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As climate change is becoming an increasingly observed phenomenon and understood to be caused by carbon and carbon-equivalent
emissions, investors are adjusting their portfolios to prepare for a future regime shift to a lower-carbon economy. The primary approach
taken to prepare for this change is to incorporate carbon emissions in investment selection. However, albeit a practical approach…

… carbon emissions can be a narrow measure of overall climate risk. (0:49)
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The risk of climate change and the increasing attention it receives among financial market participants prompts two critical asset
management questions. First, can climate risk have a material impact on the value of a portfolio? Second, how can investors insure their
savings against the adverse effects of climate change?

Two key challenges to insuring a portfolio against climate change are measurement and financial engineering. (0:51)
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In our latest Alternative Thinking article we explore the insights of Engle, Giglio, Kelly, Lee, and Stroebel in “Hedging Climate Change
News”, 2020, where they use textual analysis and machine learning techniques to create a broad climate hedging solution based on
stocks’ sensitivity to climate news. 

Engle et al. (2020) first derive a climate hedging target using textual analysis of news coverage. They measure the level of climate change
discourse in a given day by measuring the similarity between a corpus of known climate change text and articles in the Wall Street Journal.
Innovations in this climate news measure then form the hedging target.

Once the hedge target is identified, the authors then lean on insights from option-pricing theory to build a portfolio that will increase in
value as bad news about climate change arrives. While their emphasis is on hedging climate change news coverage in The Wall Street
Journal, the framework is a general, rigorous methodology. It can flexibly accommodate alternative hedging targets that researchers might
hypothesize. Indeed, Engle et al. (2020) emphasize that their framework is not a definitive climate-hedging solution, but is instead a
launching point for exploring a climate-hedging agenda.

We stress that the framework is not meant as a replacement for carbon-aware investing (0:42)
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We believe that combining multiple views of climate risk will play an increasingly important role in investors’ climate hedging toolkit, and
subject to further research, these insights could be used as a complement to carbon-aware investing in defending against climate change.
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This document is not intended to, and does not relate specifically to any investment strategy or product that AQR offers. It is being provided merely to provide a framework to assist
in the implementation of an investor’s own analysis and an investor’s own view on the topic discussed herein.
This document has been provided to you solely for information purposes and does not constitute an offer or solicitation of an offer or any advice or recommendation to purchase
any securities or other financial instruments and may not be construed as such. The factual information set forth herein has been obtained or derived from sources believed by the
author and AQR Capital Management, LLC (“AQR”) to be reliable but it is not necessarily all-inclusive and is not guaranteed as to its accuracy and is not to be regarded as a
representation or warranty, express or implied, as to the information’s accuracy or completeness, nor should the attached information serve as the basis of any investment decision.
This document is not to be reproduced or redistributed to any other person. The information set forth herein has been provided to you as secondary information and should not be
the primary source for any investment or allocation decision. Past performance is not a guarantee of future performance. Diversification does not eliminate the risk of experiencing
investment losses. 

This material is not research and should not be treated as research. This paper does not represent valuation judgments with respect to any financial instrument, issuer, security or
sector that may be described or referenced herein and does not represent a formal or official view of AQR. The views expressed reflect the current views as of the date hereof
and neither the author nor AQR undertakes to advise you of any changes in the views expressed herein. 

The information contained herein is only as current as of the date indicated, and may be superseded by subsequent market events or for other reasons. Charts and graphs provided
herein are for illustrative purposes only. The information in this presentation has been developed internally and/or obtained from sources believed to be reliable; however, neither
AQR nor the author guarantees the accuracy, adequacy or completeness of such information. Nothing contained herein constitutes investment, legal, tax or other advice nor is it to
be relied on in making an investment or other decision. There can be no assurance that an investment strategy will be successful. Historic market trends are not reliable indicators of
actual future market behavior or future performance of any particular investment which may differ materially, and should not be relied upon as such. Diversification does not
eliminate the risk of experiencing investment losses.

The information in this paper may contain projections or other forward-looking statements regarding future events, targets, forecasts or expectations regarding the strategies
described herein, and is only current as of the date indicated. There is no assurance that such events or targets will be achieved, and may be significantly different from that shown
here. The information in this document, including statements concerning financial market trends, is based on current market conditions, which will fluctuate and may be superseded
by subsequent market events or for other reasons. 
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