities and debt (corporate and 
government), infrastructure, and alternative 
assets, which include real estate, fixed income, 
private equity and venture capital. These 
asset classes not only provide wider economic 
and social benefits, but also offer attractive 
relatively stable, risk-adjusted commercial 
returns. Some SWFs, such as Norway’s, have 
a clearly circumscribed mandate focussed on 
financial returns, with some exceptions for 
sectors considered unethical, while others have 
much more latitude and may be swayed by 
political considerations.
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Depending on the investment strategy of 
SWFs, their strategic asset allocation involves 
capital deployment in the hydrocarbons, 
renewable energy, and utilities industries 
through various asset classes across 
developed or emerging markets.

There are certain types of asset classes 
that are more relevant to SWFs based on 
their funds’ risk tolerance, time horizon, 
and expected returns. SWFs with a low risk 
tolerance and a shorter time horizon will 
have a greater allocation to short-term liquid 
assets such as developed market public 
equities and government debt. Long-term 
investors with higher risk tolerance will have 
a greater allocation to alternative, illiquid 
asset classes such as real estate, fixed income, 
private equity and venture capital. 

These asset classes are typically pooled 
across an investment fund (or portfolios) 
such as an infrastructure fund, energy fund, 
and / or natural resource fund. Investment 
funds typically have a portfolio only if its 
investments / assets make the overall fund 
better off, and not just one asset class.

Depending on their individual investment 
strategy and asset allocation process, energy 
and utilities investment funds operated 
by SWFs usually follow four different 
model structures: the “Norway Model,” 
“Endowment Model,” “Canadian Model,” or 
the “Collaborative Model.” The Norway model 
is based on a strategy of investing primarily 
in publicly listed securities such as equities 
or fixed income. These investment funds are 
benchmarked to other public market indices 
and usually involve a traditional 50-50 or 60-
40 equity-to-fixed income asset mix. Figure 1 Average Asset Allocation by Sovereign Wealth Funds
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In contrast to the Norway model, the 
endowment model is riskier as it involves 
allocating capital across illiquid alternative 
and private markets, which include unlisted 
companies, private equity funds and hedge 
funds, infrastructure assets, and real estate that 
are typically managed by external portfolio or 
investment managers.

The Canadian model is similar to the 
endowment model and based on the asset 
allocation process of large pension funds 
based in Canada. These investment funds have 
a higher asset allocation to alternative and 
private markets but are operated by internal 
staff members rather than external managers. 

The collaborative model combines elements 
of the Norway and endowment model and 
involves allocating capital in private market 
assets such as infrastructure and national 
development projects that are consistent 
with a long-term investment strategy. These 
funds operate under the premise that direct 
investments are a more cost-effective form 
of investing. Investment funds structured 

Figure 2 Direct Investments by Sovereign Wealth Funds

as collaborative models also involve SWFs 
forming co-investment partnerships with 
other SWFs and institutional investors. 

SWFs have a long history of being contrarian 
investors. During the recession of 2008 – 
2009, several SWFs bailed out failing financial 
institutions in Europe and US, which has 
proved to be a highly profitable move for 
many when they later sold on their stakes.

Global SWFs entered the COVID-19 pandemic 
starting in early 2020 with high levels of 
liquidity, which enabled them to support 
their local economies and invest in counter-
cyclical international marketsii. Before March 
2020, most SWFs and institutional investors 
operated investment portfolios that were 
already either overweight cash or underweight 
equitiesiii. At the end of 2019, SWFs had 
committed US$ 36bn, which is the lowest 
amount of capital into direct investments 
since 2015 and 17% less than 2018iv. In 2020, 
direct investments by these institutional 
investors reached a 5-year high, almost 
doubling to US$ 66bn at the end of the year. 
As of August 2021, direct investments by 
global SWFs had reached US$ 39bn. 
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During the COVID-19 pandemic, there were 
four main approaches taken by countries with 
SWFs. Some governments tapped into their 
stabilisation and saving funds for spending 
purposes. In some cases, strategic investments 
funds were involved directly in the pandemic 
relief efforts. Whereas hybrid strategic and 
saving funds continued to seek opportunistic 
investments across global markets.

