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Does ESG add value to factor investing
in China?

We are currently at the forefront of a revolution on ESG factors in China propelled by its
environmental and social goals. In the past, Chinese investors have paid less attention

to how companies manage environmental and social issues than their bottom line.
Governance issues, despite theirimportance in shareholder rights protection, also often
take a back seat to other financial quality factors like profit margin and earnings accruals.
The lack of reliable ESG data has also posed an obvious difficulty for its application in factor
investing.

Is ESG beneficial for factor investors?

Yet, we believe that ESG factors can no longer be overlooked by factor investors in China.
First, environment and social factors have become prominently aligned with China’s
strategic goals in carbon neutrality and common prosperity. Second, the corporate
disclosures standard of ESG issues are expected to improve in the coming years on the
increasing need for transparency from both regulators and investors. Recent reporting
guidelinesreleased by the China Securities Regulatory Commission (CSRC), for instance,
now require mandatory disclosure of any environment-related administrative penalties in
addition to voluntary disclosure of carbon-reduction measures taken. Regulatory oversight
onsocial issues such as consumer protection and community welfare are also on therise.
Third, as ESG factors tend to have relatively low correlation with other traditional factors,
they can help provide diversification benefits in a portfolio. The advantages of integrating
ESG factors into a systematic portfoliois thus likely to outweigh drawbacks such as
limitations in data coverage and history.

Figure1: Low Correlation between China ESG Factor and major risk factors
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Source: IGW, data as of July 31st, 2021. Cross sectional correlation between ESG and major risk factors of 512 China
A-shares companies. ESG factors based on MSCI ESG Ratings and risk factors based on Barra China Equity Model
(CNE5).
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Although ESG datain China is relatively young, we believe there is scope for constructing
ESG factors by identifying material issues relevant to the China equity market.

Our research has shown that acompany’s overall sustainability profile, as measured by a
diverse set of criteria ranging from its environmental pollution management and workplace
safety to board professionalism, may have a positive linkage with stock return. The
implication is that ESG factors not only provide downside risk protection but also present a
possible source of alpha.

Thisis supported by research from the United Nations Principles for Responsible
Investment (PRI) which found that portfolios that systematically select stocks with superior
ESG characteristics (best-in-class) or incorporate ESG profiles into weightings (tilting
strategy) show an increase in alpha delivered over a six-year period."

Apart from analyzing structured ESG data obtained from third-party sources, artificial
intelligence (Al) and machine learning techniques can also be used to extract subtle ESG
insights directly from firms’ written reports. To that end, we have recently partnered with
Tsinghua University to study the transformation of carbon-intensive sectors and its impact
on ESGinvesting in China.

Low carbonrisk premium

We believe that the low carbon transition in China may be developing into a major source

of risk premia. To meet the dual goals of reaching peak carbon emissions before 2030 and
achieving carbon neutrality by 2060 2, China’s non-fossil fuel consumption is expected to
account for a quarter of its total energy consumption by 2025 before growing to 80% by
2060 according to the State Council’s target. This has already led to arise in the valuation
premium of new energy related industries ranging from electric vehicles to wind- and solar-
power supply chains (Figure 2).

Figure 2: Valuation ratios of China’s renewable energy companiesrelative toindex
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Source: Wind, data as of January 28,2022.

1. ESGand AlphainChina, March 2020,
https://www.unpri.org/environmental-social-and-governance-issues/esg-and-alpha-in-china/5593.
article

2. United Nations, September 2020,
https://news.un.org/en/story/2021/09/1100642
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China's transition to a low carbon economy is often headlined by the projected growth

of its non-fossil fuel as a proportion of total energy consumption (Figure 3). However,

itis more likely to entail amuch more pervasive change for all types of companies. To
achieve carbon neutrality while remaining a major industrial powerhouse, we expect that
Chinese companies in the energy intensive sectors such as mining and heavy industries
will eventually need to adopt a carbon reduction mandate in their operations with the help
of technological innovation and business transformation. On the other hand, consumer
companies will also need to cater to a growing middle class whose preferences are
gravitating towards greener choices. The competing demands of economic growth and
decarbonization could mean that a sweeping transformation will eventually touch every
industry in China in the coming decades, albeit at a difference pace.

