
RESEARCH SPOTLIGHT
     Q2 2021 GLOBAL REGULATIONS

Following the rapid growth in ESG interest and 
investment witnessed in 2020, the importance of ESG 
in the investment process has continued to gain 
growing acceptance amongst both investors and 
investment professionals in 2021. Despite this trend, 
H1 2021 has proven to be more challenging for 
investors focused on environmental (“E pillar”) 
considerations in their investment process.  The 
significant underperformance of the renewables 
sector in the U.S. and EU starting in January only 
tells part of the story, and the investment challenge 
has been more complex than a single industry or 
thematic effect (e.g. “tech vs. old economy”, “green 
vs. brown”).  

Our research finds that in H1 2021, less efficient, 
higher carbon intensity companies significantly 
outperformed lower carbon intensity companies, not 
simply at the aggregate level, but importantly within 
some of the most carbon-intensive sectors such as 
Industrials and Materials1. We have seen recent 
underperformance of more carbon eff icient 
companies on a sector neutral basis in key carbon 
intensive sectors, and in several cases with 
substantial contribution from adverse stock selection 
effects, rather than other factors.   It is fair to say that 
for climate-conscious equity investors, it has not been 
easy “being green” in H1 2021.
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1 ECO methodology: we examined the historical performance of equally weighted top/bottom decile long/short portfolios ranked by carbon intensity (CO2 metric tonnes Scope 1+2 per 
$1mm revenue) from a global investable universe of ca. 5000 listed equities, and performed attribution analysis on the long/short positions.  For avoidance of doubt, “top” decile 
consists of the most efficient, lowest carbon intensity companies, while “bottom” decile represents companies with the highest levels of carbon intensity.  We also conducted this 
exercise creating long/short deciles within GICS Level 1 sectors, and found significant relative underperformance (local currency returns) of low carbon intensity names within 
Industrials (-11.6%), Materials (-10%), Utilities (-16.5%) and Energy (-9.6%) in H1 2021.  Source: ECO Advisors, Bloomberg

This result is in stark contrast with the evolution of the 
EU ETS carbon futures price during 2021, which has 
risen steadily from ca. 32 EUR/tonne to ca. 56 EUR/
tonne during H1 2021, a remarkable 75% increase.  
Fu r the rmore , we f i nd ove ra l l ev idence o f 
outperformance of lower carbon intensity companies 
on an aggregate basis over the last decade, until the 
end of 2020. It is therefore appropriate to ask if there 
are temporary or cyclical factors that may be favouring 
companies that appear inferior on important “E metrics” 
such as carbon intensity, or if there are any structural 
reasons to be wary of climate efficiency as a guide to 
superior performance in the future.   Despite the trend 
amongst asset owners to divest from the “dirtiest” 
assets and increasing demand for climate-aware and/
or Paris-aligned equity investment, recent research 

suggests the market is still far from “fully priced” for the 
potential consequences of higher costs for GHG 
emissions2, and our analysis of carbon intensity in H1 
2021 supports this view. 

In 2021, we have begun to witness the international 
convergence of important regulatory trends, which will 
have significant implications for investors going 
forward, both in terms of risks and opportunities. The 
EU has been the clear leader in environmental 
regulations and initiatives for some time and has been 
at the forefront of defining sustainable investment and 
the requirements of green investing. It is evident that 
the U.S. and China are now joining suit. We expect 
the convergence of regulatory trends we are 
witnessing to have a long term transformative 



effect on company behaviour, market pricing, and 
investment decision making in the months and 
years ahead. In this newsletter, we examine the 
structural backdrop which supports this view.

Europe and the EU

The EU is pushing forward with several important 
initiatives around climate disclosure, both by 
companies and investment managers.   For investors, 
the Sustainable Finance Disclosure Regulation 
(SFDR) and Green Taxonomy are mandatory 
disclosures which work in conjunction with one 
another and have already partially come into effect in 
March 2021. These initiatives are part of the EU’s 
Action Plan on Sustainable Finance, which pursues 
two goals: to integrate sustainability considerations 
into the financial system, and to steer the flow of 
capital towards sustainable investments3. The SFDR 
introduces mandatory ESG disclosures for asset 
managers and other financial market participants on 
sustainability risks and ‘Principal Adverse Impacts’, 
which are the negative effects on sustainability factors 
that an investment decision or advice might have4. 
The green taxonomy aims to create a common 
framework and language as to whether an activity can 
be considered to be environmentally sustainable5. 
Disclosures on taxonomy alignment must be made for 
each financial product6. 

In the UK, we see disclosure focused around the 
TCFD.   The Task Force on Climate-Related Financial 
Disclosures (TCFD) was created in 2015 by the 
Financial Stability Board to develop consistent 
climate-related financial risk disclosures for use by 
companies, banks, and investors in providing 
information to stakeholders7. The UK government is in 
the process of making TCFD aligned climate-related 
financial disclosures mandatory for publicly quoted 

companies, large private companies and Limited 
Liability Partnerships8. Full disclosures are expected 
in 2022. 

