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Introduction 
Climate change is becoming an increasingly important consideration for investors. This is 
driven by emerging regulatory and supervisory requirements on climate-risk management 
disclosure and an increasing focus from policy-makers and civil society. Even in the midst 
of the covid-19 crisis w e are seeing calls for a green recovery and a continued focus on 
climate action.  

Here w e take a look at some typical approaches to reducing carbon exposure in passive 
strategies – fossil fuel exclusion, carbon emissions tilting and fossil fuel tilting – and help 
investors navigate the grow ing number of low  carbon indices.  

 
Climate risks are on the rise 
Climate action failure made it to the top f ive risks, by likelihood and impact over the next 
ten years, in the 2020 World Economic Forum Global Risks Perception Survey. This is 
perhaps no surprise if  w e look at the rising impacts and costs of climate change. 

Data from the reinsurer Sw issRe show s a clear upw ard trend in insured losses. Weather-
related losses represent the largest proportion in recent years, over $80 billion in 2018 
and almost double that in the year prior, dw arfing losses from earthquakes and man-made 
catastrophes. These w eather-related losses are driven by tropical cyclones, hurricanes 
and so-called ‘secondary perils’ such as heat w aves, dry spells, w ildfires and f loods, all of 
w hich had catastrophic effects in 2019.  

 
SwissRe Catastrophe-related insured losses (1970-2019) 
In USDbn, at 2019 prices 

 
Source: Swiss Re Institute, December 2019 
 
We are currently on track for at least a 3 degree Celsius global temperature increase by 
the end of the century. This is tw ice the 1.5 degrees set out as an ambition by the Paris 
Climate Agreement and the cap the Intergovernmental Panel on Climate Change (IPCC) 
has set out to limit the most severe economic, social and environmental impacts. Climate 
change is leading to more frequent and more severe physical climate risks. 

 

 
Author: Stephanie Maier 

Director – Responsible Investment 
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Financial regulators increase focus on climate-related risks 
Recognising the impact of climate change on the f inancial system, the Financial Stability Board-backed Taskforce on Climate-related 
Financial Disclosures (TCFD) w as established in 2015. The taskforce identif ied tw o major categories of risk – physical risks, resulting 
from both w eather-related events and longer term shifts in climate patterns, and transition risks, encompassing policy, legal, 
technology and market changes as the result of a shift to a low  carbon economy.  

Disclosure recommendations – comprising governance, strategy, risk management and metrics and targets – w ere published in 2017 
and are supported by f inancial regulators across the European Union, Australia, Hong Kong, Japan, Singapore and South Africa. In 
February, Mark Carney, UN special envoy for climate action and f inance, announced the COP26 private f inance strategy w hich 
included pathw ays to mandatory TCFD-aligned reporting. Central banks and supervisor members of the Netw ork for Greening the 
Financial System (NGFS) have already begun climate-related stress testing.  

 
How are we measuring carbon exposure? 
Carbon emissions 

The TCFD recommends that organisations report their scope 1 and scope 2 greenhouse gas (GHG) emissions and, if  appropriate, 
scope 3 emissions and the related risks. The Greenhouse Gas Protocol provides the most w idely used international accounting tool 
for GHG emissions from corporations. Emissions are classif ied into three ‘scopes’ – direct operational emissions (scope 1), 
purchased electricity, steam or heat (scope 2) and emissions that result from the activities of the company, but occur from sources 
not ow ned or controlled by the company (scope 3). In a number of key sectors, scope 3 is w here the bulk of the emissions are to be 
found – w hether in the fuel consumed by cars in the auto sector or the fossil fuel reserves of the oil and gas companies. How ever, 
robust scope 3 data is still at an early phase and generally limited to fossil fuel reserves or heavily modelled. 

Measuring absolute scope 1 and scope 2 GHG emissions in carbon dioxide equivalents (CO2e) for the constituents of the FTSE 
developed and emerging market indices show s us that, on this measure, the largest exposures are in the utilities (over a third), basic 
materials, industrials and oil and gas sectors. Collectively these sectors account for more than 80 per cent developed and over 90 per 
cent of emerging market emissions.    

