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What does the future hold?

Introduction

In recent years, most investment managers have analysed how
they will incorporate and implement Environmental, Social
and Governance (ESG) considerations into their credit
investment processes.

For experienced credit analysts and portfolio managers,
especially those who have been working in credit markets for a
decade or more, the recent push for ESG may come as a
surprise. Many of them would believe that these factors have
always been part of a thorough credit research process, well
before the now-famous ‘ESG’ acronym was invented.

It is even more surprising to see that this recent ESG push has
come from asset owners, like pension plans and sovereign
wealth funds, rather than asset managers. As a result, these
institutional investors will be required to increasingly align
their performance goals with the priorities and values of their
beneficiaries.

The rise of ESG

When Nikko AM became a signatory to the United Nation
Principles for Responsible Investment (UN PRI) in 2007, an
international network of investors focused on sustainable
investing, less than 300 investment managers had signed up.
There are now 1,600 signatories representing US$62 trillion
assets under management.

Back in 2002, WorldCom was the poster child for corporate
governance failure, a situation that should have stressed the
importance of ESG factors. Years of experience in credit
investing also helps to distinguish between good and bad
corporate governance, as seen previously during the crises in
2001/02 and 2007/8, which provided analysts with a steep
learning curve. It is clearly positive that our industry is finally
implementing these factors into their investment processes in
a structured way.

However, it is important to note that ESG is by no means a
‘new topic’, and having a team of skilled and experienced
credit analysts is still the key for success. A lot of asset
managers that entered into sustainable investing did so by
structuring separate ESG teams, which in turn advised the
investment teams. More and more buy-side firms are now
realising that this type of separation is not necessarily the most
efficient way to invest with ESG in mind. As a result, many have
started to integrate these ESG teams into their investment
platforms, and we agree that this is the best approach.

The value of better transparency

The increasing focus on sustainable investing has made the
work for credit researchers somewhat easier than even ten
years ago, as a great amount of ESG-related information is now
readily available.

In the past, corporates were reluctant (or perhaps unprepared)
to provide detailed ESG reports, however a failure to do so
today will ensure the company receives a bad ESG report score
before the research process has even started.

Disclosing ESG information is still not, however, a standardized
procedure, and so is often not comparable across companies
and sectors. If companies and investment managers cannot
find a common ground, both sides face the risk of more
regulation in this area. The good news is that many corporates
have embraced the move to sustainable investing, which shifts
the focus away from short-term thinking. As a result,
shareholders are now more interested in the long-term goals
of a company, rather than the next round of quarterly results.

The challenges of incorporating ESG

We believe that one of the biggest challenges for sustainable
investing in the future will be the incorporation of the ‘newer
factors’, E and S, into asset managers’ research approach. While
most experienced analysts work with a best-practice list for
corporate governance, built on the back of many years of
experience in credit investing, it is often more difficult to form
an opinion on the environmental and social aspects of a
business. Often credit analysts rely on third-party research,
such as MSCI, to cover these areas.

While corporate governance assesses mostly general
management quality, which has a direct impact on the
company'’s performance, E and S tend to capture risk and
opportunities linked to a specific industry or region.
Understanding environmental aspects, for example, is more
important when analysing utility companies, rather than banks.
The connection between performance and behaviour is also
more indirect and longer-term for social and environmental
factors, than it is for corporate governance.

In a recent research paper, Barclays Bank analysed the impact
that ESG has on the performance of companies by
constructing corporate bond portfolios, and then applying an
ESG tilt in security selection. To isolate the ESG performance
effect from other performance drivers, the portfolios’ main risk
parameters (such as sector allocation, maturity, credit quality)
were equalized.
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ESG ratings from MSCI and Sustainalytics were then used to
construct portfolio pairs, one with a high ESG score, and one
with a low ESG score. The same was done for each of the
individual factors - E, S and G - to help isolate their
performance impact. To measure the impact of sustainability,
the performance of the low ESG scores was always deducted
from the high ESG score portfolios.

Barclays found, using data from August 2009-April 2016, that
the results were positive, which confirmed that incorporating
ESG ratings into portfolio construction can help to influence
performance. The contribution to performance was also
interesting with the results revealing that the highest
performance was generated by portfolios focused on
companies with a high Corporate Governance rating. Still
positive, but lower, were the results for Environment, while the
contribution from Social was negative.

