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China’s ESG Transformation
September 5, 2019
China is the world’s worst polluter, so why feature it in a series about the critical but underappreciated value of
environmental, social, and governance (ESG) considerations in emerging markets? It’s also the world’s largest
investor in clean energy.
China’s War on Pollution
Air pollution is still dangerously high in cities like Beijing and Shanghai, and despite experiencing a 32% reduction
over the past four years, it’s still at five times the World Health Organization’s recommended levels.
But in 2014, Premier Li Keqiang declared a “war on pollution,” prompting tighter enforcement of environmental
regulations and a significant push to shift China’s electricity generation capacity away from coal toward natural
gas and renewables.
Fossil fuel consumption is expected to peak in 2020, according to the 2018 China Renewable Energy Outlook. Wind
and solar capacity installations have ramped up aggressively. And the Northern Chinese provinces are targeting
35% of total energy consumption coming from renewables by 2030.
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China is also investing heavily to become the leading market for electric vehicles (EVs) and batteries. “The
conventional perception of China’s economy is that it’s driven by manufacturing and other old-world industries,”
wrote my colleague, William Blair Portfolio Manager Vivian Lin Thurston, in another blog post. “But this view
doesn’t capture the remarkable advancements in innovation coming out of the country.”
Chinese auto manufacturers derive a higher percentage of sales from electric vehicles than their developedmarket peers. According to Bloomberg New Energy Finance, China represents 76% of all commissioned lithium-ion
battery manufacturing capacity; it logged 60% of global EV sales in the fourth quarter of 2018, and it held 50% of
global public vehicle charging infrastructure at the end of 2018.1

As the below chart illustrates, EVs account for approximately 7% of new vehicle sales in China—the world’s largest
auto market—up from only 1% two years ago. Ultimately, the production of EVs and batteries is playing a major
role in China’s evolution to a technology and innovation-driven economy.
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China is also a world leader in the issuance of green bonds (used to finance clean energy and low-carbon
transportation). China’s 13th five-year plan, announced in 2015, articulated a policy defining implementation of a
green financial system. The country overtook traditional green financing giants such as the United States and

France in 2016 and 2017, and was second only to the United States in 2018, issuing $34 billion in green bonds.2
China’s consistent tightening of environmental policy standards, even when detrimental to economic growth, is
transformational. This important point should not be lost on sustainability-minded investors seeking to deploy
patient capital.
China was the fastest-growing market for sustainable investing from 2014 to 2016, and there are a number of
intriguing investment themes embedded in the “Clean China” opportunity. A few examples from CLSA are
summarized below.
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Clearly, there are many different ways to access growth opportunities around China’s environmental clean-up
initiatives, whether it’s in the utilities sector with alternative power generation, in the autos sector with electric
vehicles, or elsewhere.
Potential Edge for Active Managers
Active investors who integrate ESG in their process may have an edge when it comes to assessing these
sustainability-themed opportunities and engaging with companies to positively influence ESG practices. Currently,
we see a clear negative skew when comparing China’s ESG ratings to emerging markets as a whole.
The chart below illustrates. The distribution for Chinese companies skews negatively toward CCC and B ratings
(CCC is the worst and AAA is the best). Roughly 86% of more than 400 constituents in the MSCI China A Index
received less than a BBB rating, which is average.
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We believe increased foreign institutional investor ownership will gradually help improve these ratings, with
companies being pressed to incorporate, measure, and disclose better ESG business practices. A further catalyst
will likely be the Chinese security regulator’s mandate that all listed companies and bond issuers disclose ESG
risks associated with their operations by 2020.
These efforts should drive positive change over time, and active investors with on-the-ground research operations
will be positioned to take advantage of it.
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Source: Bloomberg, “Dispelling the Myths of China’s EV Market,” as of 2/8/19.
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Source: IPE, “China: The Greening of China,” as of February 2019.

Blake Pontius, CFA, is the director of sustainable investing and a portfolio specialist on William Blair’s Global Equity
team.
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Disclosure:
This content is for informational and educational purposes only and not intended as investment advice or a
recommendation to buy or sell any security. Investment advice and recommendations can be provided only after
careful consideration of an investor’s objectives, guidelines, and restrictions.
Information and opinions expressed are those of the authors and may not reflect the opinions of other investment
teams within William Blair Investment Management, LLC, or affiliates. Factual information has been taken from
sources we believe to be reliable, but its accuracy, completeness or interpretation cannot be guaranteed.
Information is current as of the date appearing in this material only and subject to change without notice.
Statements concerning financial market trends are based on current market conditions, which will fluctuate. This
material may include estimates, outlooks, projections, and other forward-looking statements. Due to a variety of
factors, actual events may differ significantly from those presented.
Investing involves risks, including the possible loss of principal. Equity securities may decline in value due to both
real and perceived general market, economic, and industry conditions. The securities of smaller companies may
be more volatile and less liquid than securities of larger companies. Investing in foreign denominated and/or
domiciled securities may involve heightened risk due to currency fluctuations, and economic and political risks.
These risks may be enhanced in emerging markets. Different investment styles may shift in and out of favor
depending on market conditions. Individual securities may not perform as expected or a strategy used by the
Adviser may fail to produce its intended result.
Investing in the bond market is subject to certain risks including market, interest rate, issuer, credit, and inflation
risk. Rising interest rates generally cause bond prices to fall. High-yield, lower-rated, securities involve greater risk
than higher-rated securities. Sovereign debt securities are subject to the risk that an entity may delay or refuse to
pay interest or principal on its sovereign debt because of cash flow problems, insufficient foreign reserves, or
political or other considerations. Derivatives may involve certain risks such as counterparty, liquidity, interest rate,
market, credit, management, and the risk that a position could not be closed when most advantageous. Currency
transactions are affected by fluctuations in exchange rates; currency exchange rates may fluctuate significantly
over short periods of time. Diversification does not ensure against loss.
There can be no assurance that investment objectives will be met. Any investment or strategy mentioned herein
may not be appropriate for every investor. References to specific companies are for illustrative purposes only and
should not be construed as investment advice or a recommendation to buy or sell any security. Past performance
is not indicative of future returns.
Copyright © 2020 William Blair & Company, L.L.C. "William Blair” is a registered trademark of William Blair &
Company, L.L.C. No part of this material may be reproduced in any form, or referred to in any other publication,
without express written consent.

