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By email:   XXXXXXXXXXXXXXXXXXXXXXXXX 

Dear XXXXXXXXXXXXXXX, 

Your bond investments and climate change 

We are writing to you as the Chair of Trustees of XXXXX (the scheme) to raise the issue of 
whether the scheme’s bond investments are compatible with the legal duties of the 
scheme’s trustees in light of the increasing financial risks posed by climate change. 

ClientEarth is an international non-profit environmental law organisation headquartered in 
the UK. Our Accountable Finance initiative focuses on the legal implications of climate 
change and biodiversity-related financial risks and impacts for market participants, including 
pension funds.  

As one the UK’s largest pension funds invested across the economy, you are legally obliged 
to exercise your investment power in a manner that adequately addresses the risks posed 
to your portfolio by climate change, for the reasons set out in this letter. We note the efforts 
that the scheme has made in respect of its portfolio stewardship and climate change, 
including XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX. However, our research 
suggests the scheme may not be using important tools to exercise its leverage as a 
bondholder to mitigate climate risk, with consequences for its portfolio as a whole. 

This letter focusses on the scheme’s bond holdings and sets out the imperative that, in line 
with their legal duties, trustees1 should take action to:  

a) cease providing capital through bonds to any energy sector company unless: 

(i) the company has a just and credible net zero transition plan with specific 
targets aimed at ending the use of and support for fossil fuels in line with the 
net zero greenhouse gas emissions modelled pathways of the 
Intergovernmental Panel on Climate Change (IPCC) and International Energy 
Agency (IEA) 2 that limit warming to 1.5°C with no or limited overshoot;3 and 

(ii) the bond documentation includes covenants requiring implementation of that 
transition plan (the ‘Bond Covenants’), 

 
1 Throughout this letter, ‘trustees’ includes corporate trustees. Directors of corporate trustees should consider 
their obligations in that context. 
2 At a minimum, this requires: being in line with the International Energy Agency Net Zero Roadmap 2023 which 
explicitly requires no new long-lead-time upstream oil and gas projects. 
3 As set out in Recommendations 4 and 5 of The UN High-Level Expert Group on the Net Zero Emissions 
Commitments of Non-State Entities, Integrity Matters: Net Zero Commitments by Businesses, Financial 
Institutions, Cities and Regions, 2022, at p. 21-24 

XXXXXXXX 
XXXXX 
XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX
XXXXXXX 
XXXXXXXXX 
XXXXXXXX 
XXXXXX 

06 December 2023 

The Joinery,                
34 Drayton Park,           
London N5 1PB,           
United Kingdom 

https://iea.blob.core.windows.net/assets/13dab083-08c3-4dfd-a887-42a3ebe533bc/NetZeroRoadmap_AGlobalPathwaytoKeepthe1.5CGoalinReach-2023Update.pdf
https://www.un.org/sites/un2.un.org/files/high-level_expert_group_n7b.pdf
https://www.un.org/sites/un2.un.org/files/high-level_expert_group_n7b.pdf
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(together the “Investment Conditions”); 

b) exercise, directly and/or through their asset manager(s), effective stewardship 
in relation to implementation of the transition plans of investee energy sector 
companies; and 

c) communicate the Investment Conditions to all current and prospective 
investee energy sector companies. 

In this letter, we refer you to the foundations for these actions: 

1. your legal duties as trustees, 

2. risks posed to the pension scheme by investing in fossil fuels, and 

3. tools for mitigating climate risk through debt portfolios. 

 

1. Your legal duties as trustees  

The scheme’s trustees are bound by decision-making duties in respect of their investment 
powers, often referred to as ‘fiduciary duties’. These include duties to exercise the scheme’s 
investment powers for their proper purpose, 4  consider relevant factors,5  and act in 
accordance with the prudent person test.6 Climate change poses a material financial risk 
and is therefore a critical consideration under each of these three principles, as follows.  

- The overarching proper purpose of the trustees’ investment power is to deliver 

benefits over the time-horizon of the scheme, in the context of that scheme. Climate 

change poses a threat to the scheme’s ability to deliver those benefits, through the 

impacts of climate-related risks on the scheme’s portfolio, including through physical 

and transition risks, as well as the resultant systemic risks to the financial system 

and the economy. These risks are discussed in more detail in section 2. below.  

- Relevant factors for trustees exercising investment powers include,7 but are not 

limited to, 8  financially material factors. Climate change represents a material 

financial risk, and is therefore a highly relevant factor in the decision-making process 

for trustees exercising investment powers.  Every incremental increase in global 

temperature makes climate impacts more severe, catastrophic tipping points more 

likely and, as section 2. below explains, gives rise to increased financial risk. 

