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CO; footprint reduction and tracking error- a total portfolio view

As the first “hype” in ESG seems to be over and reality kicks in with respect to many exag-
gerated expectations, many investors seem to refocus on a more reasonable approach to
ESG- and climate investing. Looking at MSCl’s recently published summary of the London
Climate Week or Robeco’s 2025 Global Climate Investing Survey, investors seem to recog-

nize, that the whole theme isn’t a self-perpetuating process and the basic rules of investing
with respect to return and risk are still in force. As an example, in MSCl’s summary, Amy
O’Brien, Nuveen’s global head of responsible investing, was cited with: “The narrative is
shifting from what asset owners don’t own to what investors do own” and “The focus
needs to be on risk-adjusted returns, something we as investors have to put front and cen-
ter”.

Moreover, Robeco’s survey indicates that climate investing ranks still high on investor’s
agenda, especially in Europe and Asia. “Strong return potential” is one of the most motivat-
ing factors in climate mitigation-, adaption- and resilience solutions where especially Euro-
pean investors prefer public funds for implementation of their climate strategies. Neverthe-
less, the survey results reveal that portfolio decarbonization poses a challenge for investors,
because data availability and quality are still seen as hurdles. As reasons why climate adap-
tion allocations are so low, the survey shows, that “uncertainty about the ability to achieve
competitive risk adjusted returns” and even a “lack of suitable investment product from
asset managers” play a major role. Especially the latter is quite interesting as even hundreds
of solutions, which came out over the last couple of years, seem to be unable to fulfill inves-
tor’s requirements.

A useful framework for climate investing and decarbonization has been published by MAN
Group recently, providing “A hierarchical approach” to climate investing, which incorporates

pathways for decarbonization as well as adaption on a portfolio level and in real world.

One point of discussion with institutional clients quite often is the tradeoff between active
risk and carbon footprint reduction, something we already discussed in our first paper enti-
tled “The Search for Climate Smart Investments” in 2017. At that time, we found that an 80%
carbon footprint reduction would be possible for approximately 3% tracking error in Europe-

an equities. In a recent publication entitled “How to decarbonize Multi Strategy Equity Port-

folios, State Street provided an overview over the Climate Index landscape, elaborated on
the same topic using MSCI ACWI as a universe and found even better tradeoffs between
tracking error and footprint reduction. But this shouldn’t come as a surprise as the indices



https://www.msci.com/research-and-insights/blog-post/london-climate-action-week-takeaways-for-investors?utm_source=pardot&utm_medium=email&utm_campaign=mktg_onemsci_research-wkly_bau_nwsltr_eng_subs_2025-07-03
https://www.robeco.com/en-int/robeco-publishes-5th-annual-global-climate-investing-survey-2025-balancing-risk-return-and-sustainability-in-turbulent-times
https://www.man.com/insights/climate-investing
https://www.alpha-centauri.com/pages/in-search-for-climate-smart-investments
https://www.ssga.com/au/en_gb/institutional/insights/how-to-decarbonize-multi-strategy-equity-portfolios
https://www.ssga.com/au/en_gb/institutional/insights/how-to-decarbonize-multi-strategy-equity-portfolios

changed dramatically since 2017 due to higher concentration on a few names and lower car-
bon intensity as a byproduct of that. Moreover, Europe is different to a Global universe.
Typically, investors break down their carbon exposure and reduction targets to asset classes
following the classical asset allocation framework. But as with investment management per
se, a total portfolio approach might yield better results when looking at the tradeoff be-
tween active risk and decarbonization on an overall portfolio level.

Since the initial project in 2016/2017 in equities, we tracked the carbon footprint of a Euro-
pean Low Carbon factor Long Only and Long/Short along performance and risk. In a recently
finished corporate bond factor project, we developed a European Low Carbon factor on a
CDS basis and what we found is that

e in contrast to equities, the performance of this factor has been flat over time while
the equity factor produced ~ 2,5% p.a. since 2011

e the negative carbon footprint was much higher for 1 min. Euro invested capital com-
pared to equities as well as

e the negative carbon footprint per unit of active risk

The results in a nutshell:

Credit Credit Equity Equity
Long/Short MarketNeutral* Long/Short MarketNeutral*
0,67 1,03 5,00 3,00

Tracking Error/
Volatility

GHG/

1Mio. Investment - - 383 - 1.000 -215

GHG reduction per
1% Tracking -3.410 -372 -200 -72
Error/Volatility

Conclusion:

Despite the fact, that carbon intensity has nearly fallen by 50 % in European equites over the
last 8 years, the active risk/decarbonization- tradeoff is still much better when using a CDS
Long/Short- setup as an overlay — if returns are left out of the equation. Active returns and
information ratios have been best in Long/Short equities as low carbon companies in the
long leg achieved (unexpected) higher earnings than their counterparts within the short leg.

Unfortunately, most investors still prefer established routes in Long Only — in equities as well
as in corporate bonds — by using exclusions or investing in low carbon emission companies,
thereby giving up better return-/risk- opportunities from a total portfolio perspective.



Factor performance

Most European factors continued to outperform during Q2/2025. Momentum delivered
double digit excess returns compared to STOXX 600 Europe followed by Multi, Size and Val-
ue. US factors showed a different picture, mostly driven by a renewed run in large cap

Nasdaq — stocks leaving Low Risk, Value and Size in the red.
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This document is provided for your information only and does not represent an offer nor a
solicitation to make an offer for purchase or sale of certain products. The validity of infor-
mation and recommendations is limited to the time of creation of these documents and can
be subject to changes depending on the market situation and your objectives. We recom-
mend consulting your tax consultant or legal advisor before investing. This document con-
tains information obtained from public sources, which we deem to be reliable. However, we
cannot guarantee the accuracy of such information. Past performance cannot be regarded as
an indicator of future performance. It should also be considered that the products presented
under certain circumstances are not adequate regarding the individual investment objec-
tives, portfolio and risk structure for the respective investor. Legal and tax subjects that may
be resulting from these documents have to be regarded as non-binding advice without ex-
ception which cannot replace detailed counseling by your lawyer, tax consultant and/or au-
ditor.

Please note that these documents are not directed to citizens of the United States of Ameri-
ca and are not to be distributed in the United States of America.



