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DISTRIBUTED TO, OR USED BY, INDIVIDUAL INVESTORS.

CLIMATE CHANGE:
AN INVESTOR’S PERSPECTIVE

Climate change is a proven reality, one that will have far-reaching
consequences for the environment and society. The financial
community and those who use its services are not immune from
these effects: for many years, investors have been debating and
exploring the financial impact of climate change. Some investors
(principally the largest global pension schemes) have gone
further, actively addressing the issue through disinvestment from
fossil fuels, for example. Many other investors are considering
their position, and striving to understand their options.

We produced this paper to give investors an overview of the key
points within this debate, and to set out the options available to
those who wish to align their investments with their concerns.
It is important to note that climate change is only one
environmental risk faced by portfolios. There are also risks
associated with other Environmental, Social or Governance
(ESG) issues such as pollution, bribery and corruption.
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A POINT OF GLOBAL FOCUS:
THE PARIS AGREEMENT
At the 2015 United Nations Climate Change conference, the leaders of 195 countries negotiated and agreed upon a set of measures
to tackle climate change. According to the United Nations, the treaty (COP 21) aims to “stabilize greenhouse gas concentrations in
the atmosphere at a level that will prevent dangerous human interference with the climate system” (UNFCCC, 2017). A key element
of the agreement is limiting global warming to 2 degrees Celsius above pre-industrial levels. Unlike its predecessor, the Kyoto
Protocols, the limits set are not legally binding. But the focus on countries setting their own emissions targets and self-reporting
has increased the scale of the agreement, while wealthier nations are offering aid to developing countries.
Although the United States withdrew from the accord in June 2017, leaders in India, China plus the G7 countries have reiterated their
commitment (UNFCCC, 2017). Even within the US, the private sector is ramping up development of renewable energy technology
and finance. Without doubt, the implications of this agreement will be significant, and will be felt in both the short and long term.

THE PARIS AGREEMENT – AT A GLANCE
Signatories commit to:







Holding the increase in the global
average temperature to well
below 2 °C above pre-industrial
levels and to pursue efforts to
limit the temperature increase
to 1.5 °C above pre-industrial
levels, recognising that this would
significantly reduce the risks and
impacts of climate change.

Increasing the ability to adapt to the
adverse impacts of climate change
and foster climate resilience and
low greenhouse gas emissions
development, in a manner that
does not threaten food production.

Making finance flows consistent
with a pathway towards low
greenhouse gas emissions and
climate-resilient development.

Source: UNFCC, 2015

CO2 emissions, 2013
(metric tons per capital)

Source: World Bank, 2017

An Introduction to Low Carbon Investing

1

WHAT DOES A LOW-CARBON REGIME MEAN
FOR THE ASSET MANAGEMENT INDUSTRY?
The Paris accord’s focus on reducing carbon emissions is set to influence both government policy and corporate behaviour worldwide.
It also has consequences for asset managers, asset owners and those who administer pension funds, who are likely to encounter
some of the following issues:
an obligation or responsibility to adhere to the agreement
a desire to adhere to responsible investment policies
increased pressure from institutional investors, pension scheme members and retail investors
a concern over the impact on future returns arising from macroeconomic shifts in investor sentiment

CHALLENGES AND OPPORTUNITIES FOR ASSET OWNERS
Asset owners face growing pressure from stakeholders, who want to better understand if their assets align with the spirit of the
agreement, or if they face carbon-related liabilities. Understandably, one concern of investors is the financial implication of holding
‘carbon-stranded assets’, i.e. assets that could lose their economic value before the end of their expected life. This loss in value
would likely be due to regulatory changes or technological innovation.
To meet the growing demand from stakeholders, asset owners require detailed information on the underlying assets and a robust
reporting framework. Cognisant of the growing demand for data and detailed reporting, professionals across the financial/assetmanagement community have taken action in response. For example:
Investment consultants have started to assess the long-term strategic implications of the macro-environmental theme and its
related issues.
Actuaries have begun assessing the potential effects of climate change on asset values, investment returns and sponsor covenants,
as well as pension scheme cash flows.
Asset managers are formulating strategies, products and investment approaches based on macro-environmental themes.
Research houses, including broker dealers, are producing reports and recommendations for various stakeholders in the industry.
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TRANSPARENCY AND DISCLOSURE AT THE FOREFRONT
One of the most immediate impacts of COP 21 is likely to be a concerted move towards disclosure and transparency. This is arguably the first
and most important step to moving to a low-carbon environment, as it is only with disclosure and transparency that true change will materialise.
Increasingly, institutional investors are measuring their carbon footprint in response to the Paris climate agreement. According to PRI
(Principles for Responsible Investments), nearly 120 investors with a total of US$10 trillion in assets under management have joined the
Montreal Carbon Pledge, committing to undertaking and disclosing a portfolio’s carbon footprint (PRI and UNEP FI, 2014).