 
4 This principle stems from the case of Cowan v Scargill [1985] 1 Ch 270, as framed in Law Commission report 
The Fiduciary Duties of Investment Intermediaries (LC2014), p. 109, consistent with case law including Re 
Courage Group Pension Scheme [1987] All ER 528 at 538, and Hillsdown Holdings v Pensions Ombudsman 
[1997] 1 All ER 862 at 879 and 880 (Knox J). For contemporary discussion see Lewis, A., Sustainable Investing 
by Occupational Pension Scheme Trustees: Reframing the Fiduciary Duty, Trust Law International, Vol. 36, 
No.3 2022 
5 Edge v Pensions Ombudsman [2000] Ch 602 at [50] (Chadwick LJ), Braganza v BP Shipping Ltd [2015] UKSC 
17.  
6 Trustee investment powers must be exercised with the “care, skill and diligence” a prudent person would 
exercise when dealing with investments for someone else for whom they feel morally bound to provide. See Re 
Whiteley (1886) 33 Ch D 347 at 355, as applied in Cowan v Scargill at [50], where it was noted that good faith 
and sincerity are not sufficient: “Honesty and sincerity are not the same as prudence and reasonableness.” See 
also Pollard, D, ‘The “prudence” test for trustees in pension scheme investment: just a shorthand for “take care”’, 
(2021) 34 TLI 215. 
7 Law Commission report, The Fiduciary Duties of Investment Intermediaries, (LC2014) 
8 Lewis, A., Sustainable Investing by Occupational Pension Scheme Trustees: Reframing the Fiduciary Duty, 
Trust Law International, Vol. 36, No.3 2022 at p. 117-118 
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- The prudent person test sets out an evolving duty of care and trustees acting within 

their investment powers should be judged “by the standards of current portfolio 

theory, which emphasises the risk level of the entire portfolio.”9 Trustees should 

therefore consider an up-to-date analysis of how climate change will affect 

investments across their portfolio over the short-, medium-, and long-term, including 

the use of appropriate climate scenarios. 

Trustees will also be aware that climate-related regulation has been developing at pace 

since the Paris Agreement, 10  with increasing disclosure and reporting requirements 

resulting in a growing need for pension funds to provide evidence to regulators to 

demonstrate that they have properly considered the climate risks and impacts of their 

portfolios. New reporting obligations have been introduced by a number of international 

authorities,11 which are being built upon by national bodies12 and rolled out across capital 

markets. Of particular relevance to the scheme is the clear imperative set down in The 

Occupational Pension Schemes (Climate Change Governance and Reporting) Regulations 

2021 for trustees to assess, manage and disclose climate-related risks relevant to the 

scheme over the short, medium, and long term.13  

On a practical level, it follows that the trustees must consider whether the scheme’s 
investment portfolio as a whole is best served by continuing to provide capital to economic 
activities that contribute to climate change impacts that will adversely affect the performance 
of other investee companies over the time-horizon of the fund.  

Climate change represents a clear risk to a pension scheme’s ability to provide for members’ 
retirement.14 It is in the best interests of beneficiaries that trustees take the actions within 
their power to influence carbon-intensive energy sector companies to transition in order to 
mitigate: the negative financial consequences to the whole portfolio (i.e. across all investee 
companies) arising from climate change impacts; and the risks posed in particular to carbon-
intensive energy sector companies by the transition.15  In relation to bond portfolios, a 
pension scheme can bring this influence to bear whether or not the scheme is a current 
investor in a particular company, sending an important message about the availability of 
capital.   

The trustees can exercise significant influence and demonstrate effective 

assessment and management of climate related risk to their bond portfolio by 

applying the Investment Conditions. 

To the extent that the scheme continues to invest in energy sector bonds where the 

Investment Conditions are not met, the trustees may be failing to exercise their 

investment powers in accordance with the proper purpose of the scheme, without 

 
9 Nestle v National Westminster Bank (1996) 10 TLI 113 at [21] 
10 A legally-binding international treaty on climate change which entered into force on 4 November 2016. Additional 
information regarding the Paris Agreement can be found in the Appendix. 
11 Including the International Taskforce on Climate-related Financial Disclosures, the International Sustainability 
Standards Board and the European Union (in particular, the EU Sustainability Package, including the 
Sustainable Finance Disclosure Regulation and the Corporate Sustainability Due Diligence Directive.) 
12 For example, the UK Transition Plan Taskforce 
13 Schedule, Part 1, para. 1, 3, 12 and 13. 
14  Department for Work and Pensions, Governance and reporting of climate change risk: guidance for trustees 
of occupational schemes, including at para. 29 
15 Even where schemes are aiming for buyout, a diligent analysis of fiduciary duty confirms that the appropriate time 
horizon for the scheme (and thus its risk management activities, including stewardship) remains one that takes into 
account the payment of benefits over the lifetime of the scheme's members. At the very least, this must remain the 
case for the trustees until any contemplated buyout is concluded, since to take any other approach would be 
inappropriate when a transaction may not reach a successful conclusion.   

https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
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due consideration of relevant factors and/or contrary to their duty of care. They 

consequently risk breaching their legal duties, leaving them open to challenge. 

2. Risks posed to the scheme by continued investment in fossil fuels  

It is widely accepted that climate change presents financial risks both for individual investors 

and for the financial system as a whole.16 Regulations require that occupational pension 

scheme trustees identify, assess and manage risks brought about by the physical and 

transition risks of climate change.17  

Physical risks and transition risks can lead to systemic risks for the financial system and 

the wider economy.18  Two major sources of systemic risk have been highlighted in recent 

months and are discussed further in section 2.1: namely climate-change scenarios and 

credit ratings, which may have been significantly underestimating the pace of climate 

change and its impacts, as explained further below. 

2.1 Physical risk 

Physical risk is already crystallising around the world as weather and climate extremes 

create widespread adverse impacts and related loss and damage.19 Impacts on the worst 

affected areas are expected to have a ripple effect across geographies and economies, 

from supply chain impacts to mass migration.  