In the medium- to long-term, global SWFs 
will increasingly align with the global asset 
management industry as they continue 
to mature. Their growing assets under 
management (AUM) will make it harder 
for them to make contrarian bets. Their 
alignment towards mainstream investment 
allocations could also support the ongoing 
energy transition. However, at the same time 
it could also raise doubts about their ability to 
intervene and support the global economy in 
the event of a global economic downturn. 

A lot of SWFs are now maturing, and their 
asset allocation process is increasingly 
mirroring their peers, i.e., other SWFs, pension 
funds, and institutional investors. In addition 
to this, as their AUMs increase, their ability 
to make contrarian bets becomes limited 
by market size, liquidity and opportunities. 
For instance, the Norwegian fund owns on 
average 1.4% of all global listed companies. 

Nonetheless, SWFs are likely to be broadly 
stable over the medium to long-term, 
indicating that recent changes in their asset 
allocations are more structural than cyclical. 
It is less likely they would step in to buy 
distressed assets in private markets in case of 
another economic downturn, similar to the 
global financial crisis of 2008 – 2009.
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SWFS VARY IN THEIR APPROACH TO 
DECARBONISING THEIR PORTFOLIOS

SWFs have specific features that make them 
important players in the progression of the 
global energy sector. Firstly, they are long-
term institutional investors whose investment 
styles and capital allocation are important in 
achieving the UN’s Sustainable Development 
Goals (SDGs) and the Paris Climate Agreement 
target of limiting global warming to below 2OC.

Secondly, their investment strategies and 
investment horizons are an important driver 
in fulling the financing requirements and 
filling the large gaps across the energy and 
utilities sectors between actual levels and 
what is required to meet the goals of reducing 
emissions and energy poverty.

And thirdly, their investment decisions as “large 
pockets of capital” have an important effect 
on setting a global precedent across capital 
markets, which at times is enhanced by their 
co-investment strategies with other global 
institutional investors and SWFs from countries 
that share similar regulatory and energy roles. 

There are different ways SWFs produce positive 
economic returns through investments in 
the energy and utilities sector. Funds such 
as New Zealand Super Fund (NZSF) and the 
Norges Bank Investment Management (NBIM) 
choose to do so by operating a decarbonised 
investment strategy by divesting their positions 
in high-carbon assets across the oil and gas 
industry. Others such as the Morocco-based 
Ithmar Capital, Government of Singapore 
Investment Corporation (GIC), ADIA, Mubadala, 
PIF, and Qatar Investment Authority (QIA) 
are gradually diversifying their equities and 
infrastructure portfolios with sustainable and 
renewable energy assets. 
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Caisse des Depots (CDC), the French SWF, 
is so far the only SWF that has established 
an official strategy for reducing exposure 
to fossil fuel as per the UN’s Portfolio 
Decarbonisation Coalition (PDC) benchmark. 
The PDC is a multi-stakeholder initiative that 
will drive reductions in GHG emissions by 
mobilising the critical mass of institutional 
investorsv.  

In 2017, a consortium of six SWFs consisting 
of PIF, QIA, ADIA, KIA, NBIM, and NZSF 
founded the “One Planet Sovereign Wealth 
Fund Initiative” in an effort to integrate 
their financial risks and opportunities 
related to climate change, and develop an 
environmental, social, and governance (ESG) 
framework to address climate change issuesvi.  
More SWFs are expected to join over the 
coming years. However, large SWFs such as 
China Investment Corporation (CIC) and GIC 
are so far missing. 

NBIM and NZSF are leading the global 
movement to decarbonise their investments 
portfolios, with NBIM operating the largest 

Figure 3 Investments in Oil & Gas vs Renewable Energy by Sovereign Wealth Funds

decarbonisation strategy among its global 
peers. In 2017, NBIM announced it will divest 
its stake in upstream oil and gas companies, 
which at the time accounted for 5.5% of its 
overall equity holdings valued at US$ 39bnvii.  
The rationale behind NBIM’s decision was to 
reduce the SWF’s exposure to a permanent 
decline in global oil prices, given that is 
funded by Norwegian petroleum revenues. 
NBIM divested its stake in 134 companies and 
69 coal power assets – however it stopped 
short of divesting its stakes in Shell and 
BP since they are vertically-integrated and 
operate growing new energies divisionsviii.  