Should then a credit manager apply a lower weighting to E
and S factors when constructing portfolios? Probably not, even
though the performance advantage for both is rather minor. A
recent survey from Barclays Bank revealed that these two
factors are far more important for asset owners than corporate
governance. The direct impact on performance might be
marginal, indirect and long-term; however, they ensure that
the investments correspond with the ethical and social values
of an increasing number of institutional clients. European asset
owners, in particular, require that their values are reflected in
their portfolios, alongside their performance goals. This
presents a challenge for credit portfolio managers, as they
strive to outperform, while at the same time reflecting the
increasing importance of sustainability into portfolio
construction.

A more positive approach to ESG

The focus on responsible investing has traditionally been
around excluding companies from controversial sectors, such
as tobacco. More recently, however, the attention has shifted
toward investing in companies with positive ESG credentials.
Even companies from controversial sectors can actively
manage ESG factors, and so make it worthwhile to consider
them as an investment.

This more positive approach is also changing the perception of
ESG's performance impact. In the past, the exclusion of
controversial companies was viewed as a potential drag on
performance; however, the current focus on companies with a
positive attitude toward sustainability means an active ESG
approach is now regarded as a catalyst for outperformance.
For some clients, these newer ESG investment approaches are
not far reaching enough, with the latest developments seeing
asset owners now looking to allocate money to ‘impact
investing'.

Impact investing involves investing in companies,
organizations and funds that not only generate a financial
return, but also a social and environmental return too. The
majority of impact investors are currently private equity or
venture capital firms, rather than fixed income investors, as
loans made to sustainable projects are often illiquid, unrated
and long-term.
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Green bonds might strike the middle ground for investors that
are not yet prepared to loan money to a wind park project in
Mongolia, but still want exposure to ESG investments. Green
bonds are issued by organizations and corporates, with the
proceeds solely dedicated to funding qualifying green
investments.

Maybe it is not fully clear yet which ESG path that asset owners’
will ask their credit manager to follow. However, we expect
that the importance of ESG investing will grow one way or the
other over the coming years, with asset managers having to
adapt to client demands, even when it no longer purely
focuses on financial goals, but also on long-term values.

Holger Mertens biography

Holger joined Nikko Asset Management in
July 2015 to manage the development of
the firm's Global Credit capabilities.

Prior to Nikko AM, Holger worked at
Lazard Asset Management and held a
variety of roles based in both Frankfurt
and London and was Lead Portfolio
Manager for their European Corporate
Bond Portfolio. Before Lazard, he worked
for Deka Investment Management where
he was a Fund Manager/Analyst in
Corporate Bonds.

Holger began his career at DG Bank as a
Fixed Income Trade and Sales assistant.
He holds a Masters in Business
Management and Economics from the
Frankfurt School of Finance &
Management and is a CFA® Charterholder.

Important Information

This document is prepared by Nikko Asset Management Co., Ltd.
and/or its affiliates (Nikko AM) and is for distribution only under such
circumstances as may be permitted by applicable laws. This
document does not constitute investment advice or a personal
recommendation and it does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient.

This document is for information purposes only and is not intended to
be an offer, or a solicitation of an offer, to buy or sell any investments
or participate in any trading strategy. Moreover, the information in
this material will not affect Nikko AM’s investment strategy in any way.
The information and opinions in this document have been derived
from or reached from sources believed in good faith to be reliable but
have not been independently verified. Nikko AM makes no guarantee,
representation or warranty, express or implied, and accepts no
responsibility or liability for the accuracy or completeness of this
document. No reliance should be placed on any assumptions,
forecasts, projections, estimates or prospects contained within this
document. This document should not be regarded by recipients as a
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substitute for the exercise of their own judgment. Opinions stated in
this document may change without notice.

In any investment, past performance is neither an indication nor
guarantee of future performance and a loss of capital may occur.
Estimates of future performance are based on assumptions that may
not be realised. Investors should be able to withstand the loss of any
principal investment. The mention of individual stocks, sectors,
regions or countries within this document does not imply a
recommendation to buy or sell.