 
Figure 1: Sector absolute carbon emissions – Scope 1&2 and fossil fuel reserves 
FTSE Developed 

 

 FTSE Emerging 

 

Source: FTSE Russell, TruCost; April 2020 
 
Fossil fuel reserves 

As outlined above, w hile scope 1 and scope 2 emissions are important, these do not capture carbon emissions across the value 
chain. Fossil fuel reserves, as in those emissions from proven and probable reserves of oil, gas and coal, represent a meaningful set 
of scope 3 emissions. These fossil fuel reserves may face the risk of being ‘stranded’, that is no longer able to earn an economic 
return prior to the end of their economic life as a result of changes associated w ith the transition to a low -carbon economy. From 
figure 1, w e can see that carbon emissions associated w ith fossil fuel reserves are 15 times those of scope 1 and 2 emissions for the 
FTSE Developed Market Index and 30 times those in the FTSE Emerging Market Index. 

These tw o metrics – carbon emissions and fossil fuel reserves – represent a good place to start w hen looking at carbon exposure.  
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Growth in low carbon indices  
The grow th in low  carbon indices has come somew hat later than broad ESG indices but w e are now  seeing a gradual increase in 
assets under management.  

 
Figure 2: ETFs tracking ESG and low carbon indices over the last 5 years  

AUM in Passive Funds: "Ex Fossil Fuels" vs "Low Carbon" 
 AUM in Passive Funds: "SRI"vs "ESG" vs "Responsible" vs 

"Sustainable" 

 

 

 
Sourced f rom Morningstar. Universe set to all passive funds. Ex Fossil Fuels 
def ined as having strings "Fossil", " ex * Oil", " ex * Gas" or " ex * Coal" in their 
name.  Low Carbon defined as having the string "Carbon" in their name, but with 
carbon trading indices removed. 
* Low Carbon also includes Carbon Efficient and Sustainable Carbon funds 

 Sourced f rom Morningstar. Universe set to all passive funds. Categories defined via 
string searches on fund names as follows: " SRI ", " ESG ", " Responsible", " 
Sustainable". 

 
The early low  carbon indices focused on the exclusion of fossil fuels. Grow th in assets w as given a boost by a grow ing fossil fuel 
divestment campaign. This f irst came to prominence follow ing student campaigns in America demanding their university endow ment 
funds divest from fossil fuels. Public commitments to divest have now  been made by faith-based organisations, philanthropic 
foundations and local governments w orldw ide. The civil society Fossil Free campaign estimates that the value of institutions making 
divestment commitments, including full and partial commitments, totals approximately $1 trillion.  

Low  carbon indices have also been developed that incorporate carbon emissions metrics and fossil fuel reserves through tilting as 
w ell as exclusions. 

 
Exclusion versus tilting 
Given the distribution of carbon emissions and fossil fuel reserves, exclusions may be the most straight-forw ard approach to reducing 
carbon exposure. How ever, from a risk management perspective, any exclusion introduces biases, and excluding all fossil fuel 
exposed stocks can introduce signif icant divergence. This can be a particular problem for ETFs tracking such indices, if  they are 
being used as building blocks for a broader portfolio rather than a stand-alone product.  

The oil and gas sector currently represents 4 per cent of the FTSE Developed Market Index and 7 per cent of the FTSE Emerging 
Market Index by market cap. How ever, w ith the recent volatility in oil prices and previously higher index w eights, excluding this sector 
can have a notable impact on the return profile.   

  

https://gofossilfree.org/divestment/commitments/
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Figure 3: Returns based on excluding versus tilting on fossil fuel reserves 

 
Source: FTSE Russell & Bloomberg. May 2020 
 
An alternative approach is to tilt based on both carbon emissions and fossil fuel reserves w hile aiming to minimise tracking error. One 
example is the recent FTSE Low  Carbon Select Indices. While these indices also exclude stocks based on business involvement in 
certain sectors (w eapons, tobacco, thermal coal extraction and generation, nuclear pow er generation), they use a tilting approach to 
increase their ESG score, and minimise carbon intensity and fossil fuel reserves.   