Recent analysis from the Institute and Faculty of Actuaries and the University of Exeter 

suggests that pension schemes’ climate scenario models underestimate the rate and 

impacts of climate change, and therefore climate-related financial risk, and that, “the 

modelled results for a hot-house world are overly benign.”20 Another report contrasting 

existing scientific models and economic models, identifies a “huge” disparity between what 

scientists expect from global warming and what pension funds and financial systems are 

prepared for. The report warns that a wealth-damaging correction is “virtually inevitable.”21 

A paper published the same month also warned that current security prices do not 

adequately reflect climate data, creating a risk of price adjustments that will either create a 

long-term drag on portfolios or take effect suddenly, affecting economic stability.22 These 

are not lone voices: the Pensions Regulator has said that it recognises and shares these 

concerns.23  

 
16 See The Department for Work and Pensions, Governance and Reporting of Climate Change Risk: guidance 
for trustees of occupational schemes, June 2021; Bank of England Climate change, as updated 22 November 
2023; and The Network for Greening the Financial System Climate Scenarios for Central Banks and 
Supervisors, September 2022 
17 The Department for Work and Pensions, Governance and Reporting of Climate Change Risk: guidance for 
trustees of occupational schemes, June 2021, which states at para. 96, “Trustees must identify, assess and 
manage the transitional risks to their investments that the pursuit of a lower carbon economy will bring, as well 
as the physical risks to their assets brought about by the changes in our climate which are already taking place.” 
The guidance clarifies that, as a statement containing the imperative ‘must’, “This is a requirement imposed by 
legislation. Failure to meet the requirement may lead to enforcement action by The Pensions Regulator.” 
18 Bank of England, Climate change, as updated 22 November 2023 
19 Widespread and rapid changes are occurring in the atmosphere, ocean and ice caps, while weather and 
climate extremes in every region across the globe are leading to extensive adverse impacts and related losses 
and damages to nature and people, as reported in IPCC AR6 Synthesis Report 2023, Observed Changes and 
Impacts 
20 Institute and Faculty of Actuaries, The Emperor's New Climate Scenarios, at p.20, “Section I: Emissions” 
21 Professor Steve Keen, Loading the Dice Against Pension Funds, July 2023 
22 Riccardo Rebonato, EDHEC-Risk Climate Impact Institute, EDHEC Business School, Asleep at the Wheel? 
The Risk of Sudden Price Adjustments for Climate Risk, July 2023 
23 Michael Hurley, Pensions Regulator voices ‘concerns’ on climate scenarios, Environmental Finance, 2 August 
2023 

https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://www.bankofengland.co.uk/climate-change
https://www.ngfs.net/sites/default/files/medias/documents/ngfs_climate_scenarios_for_central_banks_and_supervisors_.pdf.pdf
https://www.ngfs.net/sites/default/files/medias/documents/ngfs_climate_scenarios_for_central_banks_and_supervisors_.pdf.pdf
https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://www.bankofengland.co.uk/climate-change
https://www.ipcc.ch/report/sixth-assessment-report-cycle/
https://actuaries.org.uk/media/qeydewmk/the-emperor-s-new-climate-scenarios.pdf
https://carbontracker.org/reports/loading-the-dice-against-pensions/
https://clientearthorg-my.sharepoint.com/personal/cglascott_clientearth_org/Documents/Documents/Cat's%20docs%20NEW/BONDS%20Covenants%20-%20AO%20Legal%20Letters/LEGAL%20LETTERS/ercii_aleep_at_the_wheel_version_wp_july23%20(1).pdf
https://clientearthorg-my.sharepoint.com/personal/cglascott_clientearth_org/Documents/Documents/Cat's%20docs%20NEW/BONDS%20Covenants%20-%20AO%20Legal%20Letters/LEGAL%20LETTERS/ercii_aleep_at_the_wheel_version_wp_july23%20(1).pdf
https://acrobat.adobe.com/id/urn:aaid:sc:EU:523b235f-1eaf-4980-9aec-92a1ce844c2c
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The Institute for Energy Economics and Financial Analysis has also reported a “financial 

time bomb” in the form of growing and accumulating climate risks which are not accounted 

for in current credit ratings and, “will likely lead to rating volatility and instability, a costly 

affair for investors and issuers.”24 The report emphasises the risk to the bond market and 

ratings downgrades to bonds of hydrocarbon-dependent issuers in particular. 

2.2 Transition risk 

Transition risk arises from the response to climate change by governments, industries and 

consumers, and includes stranded asset risk which is of particular relevance to 

investments in fossil fuels. 

Stranded asset risk relates to the risk of particular assets becoming ‘stranded’, in the sense 

that they cannot be economically or legally deployed, as a result of climate risk materialising. 

This may be due to: reduced demand and prices; governments implementing climate-

related policy and regulation or taking action that expressly prevents the development of 

particular projects; and/or companies becoming unable to raise the finance necessary to 

develop or continue with such projects. Certain assets therefore risk becoming stranded 

and suffering from “unanticipated or premature write-downs, devaluations, or conversion to 

liabilities.” 25  The IEA and the International Renewable Energy Agency (IRENA) have 

estimated that the total value of stranded assets in the upstream energy, electricity 

generation, industry and buildings sectors may reach $20 trillion.26 

Most countries in the world are committed to limiting global warming to 1.5°C in line with the 

goals of the Paris Agreement and the Glasgow Climate Pact, and to reducing global 

greenhouse gas (GHG) emissions accordingly. Countries must develop and implement 

policies to comply with these commitments, creating a global policy context that creates 

severe risks for carbon-intensive energy sector companies. New fossil fuel projects are at 

particular risk of becoming stranded due to the scientific consensus as to their 

incompatibility with limiting global warming to 1.5°C, with the IEA noting that those “choosing 

to undertake them need to recognise that these developments may fail to recover their 

upfront costs.”27  

Investors in those companies face associated stranded asset risk,28 and the Appendix to 

this letter points to authoritative analyses by UNEP, the IPCC, IEA and other experts 

demonstrating that maintaining or increasing fossil fuel capacity is not aligned with 

pathways to limit global temperature rise to 1.5°C. 