Prior to NBIM’s decision, in 2016, NZSF 
adopted a “Climate Change Investment 
Strategy” by integrating climate change 
considerations in new decisions, searching for 
low-carbon investment targets that produce 
stable returns, actively influencing portfolio 
assets to improve their resilience to climate-
related risks, and measuring carbon footprints 
and setting targets to reduce portfolio 
emissions intensity in order to reduce the 
transition risk of its investment portfolios. As 
result of its strategy, in 2020, NZSF reduced 
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Figure 4 Largest State-Owned Investors in Renewable Energy

its portfolio exposure to carbon emissions by 
20% and the number of oil and gas assets in 
its portfolio by 40%ix. By 2040, the fund aims 
to further reduce its carbon emissions by 40% 
and the number of hydrocarbons allocations 
by 80%. 

Without announcing an official 
decarbonisation strategy, other SWFs such 
as Ithmar Capital and Government of 
Singapore Investment Corporation (GIC) 
are slowly diversifying their energy and 
utilities portfolios with sustainable and 
green investments. Over the last five years, 
the impact of the global oil price crash has 
cautioned these SWFs from expanding their 
investments in the oil and gas sector and has 
shifted their focus to direct infrastructure 
investments in the utilities and energy sector. 

An example of this is the Moroccan SWF, 
Ithmar Capital, that entered into a MoU with 
the World Bank to launch the Green Growth 
Infrastructure Facility for Africa (GGIF) in 
2016. The facility is the first Pan-African green 
investment fund and is structured as a private 
equity fund that aims to attract interest from 
private capital markets in green investments 
across the energy and utilities sector. 

Ithmar Capital has also entered into 
a strategic partnership with Ghana 
Infrastructure Investment Fund (GIF) in order 
to explore co-investment opportunities 
across Africa. The fund has signed several 
public-private partnerships with Senegalese 
institutions, such as Fonds Souverain 
d’Investissements Stratégiques (FONSIS), 
in order to develop large utility-scale solar 
power projects across the region. Ithmar 
Capital’s co-investments strategy in the Pan-
African renewable energy sector provides it 

the opportunity to fill large infrastructure 
financing gaps relating to energy shortages. 

Moreover, investing in green and sustainable 
infrastructure allows SWFs such as GIC, ADIA, 
and CIC to diversify the risk associated with 
climate change across their infrastructure 
portfolios. These funds have a notable record 
of investing in the infrastructure asset 
class and are slowly setting the precedent 
for global capital markets in allocating 
capital across sustainable infrastructure in 
the energy and utilities sector. A common 
consortium member on their investments is 
Global Infrastructure Partners (GIP), a US-
based independent infrastructure fund.

GIP has a prominent investment history 
of co-investing with SWFs, specifically in 
infrastructure assets across global developed 
markets. In 2017, a consortium of investors 
led by GIP and CIC acquired the entire Asian 
renewable energy assets of Equis Funds 
Group for US$ 5bnx. The transaction was 
the world’s largest acquisition of renewable 
energy generation assets. In 2016, the GIP 
partnered with Australia’s Future Fund in the 
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acquisition of the 50-year lease of the Port of 
Melbourne. In the same year, a consortium led 
by KIA acquired the London City Airport from 
GIP. In 2017, GIP launched the largest-ever 
infrastructure investment vehicle, its GIP III 
investment fund, under a strategy that was 
intended to continue to co-invest with global 
SWFs. It was part of the consortium that 
bought a 49% stake in ADNOC’s gas pipelines 
unit in June 2020, 

In addition to the infrastructure asset class, 
SWFs are also increasing their exposure to 
low-carbon assets by acquiring publicly          
listed and private equities. Equities as an 
asset class accounted for 73% of overall 
investments by SWFs in 2020xi. State-
owned entities (not all of which are SWFs) 
account for almost US$ 76B of investment in 
renewable energy (see Figure 4), roughly  
a third each for Europe, North America and 
the Middle East, with a surprisingly small 
share from Asia.

An example is GIC’s investment in Japan 
Renewable Energy (JRE) in 2017. JRE is a 
subsidiary of Goldman Sachs that develops 
and operates solar, wind, biomass, and other 
renewable energy projects across Japan. The 
transaction was the first time GIC invested in 
Japan’s renewable energy sector. 