In terms of carbon pricing, the theme of levelling out 
the playing field continues. The EU Emissions Trading 
System (ETS) currently covers about 40% of all EU 
emissions and is the world’s largest ETS9. It works on 
the cap-and-trade principle, by setting a cap on 
companies’ carbon emissions and allowing companies 
to sell excess reductions for profit to other companies 
that have failed to remain below their specified limits. 
By gradually reducing the number of carbon permits 
available each year, they create a cycle of rising 
prices and a greater pressure on companies to reduce 
their emissions and adopt clean energy technology.

ETS’ are designed to internalise carbon emissions 
externalities, meaning that companies that have 
historically polluted heavily for free will no longer be 
able to do so and will have to internalise the cost, 
either by reducing emissions or by purchasing 
polluting rights through the scheme. EU carbon prices 
have been steadily rising since 2018 and hit a new 
high in Q2 202110. The EU ETS legislation provides 
for the possibility to link the EU ETS with other 
compatible emissions trading systems in the world at 
national or regional level11. In line with its commitment 
to achieve net-zero by 2050, the UK launched its own 
ETS in May, with carbon prices reaching over £50 per 
tonne, making the cost of emitting in the UK higher 
than in the EU12. The ETS is set to cover 155mt of 
CO2e in its first year13.

The EU is also proposing a carbon tariff, to make sure 
that companies based in the EU are not 
disadvantaged. The tariff, known as the carbon border 
adjustment mechanism (CBAM), is designed to put 
EU firms on an equal footing with competitors in 

countries with weaker carbon policies14. 
The proposal will take the form of a 
regulation setting up a carbon border 
adjustment mechanism authority, with 
the measure being phased in from 2023 
and a full implementation from 2026. 
The tax will initially target a limited 
number of imports including iron, steel, 
cement and fertilisers, and will be based 
on the equivalent carbon price paid in 
Europe. Importers will have to buy 
special certificates at a price linked to 
the EU ETS. If countries have similar 
carbon pricing to Europe, the tariff will 
not apply, contributing to the thesis that 
polluting or being poorly prepared for 
carbon regulations will be costly going 
forward15. In the UK, the current 
government is coming under pressure to 
introduce its own carbon border tax to 

protect British industry from cheap 
competition from polluting countries.

The chart above provides another lens to examine the challenge faced by “Green” investors in H1 2021.  The 
chart shows the USD performance of an index of top coal producing stocks (BICOATGC Index) and the 
performance of the S&P Global Clean Energy Index (BICOATGC Index).   Source: ECO Advisors, Bloomberg



Rishi Sunak, chancellor, has ordered work to be 
done on the tax16.

China

Upcoming regulations in China are keeping in line 
with global trends, and appear to be closely aligned 
with the EU’s initiatives. After its rapid and heavily 
polluting industrialisation, China’s environmental 
challenges are now understood to be a significant 
risk to China’s society and economy. In a bid to 
tackle these challenges, China’s government has 
declared a “war on pollution” and introduced a 
number of green initiatives17. China’s president Xi 
Jinping told the UN General Assembly in September 
that China aims to hit peak CO2 emissions before 
2030 and achieve carbon neutrality before 206018.

Christine Loh, chief development strategist at the 
Institute for the Environment at Hong Kong 
University of Science and Technology, believes the 
decarbonisation target “confirms China's paradigm 
shift from polluted ‘factory of the world’ to clean, 
green producer of homegrown high-tech goods, and 
the world's biggest market for electric vehicles.”19 

In the EU-China Joint Statement on Climate Change 
adopted at the EU-China summit in 2015, the two 
entities agreed to further enhance their bilateral 
cooperation on carbon markets. Against this 
background, a project termed the “Platform for Policy 
Dialogue and Cooperation between EU and China 
on Emissions Trading” was envisioned20. The project 
aimed to provide capacity building and training to 
support Chinese authorities in their efforts to 
implement a Chinese ETS. The ETS is now being 
implemented and is expected to start trading later 
this year21. The ETS regulates more than 2,200 
companies from the power sector and is estimated to 
cover approximately 40% of national carbon 
emissions, with the scope to be further expanded in 
the future22 23 24. 

In June 2021, China announced its own mandatory 
carbon emission disclosures after first testing it with 
some commercial banks and listed companies. 
Central bank Governor Yi Gang confirmed the trends 
towards regulatory convergence that we are 
observing, stating “our goal is to make a uniformed 
disclosure standard, and in the future, we will go in 
the direction of mandatory disclosure of climate-
related information,” during a panel discussion at the 
Green Swan conference25. These national and 
international initiatives mean that disclosures and 
transparency are going to have to ramp up.