2.3 Reputational and litigation risk 

Finally, the financing of those businesses predicated on continued expansion of the very 

fossil fuels driving catastrophic climate change carries reputational risk, as recognised by 

 
24 Hazel Ilango, Institute for Energy Economics and Financial Analysis, Rating stability at risk from looming 
climate downgrades, 21 August 2023 
25 See Caldecott, Journal of Sustainable Finance & Investment, 7:1, Introduction to special issue: stranded 
assets and the environment, 11 December 2016, 1-13, at p.2. Similarly, the IEA has defined stranded assets as 
“investments which have already been made but which, at some time prior to the end of their economic life (as 
assumed at the investment decision point), are no longer able to earn an economic return, as a result of changes 
in the market and regulatory environment brought about by climate policy” (see IEA, ‘Redrawing the Energy-
climate Map, 10 June 2013, at p. 98). 
26 See IEA and IRENA, Perspectives for the Energy Transition, 2017, at p.143 
27 IEA 2022 World Energy Outlook report, p.81 
28 See Semieniuk et al., Nature Climate Change 12, ‘Stranded fossil-fuel assets translate to major losses for 
investors in advanced economies’, 26 May 2022, 532-538, and Bank of England, ‘Results of the 2021 Climate 
Biennial Exploratory Scenario’, 24 May 2022, Section 1, which discusses projected losses on corporate bonds 
in oil and gas mining. 

https://ieefa.org/resources/rating-stability-risk-looming-climate-downgrades#:~:text=Issuers%20would%20face%20greater%20refinancing%20cost%20by%20raising,bond%20sell-offs.%20A%20financial%20time%20bomb%20is%20ticking.
https://ieefa.org/resources/rating-stability-risk-looming-climate-downgrades#:~:text=Issuers%20would%20face%20greater%20refinancing%20cost%20by%20raising,bond%20sell-offs.%20A%20financial%20time%20bomb%20is%20ticking.
https://www.iea.org/reports/world-energy-outlook-2022?language=pl
https://www.bankofengland.co.uk/stress-testing/2022/results-of-the-2021-climate-biennial-exploratory-scenario
https://www.bankofengland.co.uk/stress-testing/2022/results-of-the-2021-climate-biennial-exploratory-scenario
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the Department for Work and Pensions.29 This risk is growing as the threat to people and 

planet becomes increasingly clear30 and public pressure is increasingly brought to bear on 

fossil fuel investors, whether targeted directly as part of anti-fossil-fuel campaigns31 or 

through media reports.32 Frameworks have set expectations in the market that net-zero 

committed financial institutions will have a science-aligned phase out policy,33 and litigation 

risk is growing for schemes that continue to invest in environmentally destructive activities.34 

The litigation risks for the scheme in relation to its bond investments lie on two fronts: risks 

to investee companies which affect corporate value and creditworthiness;35 and risks to the 

scheme in relation to its bond investments.36  

3. Tools for mitigating climate risks through debt portfolios 

The trustees’ legal duties, the distinctive characteristics37 and “unhedgeable” nature of 
climate risk,38 as well as the urgency and scale of transition needed to mitigate the worst 
impacts (including financial impacts) of climate change, require effective bondholder 
stewardship to hold investee companies to account and protect financial returns. 39 
Shareholder engagement based on dialogue has, to date, proven less effective than hoped 
in pushing carbon-intensive energy sector companies to transition, with pension funds such 
as the Church of England taking the decision to divest after years advocating for 
engagement with the sector.40,41 However, bondholder stewardship provides powerful tools 

 
29 The Department for Work and Pensions, Governance and reporting of climate change risk: guidance for 
trustees of occupational schemes, at para. 99, 100 
30 For example, as observed by UN Secretary-General Antionio Guterres in his statement to the Austrian World 
Summit, “Climate change is, quite simply, an existential threat for most life on the planet – including, and 
especially, the life of humankind.”, May 2023, and documented in detail in the IPCC AR6 Synthesis Report 2023, 
Observed Changes and Impacts 
31 See for example, Investor updates - Stop Adani, Total greenwash: tell investors not to buy Total's Toxic Bonds 
32 See, for example, Record Heat Is Burning Investors and They Don’t Know It, Bloomberg, 12 July 2023 
33 See, for example, the Science Based Targets Initiative’s framework for financial institutions 
34 See United Nations Environment Programme Global Climate Litigation Report 2023, p.14, and LSE Grantham 
Research Institute on Climate Change and the Environment Global trends in climate change litigation 2023 
35 Impacts of climate change litigation on firm value, Centre for Climate Change Economics and Policy, LSE, 
May 2023, showed that climate litigation filings or unfavourable court decisions reduced firm value by -0.41% 
on average. The largest stock market responses were observed for cases filed against the largest emitters 
operating in energy, utilities and materials, reducing firm value by -0.57% following case filings and by -1.50% 
following unfavourable judgements. For examples of such cases, see York County v. Rambo, in which bond 
investors accused the Pacific Gas and Electric Company of failing to disclose the risk of its non-compliance with 
electrical line maintenance standards and consequent contribution to increasing wildfires in the region, and 
Complaint to the SEC against JBS for issuing a sustainability-linked bond based on a commitment to achieve 
net zero emissions by 2040, although the company’s emissions had been increasing. 
36 Harvard Law School publication, The Rise of Climate Litigation, notes the global rate of increase in climate 
litigation against financial sector actors and increasing diversity and complexity in the arguments being used, 
particularly those based on notions of fiduciary duty and greenwashing. 
37 As acknowledged by financial regulators globally and in the UK. See for example the Pensions Regulator in 
its Climate Adaptation report, October 2021 
38 See the Cambridge Institute for Sustainability Leadership, Unhedgeable risk: How climate change sentiment 
impacts investment, November 2015, at p. 30 
39 See the Institutional Investor Group on Climate Change (IIGCC), Net Zero Bondholder Stewardship Guidance 
at p. 2 and 19, The Department for Work and Pensions, Reporting on Stewardship and Other Topics through 
the Statement of Investment Principles and the Implementation Statement: Statutory and Non-Statutory 

