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The need to understand Climate benchmarks and their personalities

The rise of climate investing can offer distinctive
allocation opportunities, but it has also complicated

the task of decarbonisation. In the past, most investors
tended to focus on mitigating climate risk, often by
excluding the fossil fuel sector. While this practice, which
we would now call “paper decarbonisation”, still results
in impressive low carbon metrics by today’s standards,
investors should be very aware that this is a side effect.
It will not be news to investors that exclusions alone
may not be the best way forward in an area that requires
strong engagement and active ownership.

The need for a fundamentally different approach has
given rise to a whole new field of climate benchmarks that
aim to achieve multiple objectives, such as reducing the
carbon intensity of an investment portfolio, allocating to
climate investment solutions or aligning with a specific
climate pathway. These innovations are timely, as
heightened geopolitical risk and record temperatures on
land and sea are driving investor ambition and regulatory
action on climate change.1 Climate change has already
become the largest dedicated investment theme within
the ESG universe, but as investor confidence in this area
has grown, allocation options have also branched out -
resulting in a jungle of different benchmark approaches.

These include regulation-driven benchmarks such as
the EU’s Delegated Act-linked Climate Transition (CTB)
and Paris-aligned Benchmarks (PAB), as well as more
recent, non-regulated benchmarks such as the Climate
Action or Carbon Budget approaches.

A closer look reveals that each of these indices has its
own philosophy and that the differences are probably
best seen through a myriad of lenses, such as carbon
footprint, self-decarbonisation, fossil fuel exposure,
exclusion of corporate sector activities and green
revenues - which may seem like a jungle of options.
Reducing the complexity of investor choice to a few key
inflection points can help investors find their path.

As noted above, traditional ESG approaches, while
effective in improving portfolio-level metrics, are
fundamentally different and not fully suited to climate
investors who need to meet internal and external climate
commitments. They also differ from climate investment
approaches in another key dimension - their tracking
error, also known as active risk, relative to the base
universe. Highly exclusive indices inevitably filter the
universe significantly, increasing exposure to individual
companies, and while this is logical, the broad exclusion
of the energy and large parts of the utilities sectors has
also been a major driver of performance deviation over
the past 18 months.

By design, climate investing offers a different
approach as indices necessarily seek to reflect amuch
broader representation of the underlying economy.

For the EU-regulated benchmarks, the regulator has
highlighted that this realistic representation is key - it
is not about achieving the highest ESG scores or lowest
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carbon footprint, but rather about building a portfolio
that is consistent with an economy transitioning to a

net zero emissions future. For tracking error-conscious
investors, CTB approaches may be a sweet spot. ACTB
World strategy removes only around 400 from the 1600+
names of the MSCI World index, resulting in a very
moderate tracking error of typically less than 100 basis
points, which remains a meaningful threshold for many
investors.

In an ideal world, an investor would expect both
tracking error and tracking difference to be as close to
zero as possible to minimise the implementation risk
of a climate strategy. For some long-term investors, a
tracking difference may even reflect part of the original
investment case, as the de-risking and financial returns
associated with climate leaders could lead to a greater
divergence in performance. Tracking error is then seen
as a shorter-term risk, but for many investors venturing
into climate investing, it is arguably the more relevant
consideration.

Managing the potential risk of tracking error is one of
the most important tasks for climate investors. Not only
the EU benchmarks, but many others, are designed to be
long-term allocations, and their power only unfolds over
longer holding periods as lagged engagement efforts are
initiated. Tracking error is therefore a useful indicator of
short-term risk, and investors must be willing to accept
this level of short-term risk.

For an investor willing to accept risk in return for
aportfolio geared towards a net zero 2050 pathway,
the latest index innovations have opened two further
pathways: The first contains the aforementioned
EU-regulated benchmarks, specifically the Paris-
aligned version which calls for stricter decarbonisation
requirements as well as fossil fuel exclusions. The second
is not regulated but also based on scientific evidence: A
carbon budget approach relies on the total emissions
available in limiting global warming below 1.5°C. In
its purest form, this approach can be more inclusive
than a PAB index as it applies a constant portfolio
decarbonisation rate that is sector-agnostic. As we get

closer to 2050, the available carbon budget decreases —
current figures estimate an annual usage of around 40bn
tonnes of COze.2 Consequently, the decarbonisation
pressure increases with time - the later action is taken
the higher the annual decarbonisation rate will be. This
provides investors with an almost unique opportunity
to influence tracking error: Starting the journey towards
climate transition earlier will be rewarded with lower
active risk.

In summary, any benchmark choice reflects a trade-off,
but given the novelty, investment horizon and proportion
of the portfolio dedicated to climate strategies, it appears
to be one of the most important faced today. Selecting
the appropriate climate benchmark is a function of key
targets and objectives such as carbon intensity reduction,
pursuing a decarbonisation pathway, the appetite
for issuer exclusions, capturing climate investment
solutions, and whether tracking error constraints
exist. In most cases, reducing portfolio emissions is
the primary goal. Such portfolio emission reduction is
straightforward, as merely excluding 3% of the weight
of the MSCI ACWI IMI can reduce index emissions by
50%.3 Yet, the devil is in the detail and a decision tree like
the one we propose to navigate the climate index jungle
can help in selecting a benchmark that reflects climate
objectives, motivations and investment constraints.

If you enjoyed this executive summary, please find our
full report on how to navigate the climate index jungle on
the Xtrackers website.

FOOTNOTES:

1 Reuters (July 3, 2023). World hits record land, sea temperatures as climate change fuels
2023 extremes

2 Based on MCC Carbon Clock, November 2023

3 Based on MSCl and MSCI ESG Research, October 2023
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