Nikko AM accepts no liability whatsoever for any loss or damage of
any kind arising out of the use of all or any part of this document,
provided that nothing herein excludes or restricts any liability of
Nikko AM under applicable regulatory rules or requirements.

All information contained in this document is solely for the attention
and use of the intended recipients. Any use beyond that intended by
Nikko AM is strictly prohibited.

Japan: The information contained in this document pertaining
specifically to the investment products is not directed at persons in
Japan nor is it intended for distribution to persons in Japan.
Registration Number: Director of the Kanto Local Finance Bureau
(Financial Instruments firms) No. 368 Member Associations: The
Investment Trusts Association, Japan/Japan Investment Advisers
Association/Japan Securities Dealers Association.

United Kingdom and rest of Europe: This document constitutes a
financial promotion for the purposes of the Financial Services and
Markets Act 2000 (as amended) (FSMA) and the rules of the Financial
Conduct Authority (the FCA) in the United Kingdom (the FCA Rules).

This document is communicated by Nikko Asset Management Europe
Ltd, which is authorised and regulated in the United Kingdom by the
FCA (122084). It is directed only at (a) investment professionals falling
within article 19 of the Financial Services and Markets Act 2000
(Financial Promotions) Order 2005, (as amended) (the Order) (b)
certain high net worth entities within the meaning of article 49 of the
Order and (c) persons to whom this document may otherwise lawfully
be communicated (all such persons being referred to as relevant
persons) and is only available to such persons and any investment
activity to which it relates will only be engaged in with such persons.

United States: This document is for information purposes only and is
not intended to be an offer, or a solicitation of an offer, to buy or sell
any investments. This document should not be regarded as
investment advice. This document may not be duplicated, quoted,
discussed or otherwise shared without prior consent. Any offering or
distribution of a Fund in the United States may only be conducted via
a licensed and registered broker-dealer or a duly qualified entity.
Nikko Asset Management Americas, Inc. is a United States Registered
Investment Adviser.

Singapore: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. Nikko Asset Management Asia
Limited is a regulated entity in Singapore.

Hong Kong: This document is for information only with no
consideration given to the specific investment objective, financial
situation and particular needs of any specific person. You should seek
advice from a financial adviser before making any investment. In the
event that you choose not to do so, you should consider whether the
investment selected is suitable for you. The contents of this document
have not been reviewed by the Securities and Futures Commission or
any regulatory authority in Hong Kong. Nikko Asset Management
Hong Kong Limited is a licensed corporation in Hong Kong.
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Australia: Nikko AM Limited ABN 99 003 376 252 (Nikko AM
Australia) is responsible for the distribution of this information in
Australia. Nikko AM Australia holds Australian Financial Services
Licence No. 237563 and is part of the Nikko AM Group. This material
and any offer to provide financial services are for information
purposes only. This material does not take into account the objectives,
financial situation or needs of any individual and is not intended to
constitute personal advice, nor can it be relied upon as such. This
material is intended for, and can only be provided and made available
to, persons who are regarded as Wholesale Clients for the purposes of
section 761G of the Corporations Act 2001 (Cth) and must not be
made available or passed on to persons who are regarded as Retail
Clients for the purposes of this Act. If you are in any doubt about any
of the contents, you should obtain independent professional advice.

New Zealand: Nikko Asset Management New Zealand Limited
(Company No. 606057, FSP22562) is the licensed Investment Manager
of Nikko AM NZ Investment Scheme and the Nikko AM NZ Wholesale
Investment Scheme.

This material is for the use of researchers, financial advisers and
wholesale investors (in accordance with Schedule 1, Clause 3 of the
Financial Markets Conduct Act 2013 in New Zealand). This material
has been prepared without taking into account a potential investor’s
objectives, financial situation or needs and is not intended to
constitute personal financial advice, and must not be relied on as
such. Recipients of this material, who are not wholesale investors, or
the named client, or their duly appointed agent, should consult an
Authorised Financial Adviser and the relevant Product Disclosure
Statement or Fund Fact Sheet (available on our
websitewww.nikkoam.co.nz).