Guidance, at paragraph 44, UN PRI A Legal Framework for Impact, p.80 para.44-45, and The Pensions 
Regulator DB investment guidance and DC investment governance guidance in which it is noted that, “it is up 
to the trustees to exercise stewardship and ensure, as far as they are able, that this is done through the whole 
length of the investment chain” and that this “is particularly relevant for the management of macroeconomic, 
systemic risks such as climate change, which cannot be sufficiently hedged through portfolio construction and 
asset allocation alone.” 
40 Reclaim Finance, The Sunrise Project and the Sierra Club, Who’s Managing Your Future?, June 2023 
41 Mooney A and Wilson T, Church of England dumps oil majors over climate concerns, Financial Times, 22 
June 2023 

https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes#full-publication-update-history
https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes#full-publication-update-history
https://www.un.org/sg/en/content/sg/statement/2023-05-16/secretary-generals-video-message-the-austrian-world-summit
https://www.un.org/sg/en/content/sg/statement/2023-05-16/secretary-generals-video-message-the-austrian-world-summit
https://www.ipcc.ch/report/sixth-assessment-report-cycle/
https://www.stopadani.com/investor_updates
https://www.toxicbonds.org/campaigns/total-greenwash
https://www.bloomberg.com/news/articles/2023-07-12/record-heat-is-burning-investors-and-they-don-t-know-it?cmpid=BBD071223_GREENDAILY&utm_medium=email&utm_source=newsletter&utm_term=230712&utm_campaign=greendaily&sref=tghVnhKl
https://sciencebasedtargets.org/sectors/financial-institutions#:~:text=The%20Science%20Based%20Targets%20initiative%E2%80%99s%20framework%20allows%20financial,and%20investment%20activities%20with%20the%20Paris%20Climate%20Agreement.
https://wedocs.unep.org/bitstream/handle/20.500.11822/43008/global_climate_litigation_report_2023.pdf?sequence=3
https://www.lse.ac.uk/granthaminstitute/wp-content/uploads/2023/06/Global_trends_in_climate_change_litigation_2023_KEY_MESSAGES.pdf
https://www.lse.ac.uk/granthaminstitute/publication/impacts-of-climate-litigation-on-firm-value/
http://climatecasechart.com/climate-change-litigation/case/york-county-v-rambo/
https://www.washingtonpost.com/climate-environment/2023/01/18/jbs-food-giant-brazil-bonds/
https://corpgov.law.harvard.edu/2022/03/03/the-rise-of-climate-litigation/
https://www.thepensionsregulator.gov.uk/en/document-library/corporate-information/climate-change-and-environment/climate-adaptation-report#9617eb6c4ca94321946b7c01fd93caf5
https://www.cisl.cam.ac.uk/resources/sustainable-finance-publications/unhedgeable-risk
https://www.cisl.cam.ac.uk/resources/sustainable-finance-publications/unhedgeable-risk
https://www.iigcc.org/download/net-zero-stewardship-guidance/?wpdmdl=8050&refresh=64cd02d81a1d11691157208
https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/reporting-on-stewardship-and-other-topics-through-the-statement-of-investment-principles-and-the-implementation-statement-statutory-and-non-statutory
https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/reporting-on-stewardship-and-other-topics-through-the-statement-of-investment-principles-and-the-implementation-statement-statutory-and-non-statutory
https://www.gov.uk/government/consultations/climate-and-investment-reporting-setting-expectations-and-empowering-savers/outcome/reporting-on-stewardship-and-other-topics-through-the-statement-of-investment-principles-and-the-implementation-statement-statutory-and-non-statutory
https://www.unpri.org/download?ac=13902
https://www.thepensionsregulator.gov.uk/en/document-library/scheme-management-detailed-guidance/funding-and-investment-detailed-guidance/db-investment/db-investment-governance#4615aa729c5443cf9c7766be3a8b2445
https://www.thepensionsregulator.gov.uk/en/document-library/scheme-management-detailed-guidance/funding-and-investment-detailed-guidance/investment-guide-for-dc-pension-schemes-
https://reclaimfinance.org/site/en/2023/06/28/report-whos-managing-your-future/
https://acrobat.adobe.com/id/urn:aaid:sc:EU:c27de596-9c77-4d7e-a943-f45d0f064cba


 

7 

 
 

 

for risk mitigation that many investors have yet to deploy, and fossil fuel financing typically 
draws significantly greater sums from bonds than equities.42 

However, a recent report has highlighted that large asset managers are investing at scale 
in newly issued bond securities from companies engaged in fossil fuel expansion43 and the 
UK Asset Owner Roundtable has identified trends in asset manager misalignment on 
stewardship and engagement, with stronger discrepancies noted for US oil and gas 
issuers.44   For bondholder stewardship to be effective, it is essential that the trustees 
require any asset manager investing on their behalf to act in the best interests of the 
scheme’s beneficiaries.45  Sections 3.1 and 3.2 set out the mechanism through which the 
scheme can do so. 

