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Low carbon credit performance: May-day or
opportunity?
Ulf Erlandsson (*)

Recent low carbon credit performance relative to standard credit has been negative but still
relatively contained, as per our cash index studies based on the ECOBAR model and the S&P500 IG
bond index.1 On a duration neutral basis, illustrated in Figure 1, one could argue that the
underperformance as of recent weeks has brought low carbon outperformance back to the pre-
Covid long term trend line. Pairing this technical ‘support’ level with an investment hypothesis that
high-carbon news flow could turn slightly less positive – for example, we note various discussion
around windfall taxes on energy companies2 – this might be a tactically opportune moment to
increase relative exposure to low carbon credit.3

Figure 1. Relative performance index of the S&P500 IG carbon efficient index vs the S&P500 IG bond index, with base Sep
2015 and with equal duration exposure in the indices. Source: AFII, S&P Global.

1 Refer to “Low carbon credit performance: 2015-2020”, AFII, 27 Jan 2021, for a methodology overview. This analysis is
based on our ECOBAR model as implemented through a number of S&P bond indices. More detail below.
2 See, for example, “Draghi to extend Italian windfall tax on energy groups”, Financial Times, 2 May 2022. Some proposals,
such as in the UK, have been pushed back, but we believe this discussion will continue as inflationary pressures rise and
oil/gas company profits soar (c.f. “Shell Posts Record Profit on Soaring Oil and Gas Prices”, Bloomberg, 5 May 2022).
3 For a reference to an earlier discussion on green beta positioning in bond sell-offs, see “When others are fearful, be
greeny”, Responsible Investor, 18 Mar 2020. Also note that, as discussed in “UnFortumate: iTraxx Main S35 vs ESG
version”, AFII, 16 Mar 2022, in Europe, the ESG version of the main credit derivatives index continues to outperform its
standards version. iTraxx Main S35 in its standard version now trades at 75bps whereas the ESG version is at 49bps. The
spread at inception of the index was around 3bps, whereas it is now 26bps..
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https://anthropocenefii.org/afii-low-carbon-perf-1520
https://www.ft.com/content/9d077a0a-d3b8-402f-ade4-2ced9afa735b
https://blinks.bloomberg.com/news/stories/RBEDJDT0AFB5
https://www.responsible-investor.com/a-call-to-fellow-green-bond-investors-in-these-difficult-times-when-others-are-fearful-be-greedy/
https://anthropocenefii.org/afii-esg-in-cds-indices#a08cd443-6b70-4dd2-a429-2e951291451b
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Further analysis

Since our latest update, the carbon efficient (“low carbon”) cash bond index has underperformed
the traditional counterpart by 4.7/34bp in spread/return terms,4 and on a fully duration and beta
neutral basis (solid line in  Given total index volatility -  equivalent index returns are in the region -
12% over the same period - and the geo-political/energy market back-drop, this seems quite
contained.

Indeed, as illustrated by the botton grey line in Figure 2, the plain index differential actually turned
in favour for the low-carbon investors over 2022, as the low-carbon index had a lower duration
going into the recent sell-off. Over the full sample, the annual excess return on the duration and
beta neutralized low carbon vs traditional index is 18bp per annum with a Sharpe of 0.90.

From a technical standpoint, we note that the duration neutral relative performance (dotted line in
Figure 2) appears uncorrelated to the underlying indexes, but the duration + market beta neutral
picks up high correlation with the underlying.  The full-sample correlation in the duration neutral
case is -0.06 and for the duration+beta neutral 0.68. We illustrate the time-varying nature of these
numbers in the right hand panel of Figure 2. We will study these correlations more closely in future
work. The duration neutral relative index has generated returns of 13.4bps per annum on average,
with an annualized Sharpe ratio of 0.88. Thus, given the low correlation with the underlying index,
the duration neutral index does seem like a strong candidate to use rather than the duration and
beta neutral index.

Figure 2. (Left) Relative return index of carbon efficient index vs standard index with varying weighting
methodologies/adjustments. (Right) Rolling 90-day correlation between respective relative return index and the standard
S&P500 IG bond index. Source: AFII.

4 Refer to “Low carbon credit performance: 2015-2020”, AFII, 27 Jan 2021, for a methodology overview. As a reminder, 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.. The indexes have been
running live since 2018. The key technical document for the underlying ECOBAR model is “Credit alpha and CO2 redution:
A portfolio manager approach”, Ulf Erlandsson/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://papers.ssrn.com/sol3/papers.cfm?abstract_id=2987772v
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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.
AFII 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. AFII 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.