This approach can deliver a signif icant reduction in the w eighted average carbon intensity, a metric w hich measures exposure to 
carbon-intensive companies, w hile limiting signif icant sector over or under w eights (see f igures 4 and 5). This is the current TCFD 
recommended metric for asset ow ners and asset managers to report. 

 
Figure 4: Sector over and underweight relative to the parent of different approaches 
Developed - Sector Exposures  Emerging - Sector Exposures 

 

 

 
 Source: FTSE Russell April 2020 
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Figure 5: Relative weighted average carbon intensity 
Developed CO2 Emissions Intensity  Emerging CO2 Emissions Intensity 

   
Source: FTSE Russell, TruCost, May 2020 
 
The importance of stewardship 
Another benefit of retaining some exposure is to use the shareholding to vote and engage on company plans to decarbonise. This 
vote provides the shareholder w ith rights, and a responsibility to hold the management of a company to account. Active stew ardship 
can be used effectively to drive improvements in long-term business strategy and performance. Divesting from a company means the 
investor has opted out of any potential improvement or opportunity to influence the company to drive improvement. Investors have 
signif icant ability to influence the actions of companies through engagement and stew ardship activities and thereby deliver emissions 
reductions in the real economy. We have seen notable shifts in company strategy due to engagement on climate issues by investors 
through initiatives such as ClimateAction100+. Stew ardship, undertaken by the asset manager, is becoming an increasingly important 
consideration in the choice of ETFs.  

 
Summary  
Reducing carbon risk exposure w ill continue to be a central focus for investors in active and passive strategies alike. Low  carbon 
indices are likely to continue to evolve w hether by incorporating additional climate risk metrics or targeting opportunities such as 
green revenues. The recent EU regulation on Climate Transition Benchmarks, Paris-aligned Benchmarks and sustainability-related 
disclosures for benchmarks w ill undoubtedly play a part in shaping the landscape over the coming years.  

Stew ardship is an increasingly important consideration as investors, actively engaging on the issue of climate change, have an 
important role in encouraging more climate-resilient business strategies, capital allocation and real economy emissions reductions.  

For investors looking to use ETFs for tactical asset allocation or portfolio building blocks, tilting w ith limited exclusions may be a more 
effective w ay to target a reduction in carbon intensity w hile minimising tracking error. 
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Important Information 
For Professional Clients and intermediaries within countries and territories set out below; and for Institutional Investors and 
Financial Advisors in Canada and the US. This document should not be distributed to or relied upon by Retail 
clients/investors. 

The value of investments and the income from them can go dow n as w ell as up and investors may not get back the amount originally 
invested. Past performance contained in this document is not a reliable indicator of future performance w hilst any forecasts, 
projections and simulations contained herein should not be relied upon as an indication of future results. Where overseas investments 
are held the rate of currency exchange may cause the value of such investments to go dow n as w ell as up. Investments in emerging 
markets are by their nature higher risk and potentially more volatile than those inherent in some established markets. Economies in 
Emerging Markets generally are heavily dependent upon international trade and, accordingly, have been and may continue to be 
affected adversely by trade barriers, exchange controls, managed adjustments in relative currency values and other protectionist 
measures imposed or negotiated by the countries and territories w ith w hich they trade. These economies also have been and may 
continue to be affected adversely by economic conditions in the countries and territories in w hich they trade. Mutual fund investments 
are subject to market risks, read all scheme related documents carefully. 