3.1 Denial of debt 

The strongest voice for bond investors in the lifecycle of a bond comes at the point 
of financing or refinancing, with threat of denial of debt being a key lever.46   

As set out on page 1 and 2 of this letter, in order to comply with their legal duties in relation 
to managing climate change risk and to act in the best interests of their beneficiaries, the 
trustees should cease providing capital through bond purchases to any energy 
sector company, except where the Investment Conditions are met. For this to be an 
effective stewardship tool for the trustees, it should be clearly communicated to all 
relevant current and prospective investee energy sector companies, in order to 
provide the opportunity for those companies to adapt their activities and secure your 
investment, and these requirements should form part of the scheme's Investment 
Management Agreement or equivalent agreement with its asset managers.  

3.2 Bond Covenants 

The Investment Conditions include the use of bond covenants requiring implementation of 

the issuer’s transition plan. Currently, climate-related promises in the bond market, even in 

‘green’ bonds (including green, sustainable, social and sustainability-linked bonds), often 

lack enforceability and leave investors without effective recourse.47,48 Typically, where an 

issuer’s climate-related promises are not met (potentially increasing the credit risk 

associated with that issuer and its bond) the investor can sell the bond on the secondary 

market, but lacks a legal basis on which to press the issuer to take action to fulfil its climate-

related promises (implementation of which would in turn protect the investor’s wider portfolio 

from increased climate risk) and is usually unable to benefit from financial redress. 49 

 
42 Cojoianu et. al., Does the fossil fuel divestment movement impact new oil and gas fundraising? Journal of 
Economic Geography, Volume 21, Issue 1, January 2021, p. 141–164, “Bank loans were the preferred means 
of fundraising for the oil and gas sector (c. 64% of total fundraising over the 2000–2015 period), followed by 
bonds (26%) and equities (10%)” 
43 At least $3.5 billion invested by 30 large asset managers in bond securities issued between 1/1/2022 and 
19/5/2023 by companies actively engaged in fossil fuel expansion. Reclaim Finance, Who’s Managing Your 
Future?, June 2023, at p.6 
44 Hoepner et al., UK Asset Owner Stewardship Review 2023: Understanding the Degree & Distribution of Asset 
Manager Voting Alignment, 17 November 2023 
45 The scheme’s trustees cannot delegate responsibility in this regard to asset managers. See The Department 
for Work and Pensions, Governance and Reporting of Climate Change Risk: guidance for trustees of 
occupational schemes, June 2021, at para. 28 
46 Hoepner A and Schneider F, Exit vs. Voice vs. Denial of (re)Entry, August 2022, including at p.12: “threatening 
to Deny Debt when a firm is looking to refinance provides for the strongest Voice power.” 
47 Corke et al., Green Bonds Series: Part 4 - When ‘Green’ Bonds go Brown, Lexology October 17, 2019 
48 Curtis et al., 2023, Green Bonds, Empty Promises, p.18-23 
49 Sustainability-linked bonds include a penalty payment mechanism that is triggered by the issuer failing to 
meet sustainability related KPIs, but current bond structures allow for the link between sustainability and financial 
outcomes to be weakened, and research from the World Bank shows that high emitting issuers are more likely 
to use weak structures, World Bank IFC’s Structural Loopholes in Sustainability-Linked Bonds, October 2022, 
p. 2-3. 

https://academic.oup.com/joeg/article/21/1/141/6042790
https://reclaimfinance.org/site/en/2023/06/28/report-whos-managing-your-future/
https://reclaimfinance.org/site/en/2023/06/28/report-whos-managing-your-future/
https://www.brunelpensionpartnership.org/wp-content/uploads/2023/11/Hoepner-2023-Asset-Owner-Asset-Manager-Voting-Alignment-Review.pdf
https://www.brunelpensionpartnership.org/wp-content/uploads/2023/11/Hoepner-2023-Asset-Owner-Asset-Manager-Voting-Alignment-Review.pdf
https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://www.gov.uk/government/publications/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes/governance-and-reporting-of-climate-change-risk-guidance-for-trustees-of-occupational-schemes
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4193465
https://www.lexology.com/library/detail.aspx?g=0a6503d3-d4ff-44fc-ab2b-5166c157f630
https://deliverypdf.ssrn.com/delivery.php?ID=975094099100000028068068066072120028118048034028083053113066077025103005067104092087000019119031026058055085021112096004018081027027021084004066064125014026103127074017036018117000084113092114006066068010095092068064029068077115064001112072004027088003&EXT=pdf&INDEX=TRUE
https://documents1.worldbank.org/curated/en/099237410062223046/pdf/IDU0e099a50307f86045a80b33201d0b7057cedf.pdf
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Depending on the nature of the issuer’s climate-related promises in the bond, those 

promises are also unlikely to be enforceable by a regulator or court.  

