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Climate change risks: what are your
managers doing?

Climate change is arguably the most pervasive of the Environmental, Social,
Governance (ESG) risks facing investment portfolios. While the degree to
which each investment will be impacted by climate change varies, few assets
are expected to be completely untouched by the physical impact of climate
change, policy changes and/or by disruption associated with the transition to a
lower carbon global economy.

JANA's Research Team has focused on this evolving area, with the question of how best to construct
portfolios that minimise this risk being continually debated. JANA is in constant contact with some of
the best and brightest investment minds globally. In our discussions with investment managers, it has
become apparent that this risk is becoming more front of mind. Given this, and our access to world
class investment managers, JANA recently conducted a survey of investment managers regarding
their views on the risk posed by climate change to their asset class, and how they are managing these
risks in their portfolios.!

Perception of risk

The majority of managers consider climate change and associated policy/regulation a risk to their
asset class (see Chart 1).

Chart 1: Most managers consider climate change a risk in their portfolios
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Source: JANA, February 2016.

* Credit includes investment grade credit, structured credit and emerging market debt. Fixed Interest incorporates
government bond and diversified fixed interest strategies.

Those that answered “Yes” were then asked to complete a number of questions regarding their
perception of risk over varying time frames. Unsurprisingly, many managers were of the view that the
risk to their asset class was higher in the longer term than the immediate future, with 73% indicating
that they viewed the risk in the next two years to be either very low or low. This fell to 18% and 13%
in the 10-20 years and 20+ years time periods, respectively.

1 JANA surveyed 276 distinct strategies in February 2016 and received an 80% response rate. In some cases,
investment managers responded on behalf of a number of strategies and asset classes. A number of managers
that answered “No” to our survey were answering on behalf of passive or quantitatively managed strategies.
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Chart 2: Manager views on the investment risk of climate change over varying time frames
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Source: JANA, February 2016.

Perception of the magnitude of risk over time periods varied considerably by asset class, particularly
over the medium to longer term time frames. Unsurprisingly, infrastructure managers were more
likely to perceive a high risk to their asset class, both in the near term and over longer time periods.
Infrastructure assets are arguably more vulnerable to the physical and policy related impacts of climate
change, in addition to having less flexibility to reposition portfolios.

Chart 3: Infrastructure manager views on the investment risk of climate change over
varying time frames
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Source: JANA, February 2016.

Within equities, it was interesting to note that those Australian equity managers that viewed climate
change as a risk to their asset class were more sanguine regarding the magnitude of this risk than global
equity managers. At the outset of this survey, JANA had anticipated that the higher concentration of
resource stocks in the Australian market, and the degree to which the Australian economy is reliant
on resource related revenues would result in a greater perception of risk.
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Chart 4: Global equity managers view the
magnitude of climate change risk as greater
than Australian equity managers
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Where is the greatest risk?

We asked managers to highlight the areas of the
investment universe that they considered to be
most at risk from climate change. While there
was a reasonable level of commonality in the
areas that the majority of managers considered
to be most at risk, there were some key points
of difference. For example, while gas was
frequently highlighted as an ‘at risk’ segment of
the market, some managers saw the gas sector
as a beneficiary o f ¢ limate c hange, b ecause
gas produces less carbon than coal for each
unit of power. Equally, diversified fixed interest
managers, who invest in both government and
investment grade securities differed in their
views regarding which components of their
investment universe faced the most risk. Whereas
some managers pointed to the investment grade
credit issuers (and energy and mining issuers in
particular), others felt that government issuers
faced considerable risk because of the risk
climate change poses to economic activity.
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Managing climate change risk

JANA asked managers to explain how they
manage climate change related risks in their
portfolios. In response, managers advised that
they utilise a range of techniques, including
requiring a higher return to compensate for
risk, portfolio risk management strategies
and avoidance of most at risk assets. Property
and private equity managers were more likely
to emphasise the role of portfolio level risk
management. Many managers reported climate
change risk to be an integrated component of
their analysis, with consideration of potential
impacts considered when assessing each
investment.

Conclusion
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It was apparent that most managers primarily focus on those components of their investment universe
that they expect to be most directly impacted. However, many also opined on how ubiquitous the
nature of climate change risk was, both for their asset class and for investment markets more broadly.
Identifying second order impacts and determining how best to reflect these when making investment
decisions was considered challenging. This is particularly the case for shorter duration assets and/or
risks that may only present themselves over the very long term.

The number of managers utilising external ESG data providers has increased considerably over recent
years. 72% of managers surveyed indicated that they use ESG data providers for climate change
related data specifically. This was particularly prevalent amongst infrastructure, global fixed interest
and emerging market equity managers. Within listed equities, more global equity managers utilise
ESG data than is the case for Australian and New Zealand equity managers.

Comment

While responses to a self-reported survey should always be interpreted with caution, the key message
gained from this exercise was that the majority of active investment managers view climate change
as a risk to their asset class, and are considering this risk when making investment decisions and
managing their portfolios. Most of the findings of the survey married neatly with our expectations
and the findings of our broader research, including:

e the strong focus on climate change risk amongst infrastructure managers;
e the growing use of external ESG data and carbon reporting;

o the lower response rate of private equity managers and the lower perception of risk amongst those
private equity respondents; and

o the lower perception of risk amongst hedge fund managers.

Although more Australian equity managers indicated that they considered climate change a risk
to their asset class, we were surprised that the responses indicated that global equity managers
view the magnitude of climate change risk as greater and that they are managing this risk more
comprehensively. JANA's broader research does not lead us to this conclusion and the result may
reflect the higher proportion of ‘boutique’ Australian equity managers without dedicated ESG teams
that can assist with survey completion included in the survey.

Most investment manager focus has been on the potential first order risks of climate change, including
physical risks (e.g. property and infrastructure assets) and policy and economic transition risks (e.g.
coal mining companies). This is arguably a reflection of where the greatest risks to investment
portfolios lie and where the range of potential outcomes is somewhat clearer. Ultimately, investment
managers must balance consideration of a broad range of investment risks, and less certain, longer
term risks may be less influential on investment decisions. We would expect this to be the case for all
risks of this nature, irrespective of whether they relate to ESG.
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