Active ESG investing
The smart choice for bond investors

The benefits of incorporating ESG factors into an active
investment approach are becoming increasingly apparent.

Market Insight

Environmental, social and governance (ESG) investing involves investment strategies that
proactively incorporate ESG or sustainability factors within the investment process.

In our view, incorporating ESG is the right and smart approach for investors to consider. Robust
ESG management by companies can be taken as a proxy for overall management quality.
Taking ESG into account can thus help identify companies most likely to be ﬁnancially
successful as they have a greater probability of having eﬀective and enduring business models.
In this way ESG investing should help portfolios deliver performance over the long term as
well as lower their volatility in the interim.

We believe ESG is generally ﬁts well with an active management approach as many ESG risks
are currently not adequately priced in by the market. Active management is particularly critical
for ESG ﬁxed income investing given some of the unique technical characteristics of the
asset class.
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Fixed income investing is generally well suited to active management

In recent times, passive or index investing has become an increasingly popular strategy for
many investors as part of their asset allocation decisions. Most common in the equity asset
class, it has started to spread into others, including ﬁxed income.

While the arguments about the broad advantages and disadvantages of active versus passive
management are well known, the main attractiveness of a passive approach is the perceived
lower costs. However, in our view, a passive approach is likely to be a false economy over time
and in some fund oﬀerings (e.g. ﬁxed income), may not hold true. We see many drawbacks
to passive investing in the ﬁxed income context which are summarised in the Figure 1.
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Figure 1: Comparing the advantages and disadvantages of passive and active
investing in the ﬁxed income context
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Active ESG investing particularly relevant for ﬁxed income

ESG investing lends itself well to active management; currently ESG risks are not widely known
in the market and therefore risks as well as opportunities, are not necessarily fully priced.
Active management enables investors to explicitly, proactively and systematically take these
into account.
Alongside ﬁnancial credit analysis, active managers can use ESG as an additional ﬁlter; used
as a proxy for management quality, it can be argued that a low- ESG rated issuer is likely to be
riskier, more volatile and less liquid in some cases which the credit rating does not
suﬃcient reﬂect.

The reason for poor ESG performance could be related to inadequate governance, weak
employee relations or ineﬀective internal compliance measures. An active manager is able to
evaluate these nuances and make a decision whether to avoid or limit exposure to such
an issuer.

The ﬁxed income universe is larger and more complex than equity markets which may mean
a passive investment approach could be too simplistic in terms of generating alpha. There is
more variation in credit quality, the number of investible instruments from a single issuer and
a range of bond maturities. This, alongside the reduction in the willingness of banks to
warehouse risk, can further reduce the level of liquidity in the market for some bonds and
potentially increase associated transactional costs and complexity.
Due to the multi-dimensional nature of ﬁxed income assets, diﬀerent bond types (duration,
rating etc.) for a single issuer may exhibit multiple credit and ESG risk proﬁles. An active
management approach can identify and more eﬀectively disaggregate the investment risks
and rewards. Applying a binary ‘in or out’ decision on exposure that investors would get with
an ESG ﬁxed income index oﬀering would not allow for this fundamental dynamic and could
mean investors lose out on opportunities for attractive return generation.
Increasing the potential for attractive returns with active ESG ﬁxed income investing

We believe ESG is fast becoming an increasingly important and dynamic inﬂuence for investors
when looking at their investment objectives and the way in which they select an asset
manager. An increased awareness of ESG factors and an active approach can potentially have
a material impact on an issuer’s long-term ﬁnancial performance. In our view there are
numerous beneﬁts from incorporating ESG into an active management approach, especially
for debt investors.

In the current environment of low average yields across many asset classes, and the increasing
belief that we are approaching the latter stages of the credit cycle, we believe benchmark
returns could be challenged and the beneﬁts of active investing will become all too apparent.
Incorporating additional analysis which can provide further insight into the creditworthiness
of a company or sovereign should surely be viewed as a valuable tool for enhancing long-term
investor returns.
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