The contents of this document may not be reproduced or further distributed to any person or entity, w hether in w hole or in part, for 
any purpose. All non-authorised reproduction or use of this document w ill be the responsibility of the user and may lead to legal 
proceedings. The material contained in this document is for general information purposes only and does not constitute advice or a 
recommendation to buy or sell investments. Some of the statements contained in this document may be considered forw ard looking 
statements w hich provide current expectations or forecasts of future events. Such forw ard looking statements are not guarantees of 
future performance or events and involve risks and uncertainties. Actual results may differ materially from those described in such 
forw ard-looking statements as a result of various factors. We do not undertake any obligation to update the forw ard-looking 
statements contained herein, or to update the reasons w hy actual results could differ from those projected in the forw ard-looking 
statements. This document has no contractual value and is not by any means intended as a solicitation, nor a recommendation for 
the purchase or sale of any f inancial instrument in any jurisdiction in w hich such an offer is not law ful. The view s and opinions 
expressed herein are those of HSBC Global Asset Management at the time of preparation, and are subject to change at any time. 
These view s may not necessarily indicate current portfolios' composition. Individual portfolios managed by HSBC Global Asset 
Management primarily reflect individual clients' objectives, risk preferences, time horizon, and market liquidity. Foreign and emerging 
markets. Investments in foreign markets involve risks such as currency rate f luctuations, potential differences in accounting and 
taxation policies, as w ell as possible political, economic, and market risks. These risks are heightened for investments in emerging 
markets w hich are also subject to greater illiquidity and volatility than developed foreign markets. This commentary is for information 
purposes only. It is a marketing communication and does not constitute investment advice or a recommendation to any reader of  this 
content to buy or sell investments nor should it be regarded as investment research. It has not been prepared in accordance w ith 
legal requirements designed to promote the independence of investment research and is not subject to any prohibition on dealing 
ahead of its dissemination.  

We accept no responsibility for the accuracy and/or completeness of any third party information obtained from sources w e believe to 
be reliable but w hich have not been independently verif ied. 

HSBC Global Asset Management is a group of companies in many countries and territories throughout the w orld that are engaged in 
investment advisory and fund management activities, w hich are ultimately ow ned by HSBC Holdings Plc. (HSBC Group). HSBC 
Global Asset Management is the brand name for the asset management business of HSBC Group. The above communication is 
distributed by the follow ing entities:  

 In Argentina by HSBC Global Asset Management Argentina S.A., Sociedad Gerente de Fondos Comunes de Inversión, Agente 
de administración de productos de inversión colectiva de FCI N°1; 

 In Australia, this document is issued by HSBC Bank Australia Limited ABN 48 006 434 162, AFSL 232595, for HSBC Global 
Asset Management (Hong Kong) Limited ARBN 132 834 149 and HSBC Global Asset Management (UK) Limited ARBN 633 929 
718. This document is for institutional investors only, and is not available for distribution to retail clients (as defined under the 
Corporations Act). HSBC Global Asset Management (Hong Kong) Limited and HSBC Global Asset Management (UK) Limited 
are exempt from the requirement to hold an Australian f inancial services license under the Corporations Act in respect of the 
f inancial services they provide. HSBC Global Asset Management (Hong Kong) Limited is regulated by the Securities and Futures 
Commission of Hong Kong under the Hong Kong law s, w hich differ from Australian law s. HSBC Global Asset Management (UK) 
Limited is regulated by the Financial Conduct Authority of the United Kingdom and, for the avoidance of doubt, includes the 
Financial Services Authority of the United Kingdom as it w as previously know n before 1 April 2013, under the law s of the United 
Kingdom, w hich differ from Australian law s.  

 in Bermuda by HSBC Global Asset Management (Bermuda) Limited, of 37 Front Street, Hamilton, Bermuda w hich is licensed to 
conduct investment business by the Bermuda Monetary Authority;  

 in Canada by HSBC Global Asset Management (Canada) Limited w hich provides its services as a dealer in all provinces of 
Canada except Prince Edw ard Island and also provides services in Northw est Territories. HSBC Global Asset Management 
(Canada) Limited provides its services as an advisor in all provinces of Canada except Prince Edw ard Island;  

 in Chile: Operations by HSBC's headquarters or other off ices of this bank located abroad are not subject to Chilean inspections 
or regulations and are not covered by w arranty of the Chilean state. Further information may be obtained about the state 
guarantee to deposits at your bank or on w ww.sbif.cl;  



 