In the same year, GIC along with Macquarie 
acquired a 32% equity stake in the Energy 
Development Company (EDC) for US$ 1.3bnxii.  
EDC is the largest producer of geothermal 
energy in the Philippines and is also involved 
in operating a large portfolio of hydroelectric 
and wind generation assets. The rationale 
behind GIC’s investment was to capitalise 
on EDC’s ability to provide returns in a high-
growth market. 
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GIC has also partnered with GCC-based SWFs 
such as ADIA. In 2013, the SWFs co-invested 
US$ 500M in Greenko Energy Holding, an 
India-based company operating a total 
installed renewable capacity of 6.1 GWxiii. In 
2019, GIC and ADIA invested an additional US$ 
329M in Greenko Energy Holding. The proceeds 
of the investment will finance Greenko’s 
opportunistic acquisitionsxiv.  

This is not the first time ADIA has invested in 
the Indian renewable energy sector. In 2015, 
the SWF invested US$ 265M in ReNew Power, 
which is India’s largest renewable energy 
infrastructure developer with an operational 
capacity of 7 GWxv. Other investors in ReNew 
Power include Canada Pension Plan Investment 
Board (CPPIB), Goldman Sachs, and JERA. 
Earlier this year, ReNew Power raised an 
additional US$ 1bn through an initial public 
offering (IPO). The proceeds of the IPO will be 
used to finance the company’s target of 18.5 
GW of wind and solar capacity by 2025. 

GCC SWFs such as ADIA, Mubadala, and PIF, 
pushed by their regulators and climate pledges, 

are also diversifying their energy portfolios 
with renewable energy investments, despite 
a large capital allocation in the oil and 
gas industry. These SWFs do not intend to 
change their investment strategy to divest 
hydrocarbon assets, as NBIM and NZSF have 
done. ADIA’s capital allocation to oil and gas 
equities are in line with their weightings 
across major indices. Similarly to ADIA, 
Mubadala and QIA have not announced 
any commitments to cut exposure to oil 
and gas. Currently, oil and gas accounts for 
20% of Mubadala’s overall portfolioxvi. QIA 
continues to be a leading equity investor in 
Rosneft, Total, and Glencore. SWFs made large 
investments in oil & gas especially in 2015, 
2017 and 2020, while they have been smaller 
but steadier investors in renewables at about 
$1 billion annually during 2017-21 (Figure 5).

Yet Mubadala (via subsidiary Masdar), PIF and 
Nebras Power (owned by Qatar Electricity and 
Water Company and QIA) are leading global 
investors in the renewable energy sector. PIF 
is the key motor of the Kingdom’s plan of 
diversifying the economy from oil and gas, 
and is the only SWF in the region (along with 

Figure 5 Investments in Oil & Gas vs Renewable Energy by 
Sovereign Wealth Funds
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Masdar through its affiliation with Mubadala) 
that truly operates a renewable energy-
focused investment strategy. In December 
2021, state oil company ADNOC and utility 
Taqa (itself owned by ADQ) took stakes 
alongside Mubadala in Masdar’s renewables 
and green hydrogen businessesxvii. 

In 2015, PIF divested its only large oil and 
gas investment – a 70% equity stake in 
Saudi Arabian Basic Industries Corporation 
(SABIC) – to Saudi Aramco for US$ 69bnxviii. 
The proceeds from the sale were intended to 
finance transformational projects across Saudi 
Arabia in line with the “Kingdom of Saudi 
Arabia’s Vision 2030” and taking advantage 
of opportunistic acquisition opportunities 
globally. PIF was a large early investor in Tesla, 
though it sold most of its stake in February 
2020. In 2018, it invested US$ 2.9bn in 
another electric car start-up, California-based 
Lucid Motors, a stake now worth about US$ 
40bn as of end-2021.

PIF along with Mubadala has also invested in 
the SoftBank Vision Fund (SBVF), the private 
equity arm of Japan-based SoftBank. In 2018, 
SBVF entered into a strategic partnership 
with Saudi Electric Company, the national 
utility company of Saudi Arabia, to develop 
3 GW of utility-scale solar PV projects across 
Saudi Arabia. Upon completion, the new solar 
capacity will account for one-third of the 9.5 
GW planned under Saudi Arabia’s National 
Renewable Energy Programme targetxix.  

Masdar, a subsidiary of Mubadala, has 
invested billions across major renewable 
energy projects around the world. An example 
is the London Array Project, a 175-turbine 
offshore wind farm in the United Kingdom 
with a total installed capacity of 630 MW.