Montreal Carbon Pledge
Nearly 120 institutional investors

with a total of

US$10

trillion in assets under management

Source: PRI and UNEP FI, 2014.
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ALIGNING A PORTFOLIO WITH INVESTORS’
CLIMATE CONCERNS
It is striking that, as things stand, many investors concerned about the risks of climate change are not aligning their investments
with their concerns. Most portfolios are invested largely or wholly in line with stock-market indices. Consequently, such investors
are generally overexposed to fossil fuels and petrol/diesel cars, and underexposed to renewable energy and electric cars.
Investors who want to rectify this, reduce their carbon footprint or ‘decarbonise’ their portfolio have a number of different options. They can:

1

2

3

Implement direct voting
and engagement activities
towards disclosure and
transparency of carbon issues

Divest from fossil-fuel-related
securities

Integrate low-carbon themes
into their investment strategies
or associated benchmarks

We explore each of these options in more detail below. However, please note that before making any significant shifts in investment policy,
it is important to seek professional and independent advice.
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OVERVIEW OF THE OPTIONS AVAILABLE
For investors seeking to incorporate a low-carbon approach into their investment decision-making, there are three key levers in their
investment decisions:

1

2

Active ownership

3

Integration of low-carbon themes into
investment strategies

Divestment from companies
exposed to fossil fuels

1
ACTIVE OWNERSHIP
Active ownership is a process whereby an investor actively uses their voting power and shareholding status
to change the company’s future direction. Such investors can actively pursue a strategy of engagement/share
voting pressure with companies with a faltering ESG/low-carbon record, encouraging them to reduce their
carbon footprint.
There is a strong argument in favour of this approach, because the companies under review depend on their
shareholders continuing to invest. Facing coordinated action from investors globally, companies will need to
respond to pressure to change their practices, or face losing their shareholders.

Key considerations
Active ownership is relatively straightforward to implement in both active and passive strategies.
Most asset owners rely on their investment manager to implement voting and engagement activity on their
behalf.
It’s important, therefore, to understand and review the investment manager’s approach to voting and
engagement, ensuring it aligns with your desired low-carbon objectives.
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DIVESTMENT FROM COMPANIES EXPOSED TO
FOSSIL FUELS
Divestment is the process of actively reducing and ultimately eradicating any portfolio holdings in carbon-intensive
assets. There are both moral and financial angles to this argument. Divestment gives institutional investors
(and family offices, charities etc) the assurance that they are not lending financial support to companies that
have a large carbon footprint. The financial argument is also compelling. A research paper published in 2015
found that “a third of oil reserves, half of gas reserves and over 80% of current coal reserves should remain
unused during the next 40 years in order to meet the 2 degrees warming limit” (McGlade, C & Ekins, P, 2015).
Consequently, companies engaged in the extraction and processing of fossil fuels could find that their carbon
reserves such as coal, gas and oil cannot be monetised.
Those opposed to this stance suggest that divesting from such companies makes little sense, because the shares
will simply be bought by other investors. Consequently, there is little or no adverse impact on the company,
and so no change is wrought. Opponents to divestment prefer a strategy of engagement and share voting
pressure to persuade the companies to commit to lower carbon business practices.
Furthermore, it can be difficult to decide which sectors and industries to exclude when planning a divestment strategy,
as there are often differing definitions and thresholds when selecting companies to disinvest from. Additionally, there
might not be merit in excluding all companies in an industry and sector category, when some might be in the process of
evolving and reducing their exposure to carbon emissions. As illustrated in Exhibit 1, the materials and utilities sectors
are currently responsible for high carbon emissions, but these are set to fall in the future.
Additionally, much of the research used to inform investment decisions is based on historic carbon emission data. To
counter the data, some providers have partnered with third parties to take a more forward-looking view, providing
information on management, risks, opportunities, strategy and targets, to improve investors' understanding.

Key considerations
Relatively straightforward to implement in both active and passive strategies.
Explicitly avoids exposure to certain specified companies/sectors.
An exclusion list (based on predetermined criteria) needs to be defined and reviewed on a regular basis.
It’s necessary to find a manager willing to accommodate exclusion lists.

Source: MSCI, 'Beyond Divestment' (2015)
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Exhibit 1: Current and future carbon emissions from a sector perspective
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INTEGRATING LOW-CARBON THEMES INTO
INVESTMENT STRATEGIES
In common with many asset-allocation decisions, investors can choose to implement their investment strategy
passively or actively – whether through traditional active management or systematic investment strategies.
In considering these options, a key question to be addressed by investors is what impact the selection of a
different strategy will have on future investment performance (measured by investment reruns, tracking error,
etc.). It’s also important to consider if it’s possible to measure the actual reduction in CO2 emissions relative
to the previous strategy in place.
Furthermore, investors might have to look closely at the types of companies held by low-carbon-themed
strategies and consider what benchmark is appropriate for performance measurement. Derivative products
are increasingly being added to the index area, and the characteristics of these offshoots need to be examined.
However, there is another somewhat glaring problem when supporting the move to a low-carbon economy.
Namely, that reducing exposure to companies with high carbon emissions does not automatically translate
into exposure to green technologies. That is currently a separate consideration, one that investors need to
target specifically.