Earlier this year, China’s central bank also 
announced that it is working with the EU to adopt a 
common green taxonomy, aiming to implement a 
jointly recognised classification system. PBC 
Governor Yi Gang said strengthening the nation’s 
green finance system was the central bank’s priority 

for the next five years and that improving the 
taxonomy of green finance26. Yi said deepening 
international co-operation on green finance, including 
discussing details on the adoption and incorporation 
of a globally recognised green taxonomy would be 
discussed at the upcoming G20 summit, which is 
scheduled to be held in Rome in October. During the 
summit, the PBoC plans to set up a sustainable 
finance study group, with the US Treasury 
Department as a co-chair, to establish coordination 
on building a roadmap for advancing sustainable 
finance. “We will deepen the cooperation with Italy, 
US and other G20 members, to discuss and design 
an overall road map of sustainable finance, to further 
discussions with various parties about topics such as 
reporting and disclosure, as well as green 
taxonomy,” Yi said27.

U.S.

While the Trump administration rolled back 
environmental protections and withdrew the U.S. 
from the Paris Agreement, the current Biden 
administration has been quick to make its 
commitments to decarbonisation and international 
cooperation clear. President Biden quickly re-entered 
the U.S. into the Paris Agreement and stated that the 
main climate target of his administration is to achieve 
net zero greenhouse gas emissions by 2050, and to 
reduce GHG emissions by 50%-52% by the year 
2030 relative to 2005 levels. An important part of his 
climate plan involves investing in infrastructure and 
innovation, stating that “America must lead the 
critical industries that produce and deploy the clean 
technologies”28. 

President Biden is also calling on Congress to invest 
$35bn in the full range of solutions needed to 
achieve technology breakthroughs that address the 
climate crisis and position America as the global 
leader in clean energy technology and clean energy 
jobs. His climate plan includes investing $15bn in 
demonstration projects for climate R&D priorities, 
including utility-scale energy storage, carbon capture 
and storage, hydrogen, advanced nuclear, and 
floating offshore wind, amongst other technologies 
and materials that might be used in electric vehicle 
production29. 

As mentioned, the upcoming G20 summit in October 
may see further coordination globally and the 
strengthening of the trend towards regulatory 
convergence. Earlier this year John Kerry, President 
Biden’s climate envoy, said the U.S. would probably 
“join with Europe” to begin requiring companies to 
disclose information on climate risk30. Allison Herren 
Lee, the acting head of the Securities and Exchange 
Commission, also said the U.S. securities regulator 
was focusing on climate-related disclosures and 
planned to update its guidance on the issue for the 
first time since 201031. 
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In May the Biden administration took the first 
concrete step toward enforcing climate disclosure by 
requiring a broad range of U.S. banks and 
companies to disclose the risks they face from 
climate change. A new executive order also 
instructed Treasury secretary Janet Yellen to work 
with the other members of the Financial Stability 
Oversight Council to report how they plan to reduce 
climate-related risks to financial stability32. At a press 

conference announcing the order, Brian Deese, 
director of the National Economic Council, stressed 
the importance of harmonising U.S. standards with 
those of other countries33. This could mean 
mandatory TCFD reporting, as will soon be required 
in the UK. Finally, John Kerry, recently confirmed that 
President Biden was “interested in evaluating the 
border adjustment mechanism” that is being pursued 
by the EU34.
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Implications for Investors 

Until recently, focusing on carbon efficiency or 
implementing a Paris-aligned transition path may 
have been a "nice to have" for many companies; 
perhaps good marketing, but not necessarily impactful 
from an investor’s standpoint. However, going 
forward, there is every indication that “E leadership”, 
in its various forms, will be a source of competitive 
advantage globally. Current ESG reporting and 
disclosure standards lag market demand; incoming 
policies requiring more consistent and comprehensive 
disclosures will help with transparency, influence 
market prices, and assist investors in making more 
informed decisions. In addition, carbon pricing 
initiatives developing globally mean that CO2 
externalities will be increasingly affecting corporate 
bottom lines. With increasingly stringent and 

converging carbon emissions regulations, as well as 
mandatory disclosures, we believe the equity market 
is likely to start to price CO2 emissions and adverse 
impacts to the environment more aggressively going 
forward.

In summary, it appears to us that the structural 
backdrop to support the “E pillar” as an important 
differentiator and driver of security alpha remains 
firmly intact and considerations like carbon intensity 
are likely to increase in importance.   We feel the 
recent relative outperformance of companies 
benefiting from negative CO2 externalities is unlikely 
to persist.   While factor timing is notoriously difficult, 
as we move through the cycle, we expect criteria such 
as carbon intensity and E pillar leadership to again 
start to reward investors. 
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