Mubadala has also financed the Shams 1 
project, one of the largest concentrated solar 
power (CSP) projects in the world. Shams 1 is 
owned, operated, and developed through  
a joint venture between Masdar and Total. With 
a capacity of 100 MW, it began operations in 
2013.

Mubadala through Masdar continues to 
invest in the renewable energy sector in other 
emerging markets. In 2015, the SWF launched 
the first utility-scale wind power project in 
the Middle East, the 117 MW Tafilla Project in 
Jordan. Currently, Masdar operates a global 
renewable energy portfolio of 14 GW across 
35+ countries with a combined AUM of US$ 
20bnxx. Its new shareholders intend to raise its 
capacity to 50 GW by 2030.
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Like its peers in the GCC, QIA is also diversifying 
its energy portfolio with renewable energy 
investments. The SWF is seeking investment 
targets across emerging market economies in 
an attempt to diversify its energy investment 
portfolio, which currently includes a heavy 
weighting across North America. Earlier this 
year, QIA entered into a joint venture with Enel 
Green Power (EGP) to finance, develop, and 
operate renewable projects across Sub-Saharan 
Africa. As part of the joint venture agreement, 
QIA will acquire a 50% stake in EGP’s projects 
in South Africa and Zambia with a capacity of 
~800 MW. 

QIA has also acquired a 4% equity stake in US-
based utilities and renewable energy company 
Avangrid for US$ 740Mxxi. Avangrid will use the 
proceeds to pay for its planned merger with US 
utilities holding company PNM Resources, as 
well as paying off a US$ 3bn debt to Iberdrola.

Hence, there is a growing interest by global 
SWFs in climate financing and low-carbon 
investments. As the amount of capital deployed 
increases, this can assist in attracting private 
capital, and / or SWFs may sell on stakes 
in projects they originally developed. The 
investment decisions of these funds have been 
determined by a mix of three motives:

1. the desire to expand into a growing and 
potentially profitable sector;

2. the need to diversify the domestic economy 
and international portfolio to adapt to a 
diminished role for oil and gas;

3. national and regulatory pledges on climate 
change.

Whereas previously the investment motivation 
of Mubadala / Masdar, PIF and Nebras Power 
in renewables and other new energy was 

primarily driven by motive (1), more recently 
motive (2) has taken the leading role and 
also increasingly motive (3) is gaining 
ground in the countries with net-zero carbon 
commitments.

SWFs such as NBIM and NZSF are leading 
the global movement to decarbonise their 
portfolios. Others such as Ithmar Capital, GIC, 
and CIC are diversifying their infrastructure 
and equity portfolios by investing in low-
carbon assets and companies. In the medium-
term, hydrocarbon assets will continue to 
dominate the energy portfolios of GCC-based 
SWFs such as ADIA, Mubadala, KIA, and QIA 
(though not, as noted, PIF). However, ADIA, 
Mubadala, QIA, and PIF are leading their 
regional peers by expanding exposure to low-
carbon investments. 
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SWFs must adapt to future changes in the 
energy markets. These large institutional 
investors are exposed to three different types 
of risks from climate change and the ongoing 
energy transition: physical risk, transition 
risk, and liability risk. Physical risk is the risk 
of physical damage to assets (particularly 
infrastructure) from climate-related factors 
such as sea-level rise, extreme weather 
events and changing precipitation patterns. 
These happenings can disrupt operations of 
portfolio assets and companies, reducing their 
valuations. 

Transition risk is the likelihood of a drastic 
change in asset  or a company valuation 
during the transition to a low-carbon 
economy. This category covers policy and 
regulatory, technological, market, reputational, 
and legal risks, which may increase the risk of 
stranded assets such as coal, oil and gas, and 
high-carbon utilities. Such risks can be caused, 
for example, by government policies to require 
the phase-out of fossil fuel power or vehicles, 
or to impose carbon taxes, and / or by such 
assets being out-competed in the market by 
low-carbon alternatives.

SWF portfolios are also exposed to liability 
risk, which arises from failure to disclose and 
manage risks stemming from climate change, 
and the liabilities of companies and assets 
that are high carbon emitters. 

The impact of these risks is dependent on 
the pace of the ongoing energy transition 
and the extent of the increase in global 
temperatures. In a scenario with limited 
efforts to mitigate climate change and global 
average temperature increases more than 
the Paris Climate Agreement target of 2OC, 
the likelihood of physical risk increases. 