Figure 3: Non-fossil fuel consumption as a proportion of total energy consumption
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Source: Invesco, The State Council of the P.R.C., U.S. Energy Information Administration, BP Statistical Review of World
Energy, data as of 30 November 2021. Projections are based on linear interpolation of publicly announced energy
consumption targets or forecasts.

We have already seen subtle signs that investors are beginning to price in the cost of
carbon emissions to utilities company share prices. 2 Over the long run, we expect a low
carbon factor risk premium to be better achieved by a broad-based systematic strategy
than a narrow sector-focused one. Greater industry diversification may lead to more
stable risk premia from a wider spectrum of economic sectors as they each undergo
decarbonization at different pace. It may also help lower the cyclical volatility of the
portfolio.

Systematic process and technology provide an edge

A systematic strategy for low carbon risk premia also allows a more objective analysis of
acompany’s low carbon premium against its peers and over time. This isimportant as

the pricing mechanism of low carbon premium may differ between industries due to the
varying regulatory environments and carbon transition pathways they are subject to. The
development of green financing and carbon credit trading in China will also influence

the low carbon risk premium in the future. To accurately adjust a company’s low carbon
premium for these data points as well as other ESG and financial exposures is a challenging
but necessary task to isolate the risk premium. Thus, systematic investment processes
with the ability to handle large datasets using Al, natural language processing and other
advanced technologies will have an edge in refining their strategy for efficient harvesting.

3. Thecorrelation between the Scope 1+2 carbon emissions intensity (2020) of coal power utilities firms
andtheir stock price performance (gross)in2021is-0.253.
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Conclusion
Factor premia exists because of economic rationale and behavioral biases in asset pricing.

Therefore, ESG may play an increasingly important role for factor investors in China.
China’s carbon neutrality goals are expected to effect along-term low carbon transition
across all industries which may also lead to a source of risk premium for factor investors.

Investmentrisks
The value of investments and any income will fluctuate (this may partly be the result of
exchange rate fluctuations) and investors may not get back the fullamount invested.
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Importantinformation

Thisdocumentisintended only for investorsin Hong Kong, for Institutional Investors and/or Accredited
Investorsin Singapore, for certain specific sovereign wealth funds and/or Qualified Domestic Institutional
Investors approved by local regulators only in the People’s Republic of China, for certain specific Qualified
Institutions and/or Sophisticated Investors only in Taiwan, for Qualified Professional Investorsin Korea,
for certain specific institutional investorsin Brunei, for Qualified Institutional Investors and/or certain
specificinstitutional investorsin Thailand, for certain specific institutional investors in Malaysia, for
certain specificinstitutional investorsin Indonesia and for qualified buyersin Philippines forinformational
purposes only. This documentis not an offering of a financial product and should not be distributed to
retail clients who are residentinjurisdiction where its distribution is not authorized oris unlawful
Circulation, disclosure, or dissemination of all or any part of this document to any unauthorized person

is prohibited.

This document may contain statements that are not purely historical in nature but are “forward-looking
statements,” which are based on certain assumptions of future events. Forward-looking statements are
based oninformation available on the date hereof, and Invesco does not assume any duty to update any
forward-looking statement. Actual events may differ from those assumed. There can be no assurance
that forward-looking statements, including any projected returns, will materialize or that actual market
conditions and/or performance results will not be materially different or worse than those presented.

Allmaterial presented is compiled from sources believed to be reliable and current, but accuracy cannot
be guaranteed. Investment involves risk. Please review all financial material carefully before investing.
The opinions expressed are based on current market conditions and are subject to change without notice.
These opinions may differ from those of other Invesco investment professionals.

The distribution and offering of this document in certain jurisdictions may be restricted by law. Persons
into whose possession this marketing material may come are required toinform themselves about and
tocomply withany relevant restrictions. This does not constitute an offer or solicitation by anyonein any
jurisdictionin which such an offer is not authorised or to any person to whomit is unlawful to make such an
offer or solicitation.

Thisdocumentisissuedin the following countries:
+ inHongKong by Invesco Hong Kong Limited = [B1& B EIEH R A 7], 41/F, Champion Tower, Three
Garden Road, Central, Hong Kong. This document has not been reviewed by the Securities and Futures

Commission.

+ inSingapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01Republic Plaza,
Singapore 048619.

+ inTaiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan (0800-045-066
Invesco Taiwan Limitedis operated and managed independently
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