Low carbon credit performance in a 400% oil rally

Ulf Erlandsson (%)

Oil prices have quintupled since the lows in 2020 which, if used as a proxy for general carbon
exposures, should have driven a substantial outperformance in carbon intensive credits. Low carbon
credits have indeed underperformed, but to a very marginal extent: the current drawdown in the
carbon relative index based on ECOBAR! is a mere 25 basis points (0.25% of return). The relative
return of the low carbon strategy was -15bp in 2021.

As illustrated in Figure 1, this should be taken in context that over the six years for which there is data,
the low carbon index has outperformed by 1.83% in return terms or 28 basis points of returns per year
with 2021 as the first down year. This may seem small in the context of other investment return
prospects, but for a benchmarked real money manager, this would be considered sizable. The
annualized Sharpe ratio is 1.27.

Figure 1. Relative return of the S&P500 IG carbon efficient re-weighted bond index versus its standard equivalent, duration
and spread beta neutral and oil prices (measured here as the EUCRBRDT index). Source: S&P, AFll calculations, Bloomberg.
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! The low carbon relative performance index is constructed by using an identical set of issuers (based on the S&P IG
corporate bond index) but reweighting portfolio weights using the ECOBAR methodology and a duration and spread beta
neutral weighting scheme. The S&P bond indices are available: carbon-efficient and traditional index. Refer to “Low carbon
credit performance: 2015-2020”, AFll, 27 Jan 2021, for a methodology overview. The indexes have been running live since
2018. The key technical document is “Credit alpha and CO2 redution: A portfolio manager approach”, SSRN, Apr 2017.
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https://www.spglobal.com/spdji/en/indices/esg/sp-500-bond-investment-grade-carbon-efficient-index/#overview
https://us.spindices.com/indices/fixed-income/sp-500-investment-grade-corporate-bond-index
https://anthropocenefii.org/afii-low-carbon-perf-1520
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2987772v

IMPORTANT DISCLAIMER:

This report is for information and educational purposes only. The Anthropocene Fixed Income
Institute (‘AFII’) does not provide tax, legal, investment or accounting advice. This report is not
intended to provide, and should not be relied on for, tax, legal, investment or accounting advice.
Nothing in this report is intended as investment advice, as an offer or solicitation of an offer to buy or
sell, or as a recommendation, endorsement, or sponsorship of any security, company, or fund. AFll is
not responsible for any investment decision made by you. You are responsible for your own
investment research and investment decisions. This report is not meant as a general guide to
investing, nor as a source of any specific investment recommendation. Unless attributed to others,
any opinions expressed are our current opinions only. Certain information presented may have been
provided by third parties. AFll believes that such third-party information is reliable, and has checked
public records to verify it wherever possible, but does not guarantee its accuracy, timeliness or
completeness; and it is subject to change without notice.

The Anthropocene Fixed Income Institute is a non-profit organization “to monitor, advocate for and
influence the impact of the fixed income and bond markets in the age of human induced climate
change.” For more information about the Institute, please visit wwww.anthropocenefii.org or follow
us using the hashtag #anthropocenefii.
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