Conversely in a scenario, where global average 
temperature increase is limited to below 2OC, 
the likelihood of transition risk increases. 
SWFs, like other institutional investors, will 
be significantly affected by climate change, 
but the impact of the three types of risks is 
uncertain and will vary by geography and 
sector. 

The ongoing global energy transition will also 
generate low-carbon investment opportunities 
across different geographies and sectors, 
which will likely increase the global demand for 
capital. SWFs that encourage the development 
of the low-carbon economy will be able to 
position themselves to take advantage of the 
opportunities from mitigating climate change 
and will see their portfolio and asset valuations 
increase. 
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The need to develop low-carbon infrastructure 
will generate various market and investment 
opportunities for SWFs. In the energy and 
utilities sector, global demand for capital to 
develop low-carbon and climate resilient 
infrastructure amounts to US$ 7 trillion / 
year between 2018 – 2033 of which 55% 
of the capital demand is from emerging 
economiesxxii. This is also consistent with the 
finding of the Intergovernmental Panel on 
Climate Change (IPCC) that estimates that 
2.5% of the global GDP between 2016 – 2035 
must be allocated to sustainable and climate 
resilient infrastructurexxiii. A proportion of 
the infrastructure will need to be built on 
commercial terms and SWFs that position 
themselves as sustainable infrastructure 
investors will be well placed to invest in these 
assets.

In order to capitalise on the low-carbon 
investment opportunities, SWFs must 
undertake a series of reforms that are in part 
dependent on their respective governments, 
and in part concern SWFs themselves and their 
management. SWFs operate under a fiduciary 
responsibility to their respective governments 
and citizens and implement a mandate that 
that is given to them by their respective 
governments. These funds are unlikely 
to alter their position on climate change, 
decarbonisation, and sustainability unless 
instructed to do so by their government. Yet, 
depending on their governance structure, they 
do have the ability to make policy and strategy 
recommendations.

The decision to align an SWF’s activity with the 
low-carbon transition is a political one, rather 
than a technical one. Governments that wish 
their funds to align with their climate and net-

zero emissions targets need to provide their 
SWFs with the foundations to do so, which 
could be done by establishing investment 
strategies that are aligned with the risks and 
impact of climate change.  
 
Governments could also include climate 
alignment in their SWF’s investment 
mandate, whilst retaining the characteristics 
of the fund as a commercial, profit-
maximising investor. SWFs could also request 
their asset managers to devise a climate-
aligned investment strategy that is based 
on the investment beliefs of their respective 
governments. A fund whose inflows 
derive from hydrocarbon earnings, such as 
Norway’s, would see more risk reduction from 
investing in low-carbon energy than a fund 
backed by general government surpluses.
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SWFs can respond to a changing energy 
landscape by adjusting their investment 
strategies to take into account the costs of 
climate alignment, leveraging partnerships 
with other institutional investors in order 
to bridge capability gaps to operate as 
climate-aligned investors and adjusting their 
investment returns expectations. 

The cost of climate alignment includes 
costs that arise from the training of staff, 
investments in new capabilities that SWFs 
cannot easily develop with current staffing 
levels, in addition to upgrading governance 
structures, strategy, risk management, and 
other operational procedures. These costs also 
include those associated with engaging asset 
manager and portfolio companies to comply 
with climate-related issues, consistently 
monitoring carbon footprints, and 
implementing new reporting and disclosure 
mechanisms.

Moreover, to develop their in-house 
capabilities to operate as climate-aligned 
investors, SWFs can bridge capacity gaps 
by leveraging their partnerships with other 
SWFs, institutional investors, other industry 
regulators and government organisations.

Another concern for SWFs that seek to 
position themselves as climate-aligned 
investors is how to increase their allocation 
to low-carbon assets without comprising 
their expected investment returns. There is 
increasing evidence that climate-aligned 
institutional investors generate competitive 
investment returns. SWFs can do so by 
investing in a decarbonised public equities 
index that is structured on an underlying 
industry standard benchmark, such as 
the S&P’s 500 Index, whilst minimising 

the financial variance with respect to the 
benchmarkxxiv. So far, these decarbonised 
indices have matched and at times even 
outperformed their underlying benchmark. 

