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CARBON EMISSIONS

The transition to a low-carbon, resource-efficient
mindset, and sustainable economy, is now every-
one's priority! Unprecedented investments are
needed in the coming decades to prevent a climate
disaster. To achieve climate, environmental and so-
cial sustainability goals, significant investments in
both private and public sectors are needed to reach
the emission reduction targets set out in the Paris
Agreement in 2015.

Due to the overwhelming need for mobilising new
investments, a growing number of, asset managers
are establishing new processes aiming to select se-
curities issued by companies concerned about emit-
ting less carbon. These new strategies are either
chosen by the top management or imposed by in-
vestors. In either case, it raises the question: "how to
differentiate the financial return attributed to these
strategies from the return provided by the portfolio,
manager”? To answer this question, it is required to
improve performance attribution methods to meas-
ure the impact on the performance of emission re-
ductions.

With 20 years of experience in performance attri-
bution, AMINDIS has developed a new calculation
methodology combining the carbon intensity and
the portfolio relative performance compared to its
“traditional” benchmark’.

MEASURING THE CARBON EFFECT ON
THE PORTFOLIO

Investors are now integrating climate indicators into
the construction of their portfolios to target larg-
er-scale investments, which are then more likely to
require multiple streams of financial support with
different objectives:
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Some of these indicators have been built to provide
an easy and readable interpretation of the portfo-
lio's climate orientation at a global level. However, a
new indicator is needed to measure companies’ car-
bon costs. Indeed, to meet climate challenges, some
companies are now investing to reduce their future
emissions. Which comes with an immediate cost. In
the long run, these companies will make significant
savings and will be much less at risk in the face of
an increase in the price of carbon certificates or a
carbon tax. The proposed methodology balances
these two parameters (i.e., rate of decrease of car-
bon emissions, and price of carbon) to compute a
present carbon cost

This carbon cost can, in turn, be transformed into
a carbon return for each position in a portfolio and
each constituent of its corresponding benchmark.
Over- or under- weighting securities in the portfolio
compared to the benchmark leads to improving or
reducing the excess carbon return. While the carbon
cost is always negative, a strategy that underweights
securities from companies having a high carbon cost
leads to a positive carbon effect highlighted by our
novel performance attribution methodology.

Computations can constituent out on different cut-
ting criteria, (i.e., by sector, by country etc. ...) to de-
tail this impact in specific industrial contexts. This
breakdown better explains how each allocation ( a
sector or industry allocation for example) or selec-
tion decision resulted in carbon savings (or carbon
wasted) compared to the benchmark.
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This chart illustrates the carbon fgotprint of the portfolio and its
ple that the investment strategy has
been to underweight the matgrials sector, which is made up of car-

bon-emitting companies

1 Climate Risk and Carbon Neutral Performance Attribution



https://www.amindis.com/_files/ugd/53a594_65b87436e4b346f19b78fe2fcae73e8f.pdf

METHODOLOGICAL APPROACH

The approach is inspired by the classic Brinson attri-
bution method which consists of breaking down the
excess yield into several specific effects The goal is
to isolate an effect specifically related to carbon. It is
implemented by following these steps:

Computation of the carbon footprint of each po-
sition in the portfolio

Computation of the associated carbon cost in
the portfolio. This cost is measured based on:

Either the current price of the carbon certifi-
cate or the amount of a carbon tax associated
with the carbon emission by the company de-
pends on its sector but also its geographical
location.

The anticipated decrease rate of the carbon
emissions of a company

This cost is transformed into the carbon return
of the portfolio (< 0)

Computation of the footprint of each position in
the benchmark for an investment equivalent to
that in the portfolio

Computation of the carbon cost associated with
the benchmark

This cost is transformed into the carbon return
of the benchmark (<0)

The difference in carbon return between the
portfolio and the benchmark is finally calculated.

This will measure the excess return (>0 or <0)
between the portfolio and the benchmark, i.e.,
the Carbon Effect.

This effect can then be inferred from the excess
overall return between the portfolio and its bench-
mark. This new excess return is also

. We can then
apply the “classic” allocation methods to highlight
the effects of allocation and selection for example.

UNDERSTAND THE IMPACTS OF
LOW-CARBON SECURITY SELECTION ON
PORTFOLIO PERFORMANCE SOURCES

Putting this indicator in direct relation to the carbon
gain makes it possible to properly measure the
impact of the investment strategy aimed at reduc-
ing carbon emissions. Through this methodology,
we see that the construction of low-carbon port-
folios provides fundamental information to both
the manager and the investor on the quality of the
selection of securities for equivalent carbon emis-
sion categories.

This methodology thus makes it possible to better
understand the excess return of the portfolio com-
pared to the benchmark in a carbon-neutral world.
The resulting allocation and selection effects give a
more reliable picture of the quality of the business
model of the companies underlying the chosen se-
curities once the carbon impact has been cancelled.
Optimized portfolios have the advantage of finding
the best balance between several investment objec-
tives, including return, risk and exposure objectives
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Using the proposed methodology, the portfolio's excess return relative to its benchmark is broken

down into three effects: the carbon effect, the selection effect, and the allocation effect.




THE METHOD ADVANTAGES

It provides a better assessment of
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objectives.

This method has the following advantages: The quality of management in

terms of the carbon objective is
highlighted when communicating
with the investor

It requires a limited amount of

data for its implementation
P The cost of carbon can be adapted

to factors specific to the company
or sector (i.e., with the inclusion of
exempt allowances)

It allows an immediate
comparison between issuers in

the same sector The use of this methodology for the construction

of portfolios with reduced carbon emissions, best
It explains the correlation between balances the multiple objectives of investors and
the performance of the portfolio managers that go beyond the reduction of carbon
and its positioning on a emissions. Investors can achieve their carbon reduc-
sustainability factor such as tion targets while better understanding the effects
carbon footprint of an investment strategy of choosing securities

with a lower carbon footprint.
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We offer a tailor-made solution to help you better analyse
your portfolio and take the best investment decisions.
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