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Carbon emission pricing the key, as investors
underestimate the impact of ‘climate procrastination’

According to a new report published today from Legal & General Investment Management (LGIM), policy inaction,
especially on carbon emission pricing, is preventing a market-led, timely transition to a net zero world, and the
economic and geopolitical consequences of this delayed transition are likely to be significant. LGIM believes
financial markets and investors are underestimating the long-term impact of the ongoing delay of transitioning to
net zero.

The report found that while achieving a Paris-aligned outcome would be cheaper and easier to achieve than ever
before, the window to successfully meet a 1.5°C climate outcome is closing at a worrying speed. According to LGIM,
the biggest policy lever available to help guide the transition and drive real change, is carbon pricing, however this
solution remains largely unused. Indeed, in our view what is required is an effective, transparent and significant
price on emissions that could be consistently applied and allow price signals to drive a market-led solution to the
climate crisis.

Today, around 23% of emissions are subject to a carbon price, but prices are often set at a level too low to make a
difference?. Globally, emissions currently cost on average $6 per tonne of COz, and only around 4% of emissions
are covered by a carbon price within the range needed by 2030 to meet the Paris targets.

Nick Stansbury, Head of Climate Solutions, LGIM, said: “Global emissions are on track to reach all-time highs,
and we have observed little tangible evidence that this trajectory is likely to change any time soon. Our modelling
tells us that a delayed below 2°C scenario is economically disruptive and costly, and so delaying the more ambitious
target of 1.5°C is something that the world cannot afford.

“We believe the single most effective policy measure that the world could take to drive global emissions down, is to
put an effective price on them. A meaningful carbon price, covering all global emissions by an explicit tax or a cap-
and-trade mechanism, is desperately needed to induce the immediate and dramatic capital allocation required to
build a low carbon energy system in our view. However, an objective perspective on the current policy environment
would not suggest that this sort of policy is likely any time soon. Instead of tangible action, continued procrastination
seems the path of least resistance.”

The report, which is based on LGIM’s extensive climate modelling, also found that costs may no longer be the most
important barrier to the transition to net zero. A low carbon energy system is now so cheap, that further
improvements in costs and efficiencies are no longer likely to have as large an impact on the pace of change as
they have had historically. Instead, the modelling suggests that it is the speed at which capital can be deployed into
low carbon energy systems that is now the most important driver and most pressing challenge.

Nick Stansbury, continued: “To follow our Net Zero 1.5°C pathway, we estimate average annual gigawatt capacity
additions to 2050, would have to be three times current levels for solar and double for wind. But this is far from
being just about making capital available, removing bottlenecks like permitting and infrastructure are just as
important as capital availability to unlock this acceleration. Science and engineering have already delivered much
of the cost reduction, but now, the emphasis is on capital providers to dramatically accelerate the flow of capital into
the low carbon energy system of the future.”

The impact of climate procrastination
As well as outlining the need to transition sooner, the LGIM report goes on to suggest that, what should have been
a market-led, managed and orderly transition to net zero over a quarter of a century, instead risks being compressed

! https://www.oecd.org/tax/tax-policy/summary-effective-carbon-rates.pdf
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into a chaotic and disorderly transition where the bulk of the decarbonisation effort needs to take place in little more
than a decade.

As a result of this, LGIM warns that the financial consequences of this sort of shock would be significant, with as
much as 10% of global GDP estimated to be at risk by 20502. The delayed transition will almost certainly lead to a
sustained building of inflationary pressures which may start to materialise just as the current wave of energy price
led inflation starts to recede.

In addition, this current period of elevated market volatility is likely to persist and may over time worsen. As the
fundamental inequity of a delayed transition starts to manifest, it is believed that emerging market populations,
particularly South Asia and sub-Saharan Africa, will start to experience both serious physical climate risks® (which
they are likely to experience before those in developed markets), and the economic consequences of a delayed
transition. The resulting geopolitical consequences are likely to be significant as politicians may look to raise trade
barriers in response leading to the very real possibility of mass migration.

Nick Stansbury, continued: “We worry that the financial consequences of this ‘climate procrastination’ are being
badly underestimated by markets today. Whilst there are some factors that could dampen the risk, we believe that
there are at least as many if not more that could worsen it.

“We are confident that unless we see a dramatic change in the policy environment leading to effective pricing of
global emissions, we are getting closer every day to the point when markets will be forced to engage with what may
well be an ugly future. We face a transition that is far more costly, disruptive, and ultimately unjust than it needs to
be, with possible dramatic consequences for financial markets.”
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Important Information: For professional clients only. Past performance is not a guide to the future. The value of
an investment and any income taken from it is not guaranteed and can go down as well as up, you may not get
back the amount you originally invested. Assumptions, opinions and estimates are provided for illustrative purposes
only. There is no guarantee that any forecasts made will come to pass. Views expressed are of LGIM as at
17/02/2023. The Information in this document (a) is for information purposes only and we are not soliciting any
action based on it, and (b) is not a recommendation to buy or sell securities or pursue a particular investment
strategy; and (c) is not investment, legal, regulatory or tax advice.

About Legal & General Investment Management

Legal & General Investment Management is one of Europe’s largest asset managers and a major global investor,
with total assets under management of £1.2 trillion* ($1.4tn, €1.4tn, CHF 1.4tn). We work with a wide range of global
clients, including pension schemes, sovereign wealth funds, fund distributors and retail investors.

2 https://www.weforum.org/agenda/2021/06/impact-climate-change-global-gdp/
3 https://www.worldbank.org/en/news/press-release/2021/09/13/climate-change-could-force-216-million-people-to-migrate-within-their-own-
countries-by-2050
4 LGIM internal data as at 31 December 2022. These figures include assets managed by LGIMA, an SEC Registered Investment Advisor. Data
includes derivative positions.
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For more than 50 years, we have built our business through understanding what matters most to our clients and
transforming this insight into valuable, accessible investment products and solutions. We provide investment
expertise across the full spectrum of asset classes including fixed income, equities, commercial property, and cash.
Our capabilities range from index-tracking and active strategies to liquidity management and liability-based risk
management solutions.

About Legal & General

Established in 1836, Legal & General is one of the UK's leading financial services groups and a major global
investor, with over £1.2 trillion in total assets under management* of which a third is international. We also provide
powerful asset origination capabilities. Together, these underpin our leading retirement and protection solutions: we
are aleading international player in pension risk transfer, in UK and US life insurance, and in UK workplace pensions
and retirement income. Through inclusive capitalism, we aim to build a better society by investing in long-term
assets that benefit everyone.

*at 31 Dec 2022
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