In addition to this, SWFs can also invest directly 
or through co-investments in global renewable 
energy public equities that have generated 
higher returns than US and European oil and 
gas public equities over the past 10 years, 5 
years, and 1 yearxxv. US renewable energy public 
equities generated an average annual return 
of 11.4% from 2010 – 2019, and oil and gas 
public equities provided an average return of 
7% during the same periodxxvi. A recent study 
by the Asset Owners Disclosure project found 
that the most climate-aligned global pension 
funds have an average allocation of only ~6% 
to low-carbon assets, which suggests that it is 
possible for institutional investors to increase 
their allocation to low-carbon assets without 
compromising investment returns. 
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The perceived lack of low-carbon investment 
opportunities by SWFs reflects a “static” 
view of decarbonising their investment 
portfolios, as well as the insufficient capability 
to develop new low-carbon infrastructure 
assets. A SWF’s climate performance should 
not be limited to the quantity of low-carbon 
assets in their portfolio, but also on the total 
amount of emissions reduced / mitigated by 
the assets and companies in their portfolios. 
If a SWF looks for emission reductions in their 
portfolio company as low-carbon investment 
opportunities, then this should provide 
the impetus to seek similar opportunities, 
exercise climate-aligned active ownership of 
companies, and execute portfolio-wide targets 
for emissions reduction.

For instance, SWFs can push oil and gas 
companies to cut operational emissions by 
well-known methods such as eliminating 
flaring and venting, reducing methane leaks, 
improving energy efficiency, powering facilities 
with renewables and installing carbon capture 
and storage. Power utilities can be encouraged 
to switch to low-carbon generation, and 
automotive companies to boost their sales of 
electric vehicles.

In order to identify such investment targets, 
investment strategies operated by SWFs 
must outline clear expectations for portfolio 
companies, the impact of climate change on 
their financial performance, the nature of 
engagement with their portfolio companies 
and assets, in addition to factoring climate risk 
management in the company, asset, and overall 
portfolio valuations. 
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In the energy and utilities sector there is  
a strong demand for low-carbon 
infrastructure. However, the risk associated 
with their development and construction has 
hindered the demand for developing new and 
additional infrastructure assets. This has also 
resulted in increasing competition between 
infrastructure private equity firms and other 
institutional investors for operational assets, 
which has increased their acquisition price. 
As long-life assets with predictable, often 
inflation-protected returns, such assets are 
attractive to pension-type funds, whether 
SWFs or others. 

SWFs as large institutional investors that 
oversee the financing aspect of their 
construction life-cycle, could help minimise 
the risks associated with their construction, 
and make  a major difference to climate 
finance by improving the affordability 
of these assets. This is particularly so for 
emerging economies, which find it hard 
to attract finance on reasonable terms, 
and where many SWFs and their host 
governments have existing relationships. 
For instance, Nebras has power assets in 
Indonesia, Jordan, Tunisia and Brazil, while 
Mubadala and ICD jointly own bauxite 
resources in Guinea.

Hence, SWFs that encourage the development 
of the low-carbon economy with be able to 
position themselves to take advantage of the 
investment and market opportunities from 
mitigating climate change, and will see their 
portfolio and asset valuations increase. In 
order to capitalise on these opportunities, 
these funds must align their investment 
strategies with the climate and net-zero 
targets of their government and undertake 
reforms. 

SWFs can adjust their investment strategies 
by taking into account the costs of climate 
alignment, leverage partnerships with other 
institutional investors in order to bridge 
capability gaps to operate as climate-aligned 
investors, and adjust their investment returns 
expectations.

Research Series 2021 November



21

IMPLICATIONS

There is broad consensus among SWFs and other 
institutional investors to take immediate action 
to mitigate the effects of climate change. Almost 
all global SWFs recognise that climate change 
is a risk and opportunity for their investment 
portfolios. The majority of these funds also agree 
that global financial markets are under-pricing 
climate change risks and that an unchecked 
change in rising global temperatures will leave 
future generations of their citizens worse off. 

A study by the International Forum of Sovereign 
Wealth Funds (IFSWF) highlighted that many 
SWFs are seeking investment opportunities in 
climate solutions through renewable energy 
generation, energy efficiency, and low-emission 
transport that have a present-day investment 
case and return profile.  Approximately, one-
third of the global SWFs that have active 
investments in the low-carbon economy across 
industries which are yielding the highest 
returnsxxviii. These active investments mainly 
include infrastructure assets, public equities, 
alternative assets such as fixed income and 
private equities. Whilst multi-asset and whole 
portfolio approaches continue to be rare, they 
could allow additional exposure to specific 
investment classes (e.g. US or Asian renewable 
energy public equities), which could offset other 
low-yielding asset classes.