Kingdom of Bahrain: The document has not been approved by the
Central Bank of Bahrain which takes no responsibility for its contents.
No offer to the public to purchase the Strategy will be made in the
Kingdom of Bahrain and this document is intended to be read by the
addressee only and must not be passed to, issued to, or shown to the
public generally.

Kuwait: This document is not for general circulation to the publicin
Kuwait. The Strategy has not been licensed for offering in Kuwait by
the Kuwaiti Capital Markets Authority or any other relevant Kuwaiti
government agency. The offering of the Strategy in Kuwait on the
basis a private placement or public offering is, therefore, restricted in
accordance with Decree Law No. 7 of 2010 and the bylaws thereto (as
amended). No private or public offering of the Strategy is being made
in Kuwait, and no agreement relating to the sale of the Strategy will
be concluded in Kuwait. No marketing or solicitation or inducement
activities are being used to offer or market the Strategy in Kuwait.

Kingdom of Saudi Arabia: This document is communicated by Nikko
Asset Management Europe Ltd (Nikko AME), which is authorised and
regulated by the Financial Services and Markets Act 2000 (as
amended) (FSMA) and the rules of the Financial Conduct Authority
(the FCA) in the United Kingdom (the FCA Rules). This document
should not be reproduced, redistributed, or sent directly or indirectly
to any other party or published in full or in part for any purpose
whatsoever without a prior written permission from Nikko AME.

This document does not constitute investment advice or a personal
recommendation and does not consider in any way the suitability or
appropriateness of the subject matter for the individual
circumstances of any recipient. In providing a person with this
document, Nikko AME is not treating that person as a client for the
purposes of the FCA Rules other than those relating to financial
promotion and that person will not therefore benefit from any
protections that would be available to such clients.

Nikko AME and its associates and/or its or their officers, directors or
employees may have or have had positions or material interests, may
at any time make purchases and/or sales as principal or agent, may
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provide or have provided corporate finance services to issuers or may
provide or have provided significant advice or investment services in
any investments referred to in this document or in related
investments. Relevant confidential information, if any, known within
any company in the Nikko AM group or Sumitomo Mitsui Trust Bank
group and not available to Nikko AME because of regulations or
internal procedure is not reflected in this document. The investments
mentioned in this document may not be eligible for sale in some
states or countries, and they may not be suitable for all types of
investors.

Oman: The information contained in this document nether
constitutes a public offer of securities in the Sultanate of Oman as
contemplated by the Commercial companies law of Oman (Royal
decree 4/74) or the Capital Markets Law of Oman (Royal Decree80/98,
nor does it constitute an offer to sell, or the solicitation of any offer to
buy non-Omani securities in the Sultanate of Oman as contemplated
by Article 139 of the Executive Regulations to the Capital Market law
(issued by Decision No. 1/2009). This document is not intended to
lead to the conclusion of any contract of whatsoever nature within
the territory of the Sultanate of Oman.

Qatar (excluding QFC): The Strategies are only being offered to a
limited number of investors who are willing and able to conduct an
independent investigation of the risks involved in an investment in
such Strategies. The document does not constitute an offer to the
public and should not be reproduced, redistributed, or sent directly or
indirectly to any other party or published in full or in part for any
purpose whatsoever without a prior written permission from Nikko
Asset Management Europe Ltd (Nikko AME). No transaction will be
concluded in your jurisdiction and any inquiries regarding the
Strategies should be made to Nikko AME.

United Arab Emirates (excluding DIFC): This document and the
information contained herein, do not constitute, and is not intended
to constitute, a public offer of securities in the United Arab Emirates
and accordingly should not be construed as such. The Strategy is only
being offered to a limited number of investors in the UAE who are (a)
willing and able to conduct an independent investigation of the risks
involved in an investment in such Strategy, and (b) upon their specific
request.

The Strategy has not been approved by or licensed or registered with
the UAE Central Bank, the Securities and Commodities Authority or
any other relevant licensing authorities or governmental agencies in
the UAE. This document is for the use of the named addressee only
and should not be given or shown to any other person (other than
employees, agents or consultants in connection with the addressee's
consideration

thereof).

No transaction will be concluded in the UAE and any inquiries
regarding the Strategy should be made to Nikko Asset Management
Europe Ltd.
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