The lack of recourse therefore creates a risk for trustees who are required to exercise their 

investment power with due assessment and management of climate-related financial risks 

for their portfolio as a whole. Selling the bond on the secondary market may protect the 

investor from increased credit risk associated with a company failing to meet its climate or 

transition targets, but does not create a strong incentive for the company to comply with 

those targets or mitigate the resultant risks to the rest of the scheme’s portfolio.  It is 

therefore critical to include enforceable contractual arrangements in the bond prospectus 

that attach legal consequences to climate transition targets and provide the investor with 

protections over the lifetime of the bond. The Institutional Investor Group on Climate 

Change (IIGCC) and Paris Aligned Investment Initiative have recommended the use of 

issuer covenants to provide such an accountability mechanism.50,51  

Effective Bond Covenants should:  

- set climate conditions in line with the issuer’s just and credible net zero transition 

plan, for example restrictions on the use of proceeds to exclude fossil fuel 

exploration and development, and/or verifiable transition plan targets to be met at 

agreed observation points during the lifetime of the bond, and 

- specify clear, enforceable consequences of failure to meet those conditions. 

Experts have suggested that workable consequences52 include:  

- legitimate and proportionate financial consequences for the issuer (for 

example a penalty payment to the investor),  

- “put” events to enable bondholders to accelerate or redeem their bonds; or  

- margin ratchets requiring the issuer to pay increased coupons if specified 

targets are not met (a mechanism used in sustainability-linked bonds). Such a 

coupon should be meaningful, i.e. significant enough that the issuer does not 

receive a financial benefit despite not reaching the target, if it is to properly 

incentivise achievement of targets,53  and not be undermined by structural 

loopholes like late target dates or call options.54 

Such consequences could be automatic on failure to meet the agreed climate conditions 

(as in the case of step-up coupons in a sustainability-linked bond), or with a ‘cure period’ 

after which they take effect as a last resort (which might be appropriate for a put event, for 

example). 

Bond covenants thus enable the investor to exercise rights between issuance and 

maturity, providing an important tool for trustees to carry out, directly or through their 

asset manager(s), effective stewardship in relation to implementation of the issuer’s 

transition plan. By elevating climate-related representations to commitments that can be 

effectively valued and priced, bond covenants also help to mitigate the risks to the scheme’s 

 
50 The IIGCC Net Zero Bondholder Stewardship Guidance discusses the use of climate covenants in bond 
documentation, including at p. 2, 16 and 17. 
51 The Paris Aligned Investment Initiative’s Net Zero Investment Framework, at p.18, refers to the use of 
covenants and KPI linked bonds as mechanisms to ensure alignment criteria are met during the lifetime of the 
bond 
52 Corke et al., Green Bonds Series: Part 4 - When ‘Green’ Bonds go Brown, Lexology October 17, 2019 
53 Kölbel et al., Who Pays for Sustainability? An analysis of sustainability-linked bonds, January 2023 
54 World Bank IFC, Structural Loopholes in Sustainability-Linked Bonds, October 2022, p. 2-3. 

https://www.iigcc.org/download/net-zero-stewardship-guidance/?wpdmdl=8050&refresh=64cd02d81a1d11691157208
https://www.parisalignedassetowners.org/media/2021/03/PAII-Net-Zero-Investment-Framework_Implementation-Guide.pdf
https://www.lexology.com/library/detail.aspx?g=0a6503d3-d4ff-44fc-ab2b-5166c157f630
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=4007629
https://documents1.worldbank.org/curated/en/099237410062223046/pdf/IDU0e099a50307f86045a80b33201d0b7057cedf.pdf
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portfolio as a whole, and to the economy, that arise from the widespread mispricing of 

securities. Again, these requirements should form part of the scheme's Investment 

Management Agreement or equivalent agreement with its asset managers. 

4. Conclusion

Climate change, caused largely by greenhouse gas emissions from fossil fuels,55 poses a
material financial risk to pension schemes. Continued investment in bonds issued by
companies involved in fossil fuel projects therefore poses significant financial, legal and
reputational risks to the scheme. It is essential that the trustees mitigate these risks in order
to protect the scheme and fulfil their legal obligations. Such mitigation can be achieved by
taking the actions proposed on page 1 and 2 above, and we would welcome an opportunity
to discuss them further.

Yours sincerely,

Joanne Etherton 

Head of Purposeful Markets 

jetherton@clientearth.org 

www.clientearth.org

55 IPCC, Climate change widespread, rapid and intensifying, August 2021. 

mailto:jetherton@clientearth.org
http://www.clientearth.org/
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Appendix 

Fossil fuels and Net Zero 

The 1.5°C target 

The Paris Agreement56 set the goal of limiting the increase in global warming to 1.5°C above 

pre-industrial levels, and was followed by the authoritative Special Report from the 

International Panel on Climate Change (IPCC) on the impacts of 1.5°C warming. This report 

and subsequent analyses, including by the World Resources Institute57 set out the severe 

physical impacts that are likely at 1.5°C and demonstrate that exceeding 1.5°C could trigger 

multiple global tipping points. The 1.5°C target is becoming increasingly difficult to reach, 

as emissions are not being phased down at sufficient speed, but the importance of 

maintaining the target is clear, as each increment of overshoot (even below 2°C) carries 

increased physical impacts and escalates the risks (including financial risks) to the scheme 

that are set out in the main body of this letter. In short, every incremental increase in 

temperature makes climate impacts more severe and catastrophic tipping points more 

likely.  