Overall SWFs are increasingly considering risks 
associated with climate change and pursing 
low-carbon investment opportunities. However, 
they could be more ambitious and systematic 
in their approaches. Early movers such as 
NBIM and NZSF have announced ambitious 
decarbonisation strategies, whereas others such 
as GIC, QIA, ADIA, and Mubadala are taking 
important steps that are in line with the ongoing 
energy transition. Nonetheless, SWFs can apply 
a more strategic and systematic approach 

to climate change across their investment 
portfolios by:

• adopting and implementing climate-
related policies that take into account 
material climate risks and opportunities in 
core investment decision making

• understanding climate and low-carbon 
risks holistically across the portfolio, not 
just in terms of single investments, and 
integrating this with risk reduction and 
diversification for the sovereign, in the 
case of hydrocarbon-based SWFs

• seeking talent and expertise that will 
help devise and implement investment 
strategies for the integration of climate 
risks and opportunities

• exploring board of directors and executive 
education that will expedite the adoption 
and communication of such strategies

• using metrics that demonstrate and 
monitor the impact of their investments 
and portfolio management on the climate, 
and the success in reducing carbon 
emissions on targeted returns and risk 

• and, by partnering with other SWFs, 
institutional investors, regulators, 
and international initiatives to share 
experience and generate greater 
leadership from within the SWF 
community.
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In the long-term, capital allocation by global 
SWFs will increasingly align with the global 
asset management industry as they continue to 
mature. The growing size of SWFs will make it 
harder for them to make contrarian bets. Their 
alignment towards mainstream investment 
allocations will also support the ongoing energy 
transition. 

There are diverse ways SWFs are producing 
economic returns through their investments in 
the energy and utilities sector. NBIM and NZSF 
are leading the global movement to decarbonise 
their portfolios, with NBIM operating the 
largest decarbonisation strategy among its 
global peers. 

In addition to this, SWFs such as Ithmar Capital, 
GIC, ADIA, QIA, and Mubadala are yet to 
announce an official decarbonisation strategy. 
However, despite a large capital allocation in 
the oil and gas industry, GCC-based SWFs are 
gradually diversifying their energy and utilities 
portfolios with low-carbon investments, mainly 
driven by their respective government’s net zero 
pledges. Mubadala (through Masdar) and PIF 
are two GCC funds that are leading the Middle 
East on global investments in renewable energy. 
PIF is structured in a way to facilitate Saudi 
Arabia’s plan of diversifying the economy from 
hydrocarbons, and the SWF along with Masdar 
is the only SWF in the region that truly operates 
a renewable energy focused investment 
strategy. 

In the medium-term, hydrocarbon assets will 
continue to dominate energy portfolios of GCC-
based SWFs such as ADIA, Mubadala, KIA, and 
QIA. These portfolios are exposed to physical 
risk, transition risk, and liability risk from the 
ongoing energy transition and climate change. 
 

The impact of these risks is dependent on the 
pace of the ongoing energy transition and the 
extent of the increase in global temperatures. 

Nonetheless, in order to capitalise on low-
carbon investment opportunities, SWFs 
must undertake a series of reforms. These 
reforms include adjusting their investment 
strategies to take into account the costs of 
climate alignment, leveraging partnerships 
with other institutional investors and SWFs in 
order to bridge capability gaps to operate as 
climate-aligned investors, and adjusting their 
investment returns expectations.

Overall SWFs are very cautious of risks 
associated with climate change and open to 
pursing low-carbon investment opportunities. 
However, they could be more systematic 
in their approaches. NBIM and NZSF have 
announced ambitions strategies, whereas 
others such as GIC, ADIA, QIA and Mubadala 
are taking important steps that are in line with 
the ongoing energy transition.
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hydrocarbon demand and pricing.

Upstream Oil & Gas Exploration And Production
October - 2021

(QRCO.DE)

Energy products are commonly subsidised in both industrialised and 
developing countries for a host of reasons, even as governments face 
increasing pressure for energy policy to converge around efficiency, 
sustainability, affordability, and access.

Global Energy Subsidies
August - 2021

(QRCO.DE)
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