
Pending the introduction of an 
emissions trading scheme (ETS), 
between 1 and 2 per cent of shareholder 
value in the top 200 Australian listed 
companies will be at risk if they do not 
reduce or mitigate their exposure to 
carbon.

Paul Newland, managing director of 
Arbor Partners, an advisor to institu-
tional investors which focuses on the 
impacts of sustainability on portfolios, 
said the potential carbon liability of the 
ASX200 varied significantly across sec-
tors, industries and companies.

Arbor has used various third-party 
researchers and analysis to calculate a 
price for carbon if the proposed emis-
sions trading scheme, which uses a cap 
and trade mechanism, is legislated.

Companies in the energy, resources 
and utilities sectors, for instance, will be 
among the hardest hit in an economy 
that puts a price on carbon emissions. 

But the aggregate carbon exposure 
of all companies in portfolios generated 
an investment risk that should be quan-
tified and mitigated, Newland said.

When approaching carbon risk, 
“people have focused on the uncertainty 
rather than the certainty…The uncer-
tainty that stops people from doing 
something is the very thing that people 
need to be looking at.

“Our objective is to make environ-

mental, social and governance risk as 
measurable as other areas of investment 
returns and look at strategies for man-
aging them,” Newland said.

Climate change has increasingly 
been perceived by superannuation funds 
as a long-term risk to their investment 
performance and a fiduciary consider-
ation for trustees.

To date, however, few in the indus-
try have quantified the risk of carbon in 
investment portfolios.

“For the size of the Australian 
investment industry, we’re behind in this 
area. The market should be able to sup-
port some focus on innovation.”

Institutional investors that can 
quantify the exposure of their portfolios 
to carbon under an ETS would be bet-
ter prepared for a carbon-constrained 
economy, he said.

Based on the draft ETS legislation, 
Arbor anticipated the Australian carbon 
market would be worth $11 billion in 
2012 and $25 billion in 2020.

“It’s likely that the price of carbon 
will get more expensive.”

According to the World Bank, the 
Eurozone carbon market, the largest in 
the world, grew from US$24.4 billion 
in 2006 to US$91.1 billion in 2007.

Arbor is an independent advisory 
business that does not run invest-
ment products. Before founding the 
business, Newland developed climate 
change-related investment strategies for 
institutions at Merrill Lynch, after deal-
ing with climate risk while working at a 
global reinsurance company.

The business is also investigating 
the links between capital markets and 
long-term economic sustainability.

“Capital markets and underlying 
economies can sometimes become dis-
jointed. In the US, the dollar is starting 
to move lower, but there’s a much bigger 
story there,” Newland said.   

Large multi-manager ipac over-
hauled its $4 billion Australian equities 
portfolio last month, and set rules 
around the four new mandates unlike 
anything seen in the local market before. 

Ipac has told the managers where 
to deploy risk, in an effort to exploit 
information advantages and minimise 
overlapping stock positions in large 
companies. 

The mandates - awarded to Lazard, 
Barclays Global Investors (BGI), GMO 
and Schroder Investment Management 
- were designed to enable the managers 
to concentrate on active positions in 
which their information advantages are 
greatest, such as the mid and small cap 
sectors, and minimise redundant large-
cap holdings. 

To achieve this, ipac awarded man-
dates to different strategies being run 
in different market sectors. BGI was 
appointed to manage $1.4 billion in a 
medium-term, quantitative, multi-factor 
strategy, while Schroder was hired to 
run $700 million in a long-term, quality 
growth and relative value product. Both 
mandates allow the managers to invest 
in the broad market.

Two customised mandates, focusing 
on the mid and small cap sectors, were 
also developed. GMO was hired to in-

vest $800 million in a short-term man-
date designed to exploit ‘market signals’, 
such as momentum and significant price 
movements, and Lazard was handed 
$600 million to manage in a long-term, 
relative value strategy.

“You can focus on a small group 
of managers with differentiated skills 
and sources of return, and give them 
specific mandates to leverage their skills, 
but in a way that also builds a portfolio 
that meets our needs,” Jeff Rogers, chief 
investment officer at the $13 billion 
multi-manager, said.

“As an asset owner, we’re going to 
tell managers where we think they’re 
most useful, and we’ll pay them for their 
best ideas.”

Rogers and ipac’s Australian equi-
ties portfolio manager, Simon Reynolds, 
intend the portfolio to be comprised of 
active positions that reflect underlying 
economic drivers, longer-term insights 
into company fundamentals and market 
signals, such as pricing momentum, 
and other significant shifts in investor 
behaviour.

“It’s all about getting information, 
processing it and backing it in our 
portfolio.”

Rogers and Reynolds found that 
most of ipac’s Australian equities posi-
tions had been larger stocks held with 
a long-term view. In contrast, the new 

portfolio aims to spread risk positions 
more evenly across both the capital 
spectrum and investment time horizon.

The broad market managers, Sch-
roder and GMO, will hold reasonably 
passive positions in large-cap stocks. 
Now that ipac held fewer managers 
investing in large companies, Rogers ex-
pected that transaction costs would be 
reduced, in addition to tax events, such 
as the capital gains tax penalty incurred 
through the sale of shares held for less 
than 12 months.

In its old portfolio, ipac observed 
that active managers held big companies 
for a variety of reasons: to make alpha, 
to control risk (which “chews up risk 
capital,” Reynolds said) and to use as 
sources of liquidity for investments in 
other market sectors.

Generating alpha from large stocks 
was more difficult because these com-
panies were exhaustively researched, 
providing managers with scarce new 
information to inform views.

“The unique insight into these big 
companies is less than in stocks that 
aren’t as well covered. There are op-
portunities in big companies, but you 
have a risk budget, and you want to pay 
managers to invest where they have an 
advantage,” Rogers said.

This strategy of prescribing sector 
limits to managers was appropriate for 

the domestic market, which is dominat-
ed by the resources and financials sec-
tors and the big companies within them, 
such as BHP Billiton, which accounts 
for about 12 per cent of the market, and 
the big four banks.

With the performance of the 
market heavily influenced by so few 
companies, managers are usually forced 
to hold them to mitigate risk.

BGI and Schroder were the only 
incumbent managers who survived 
the overhaul of the portfolio. Those 
who lost mandates were Maple-Brown 
Abbott, Investors Mutual, MIR Invest-
ment Management, Bernstein Value 
Equities, Integrity Investment Manage-
ment and Wallara Asset Management.

ipac sought managers which could 
accommodate large mandates, were 
genuinely interested in and supportive 
of the mandates given to them and 
had enough financial strength to pull 
through another market crash like that 
seen in the last 13 months.

Rogers said that institutional inves-
tors were, in general, aiming to make 
their domestic equities portfolios more 
straightforward.

“Complexity, as a general trend, 
peaked about 18 months ago,” Rogers 
said.   
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