 7 PUBLIC 

 in Colombia: HSBC Bank USA NA has an authorized representative by the Superintendencia Financiera de Colombia (SFC) 
w hereby its activities conform to the General Legal Financial System. SFC has not review ed the information provided to the 
investor. This document is for the exclusive use of institutional investors in Colombia and is not for public distribution; 

 in Finland, Norw ay, Denmark and Sw eden by HSBC Global Asset Management (France), a Portfolio Management Company 
authorised by the French regulatory authority AMF (no. GP99026) and through the Stockholm branch of HSBC Global Asset 
Management (France), regulated by the Sw edish Financial Supervisory Authority (Finansinspektionen);  

 in France, Belgium, Netherlands, Luxembourg, Portugal, Greece by HSBC Global Asset Management (France), a Portfolio 
Management Company authorised by the French regulatory authority AMF (no. GP99026);  

 in Germany by HSBC Global Asset Management (Deutschland) GmbH w hich is regulated by BaFin (German clients) respective 
by the Austrian Financial Market Supervision FMA (Austrian clients); 

 in Hong Kong by HSBC Global Asset Management (Hong Kong) Limited, w hich is regulated by the Securities and Futures 
Commission;  

 in India by HSBC Asset Management (India) Pvt Ltd. w hich is regulated by the Securities and Exchange Board of India;  

 In Israel, HSBC Bank plc (Israel Branch) is regulated by the Bank of Israel. This document is only directed in Israel to qualif ied 
investors (under the Investment advice, Investment marketing and Investment portfolio management law -1995) of the Israeli 
Branch of HBEU for their ow n use only and is not intended for distribution; 

 in Italy and Spain by HSBC Global Asset Management (France), a Portfolio Management Company authorised by the French 
regulatory authority AMF (no. GP99026) and through the Italian and Spanish branches of HSBC Global Asset Management 
(France), regulated respectively by Banca d’Italia and Commissione Nazionale per le Società e la Borsa (Consob) in Italy, and 
the Comisión Nacional del Mercado de Valores (CNMV) in Spain;  

 in Mexico by HSBC Global Asset Management (Mexico), SA de CV, Sociedad Operadora de Fondos de Inversión, Grupo 
Financiero HSBC w hich is regulated by Comisión Nacional Bancaria y de Valores;  

 in the United Arab Emirates, Qatar, Bahrain & Kuw ait by HSBC Bank Middle East Limited w hich are regulated by relevant local 
Central Banks for the purpose of this promotion and lead regulated by the Dubai Financial Services Authority.  

 in Oman by HSBC Bank Oman S.A.O.G regulated by Central Bank of Oman and Capital Market Authority of Oman;  

 in Peru: HSBC Bank USA NA has an authorized representative by the Superintendencia de Banca y Seguros in Perú w hereby its 
activities conform to the General Legal Financial System - Law  No. 26702. Funds have not been registered before the 
Superintendencia del Mercado de Valores (SMV) and are being placed by means of a private offer. SMV has not review ed the 
information provided to the investor. This document is for the exclusive use of institutional investors in Perú and is not for public 
distribution; 

 in Singapore by HSBC Global Asset Management (Singapore) Limited, w hich is regulated by the Monetary Authority of 
Singapore; 

 in Sw itzerland by HSBC Global Asset Management (Sw itzerland) AG w hose activities are regulated in Sw itzerland and w hich 
activities are, w here applicable, duly authorised by the Sw iss Financial Market Supervisory Authority. Intended exclusively 
tow ards qualif ied investors in the meaning of Art. 10 para 3, 3bis and 3ter of the Federal Collective Investment Schemes Act 
(CISA);  

 in Taiw an by HSBC Global Asset Management (Taiw an) Limited w hich is regulated by the Financial Supervisory Commission 
R.O.C. (Taiw an);  

 in the UK by HSBC Global Asset Management (UK) Limited, w hich is authorised and regulated by the Financial Conduct 
Authority;  

 and in the US by HSBC Global Asset Management (USA) Inc. w hich is an investment adviser registered w ith the US Securities 
and Exchange Commission.  

Copyright © HSBC Global Asset Management Limited 2020. All rights reserved.  No part of this publication may be reproduced, 
stored in a retrieval system, or transmitted, on any form or by any means, electronic, mechanical, photocopying, recording, or 
otherw ise, w ithout the prior w ritten permission of HSBC Global Asset Management Limited.  
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