Phasing down GHG emissions 

The IPCC’s Sixth Assessment Report ‘Climate Change 2021: The Physical Science Basis’ 

published in August 2021 found that unless there are immediate, rapid and large-scale 

reductions in GHG emissions, limiting warming to close to 1.5°C or even 2°C will be 

beyond reach.58 In response to the report, UN Secretary-General António Guterres stated 

that “[w]e need immediate action on energy. Without deep carbon pollution cuts now, the 

1.5-degree goal will fall quickly out of reach. This report must sound a death knell for coal 

and fossil fuels, before they destroy our planet... Countries should also end all new fossil 

fuel exploration and production…”59  

There is scientific consensus that the exploration and development of fossil fuel is 

incompatible with the goal of limiting global warming to 1.5°C. In April 2022, the IPCC 

confirmed with “high confidence” that projected CO2 emissions from existing and currently 

planned fossil fuel infrastructure will exceed levels consistent with pathways that limit global 

warming to 1.5°C. The necessary implication is that many proven fossil fuel reserves must 

be left in the ground if there is to be any realistic prospect of the goals of the Paris 

Agreement being achieved.  

According to the ‘Production Gap Report’ 60  published in 2021 by the United Nations 

Environment Programme (UNEP) and other experts, governments’ national plans and 

projections showed that they plan to produce more than double the amount of fossil fuels 

by 2030 than would be consistent with a 1.5°C pathway. The effect of increased extraction 

of fossil fuels on increasing overall global emissions is also widely recognised. The 

Production Gap Report explains that “for oil, each barrel left undeveloped in one region will 

lead to 0.2 to 0.6 barrels not consumed globally over the longer term.”  

 
56 As noted in the main body of the letter, the Paris Agreement is a legally-binding international treaty on climate 
change which entered into force on 4 November 2016. 
57 The World Resources Institute, Half a Degree and a World Apart: The Difference in Climate Impacts Between 
1.5˚C and 2˚C. See also McKay et al. Exceeding 1.5°C global warming could trigger multiple climate tipping 
points, 9 September 2022 
58 IPCC, 'Climate change widespread, rapid and intensifying' (August 2021). 
59 UN Secretary-General, ‘Secretary-General's statement on the IPCC Working Group 1 Report on the Physical 
Science Basis of the Sixth Assessment’ (August 2021). 
60 See UNEP et al., Production Gap Report (2021) 

https://www.wri.org/insights/half-degree-and-world-apart-difference-climate-impacts-between-15c-and-2c-warming#:~:text=Their%20findings%20show%20that%20the%20world%20will%20face,the%20carbon%20budget%20associated%20with%201.5%CB%9AC%20by%202030.
https://www.wri.org/insights/half-degree-and-world-apart-difference-climate-impacts-between-15c-and-2c-warming#:~:text=Their%20findings%20show%20that%20the%20world%20will%20face,the%20carbon%20budget%20associated%20with%201.5%CB%9AC%20by%202030.
https://www.science.org/doi/10.1126/science.abn7950
https://www.science.org/doi/10.1126/science.abn7950
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The ‘Net Zero by 2050 Roadmap’61 published in May 2021 by the International Energy 

Agency (IEA NZE 2021) underscored the need to phase out oil and gas production if we 

are to limit warming to 1.5°C. Under its pathway for limiting warming to 1.5°C, the IEA 

confirmed that “no new oil and natural gas fields are required beyond those that have 

already been approved for development.”62 On publishing its analysis, the IEA explained 

that “the Roadmap sets out more than 400 milestones to guide the global journey to net 

zero by 2050. These include, from today, no investment in new fossil fuel supply 

projects…”63  

The updated IEA NZE 2023 roadmap confirms that energy demand can be met while 

reducing fossil fuel emissions, and takes into account key changes that have occurred since 

2021 in energy policies, technologies, markets and supply chains, including: the negative 

consequences of the carbon-intensive economic recovery from Covid and the energy crisis 

triggered by Russia’s invasion of Ukraine; and the positive advances in key clean energy 

technologies like photovoltaic cells and electric vehicles.64 The IEA NZE 2023 scenario 

takes into account energy security and a just transition, distinguishing between the needs 

of emerging and advanced economies and emphasising that countries with energy access 

issues must resolve these as part of their journey to Net Zero,65 and confirms that, “No new 

long-lead time upstream oil and gas projects are needed in the NZE Scenario, neither are 

new coal mines, mine extensions or new unabated coal plants.”66  

The IEA NZE 2023 scenario also sets out technology and sector-specific dashboards for: 

Fossil Fuel Supply67 for which a 97% reduction in GHG emissions is required; and Unabated 

Fossil Fuels in Electricity Generation68 for which a 95% reduction is required by 2040.  

It is therefore clear from the authoritative analysis conducted by UNEP, the IPCC, IEA and 

other experts that continued fossil fuel development or maintaining fossil fuel extraction at 

current levels is not aligned with pathways to limit global temperature rise to 1.5°C. 

 

 

 

 

 

 

 

 

 

 

 

 
61 IEA, Net Zero by 2050: A Roadmap for the Global Energy Sector, May 2021. 
62 Ibid, at p. 99. 
63 IEA, Pathway to critical and formidable goal of net zero, 18 May 2021 
64 IEA, Net Zero Roadmap: A Global Pathway to keep the 1.5°C Goal in Reach. 2023 Update 
65 Ibid. including at p. 56 
66 Ibid. at p. 16 
67 Ibid, at p. 105  
68 Ibid, at p. 92 

https://www.iea.org/news/pathway-to-critical-and-formidable-goal-of-net-zero-emissions-by-2050-is-narrow-but-brings-huge-benefits
https://iea.blob.core.windows.net/assets/13dab083-08c3-4dfd-a887-42a3ebe533bc/NetZeroRoadmap_AGlobalPathwaytoKeepthe1.5CGoalinReach-2023Update.pdf