Key considerations
Both active and passive low-carbon strategies are available to investors
It is important to understand what impact the selection of a different strategy will have on the future
investment performance of your portfolio
Reducing exposure to companies with high carbon emissions does not automatically translate into exposure
to green technologies
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INDEX PROVIDERS:
ON-GOING DEVELOPMENTS
To examine how investment managers are integrating low-carbon themes into their strategies, let’s consider some recent developments
from index providers.
Recently, many index providers have launched low-carbon indices, a trend that significantly expands the options available to passive investors.
Index providers take many different approaches, which we have summarised below.
A low-carbon targeting index: securities in the underlying index are assessed according to their carbon emissions and fossil fuel
reserves. The index is created by taking overweight positions in companies with low carbon emissions relative to sales, and those with
low potential carbon emissions per dollar of market capitalisation. The result is a lower carbon exposure than the broad index.
Reported positions: only companies that have reported carbon emission intensities in their financial reports are eligible for inclusion.
Positive screening: the provider chooses the ‘best’ company per sector based on lowest carbon intensities, or chooses securities from
companies that are deemed public leaders in carbon emission reductions.

HOW INDEX PROVIDERS CAN DIFFER
The key differences between index providers relate to ESG and carbon research, a focus on a low carbon footprint, and deviation from
the market-cap index. When it comes to ESG and carbon research, some index providers have their own internal research teams, while
others have established partnerships with global research houses. The strategic objectives of index providers also differ; one provider might
focus on the carbon footprint of a portfolio, while another might look at lowering the broader ESG risk. Lastly, while still based on the same
underlying investment universe, the approach taken by the index provider when selecting the underlying constituents and their weighting
can lead to large deviations in terms of core exposures. This can lead to (potentially significant) deviations in performance compared with
market-cap-weighted indexes. Many index providers will manage this risk by optimising portfolios to be within a specified tracking error
of the ‘parent’ benchmark index.
In general, low carbon indexes have higher index costs, and potentially higher turnover. In addition, details of emissions from companies
that form the index constituents can be insufficient due to how companies report emissions. However, low carbon indexes provide options
for investors who want to maintain a passive exposure, and they acknowledge and accommodate the potential risk climate change poses
to investor returns.
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HOW WE CAN HELP
Our team of in-house investment specialists can assist clients who seek to align their portfolios with their climate change concerns, on either
an active or passive basis. Additionally, we have partnered with leading ESG research agency’s Vigeo Eiris and Institutional Shareholder
Services (SSS). By drawing on both sources of knowledge, we can provide valuable insights into low-carbon investing and provide support
as you review the role this might play in your portfolio. We can also partner with you to create a bespoke strategy based on your preferences.
We provide the following services:
implementing ESG-focused voting strategies
facilitating the development and implementation of engagement strategies
managing exclusions against a client-specified index
providing access to low carbon index options
ongoing support and analytics relating to the low-carbon options available in the market and their suitability for your needs.

FIND OUT MORE
To find out more about any aspect of our approach to low-carbon investing, including bespoke services,
please speak to your Relationship Manager. A copy of our ESG policy is also available on request.
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ABOUT US

We are a global asset manager, serving clients around the world for over 75 years. Our award-winning business is recognised by clients
and peers as leading in the development of long-term partnerships.
Our clients rely on us to build solutions, working with them to respond to their needs. Our core in-house capabilities include indexation,
quantitative and portfolio solutions which are complemented by our niche expertise in alternatives, fixed income and property.
We manage assets in excess of €64bn for a wide range of clients including insurance companies, wealth managers, pension schemes,
fiduciary schemes and sovereign wealth funds.
Our people are our greatest asset, drawing expertise from a breadth of background and a diversity of skills and experiences. We have a
unique methodology for developing ideas – evidence-based and innovating through insights driven from extensive proprietary research
and depth of market knowledge. As a client-focused asset manager, we embrace discipline and rigour in all we do.
We are part of the AA-rated global GWL group, leveraging their international reach as well as contributing our expertise to GWL solutions.
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CONTACT US
PHONE: (01) 704 1200
FAX: (01) 704 1918
WEBSITE: www.ilim.com
WRITE TO: Irish Life Investment Managers, Beresford Court, Beresford Place, Dublin 1
Irish Life Investment Managers is regulated by the Central Bank of Ireland. Irish Life Investment Managers Limited is registered as an Investment
Adviser with the Securities and Exchange Commission (the “SEC”). Irish Life Investment Managers Limited holds an International Adviser Exemption
in Manitoba and Ontario pursuant to NI 31-103. This material is for information only and does not constitute an offer or recommendation to buy
or sell any investment and has not been prepared based on the financial needs or objectives of any particular person. It is intended for the use of
institutional and other professional investors.

