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Emerging markets: riding the long-term trend, avoiding the pitfalls.

Emerging markets returns may have dropped back over the last couple of
years as economic growth cools in the BRICs and beyond. But for
institutional investors, the long-term prospects in emerging markets appear
sound and allocations have remained steady. In contrast to previous asset
flights, institutional investors are sanguine about the downturn, with some
seeing it as a buying opportunity, both in equities and bonds. The long-term
expectation is that emerging economies will continue to grow faster than

developed economies and offer valuable diversification potential. 

The contributions to this RI INSIGHT on emerging markets cover equities, bonds and investment
research. All argue that investing in emerging markets brings greater complexity and risk but that the
potentially greater returns make the effort rewarding. 

Part of the increased risk comes from the limited availability of reliable ESG information and
comparatively poor levels of disclosure. However, it’s pointed out that emerging market stock
exchanges with sustainability standards tend to be leaders in terms of performance. And where best
practice exists, the reporting can often be better than in developed countries.

Emerging markets are also no longer just the realm of public equity specialists. One contributor refers
to the “flamboyant” development of emerging market debt while others reference the proliferation of
private equity funds and the opportunities to co-invest with development finance institutions (DFIs)
and via public private partnerships.

In addition, key themes such as renewable energy, water and energy efficiency are developing strongly
on the back of efforts to promote sustainable development, to counter pollution and to reduce C02

emissions. However, the label ‘emerging markets’ covers a multitude of economic, political, social and
environmental realities. 

Environmental problems in developing countries regularly attract vigorous civil society and public
campaigns leaving companies exposed if their policies are not robust. The same is true of labour and
human rights issues. Compliance with international rules is crucial. Good corporate governance is key
for investors in knowing their investments and protecting their rights, often in markets where
regulation is unfamiliar and idiosyncratic. Poor corporate ESG disclosure is often cited as a significant
challenge to investing in emerging markets. 

This report provides a valuable synthesis of these issues through the latest thinking on sustainable
investing in emerging markets. We hope you enjoy reading it.

Hugh Wheelan, 
Managing Editor, Responsible Investor
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ASSET MANAGERS, YOU INVEST IN AFRICA’S FUTURE.

Africa’s economy is growing at a rapid pace and Old Mutual Investment Group can help you take advantage of investment 

opportunities that will yield attractive returns, both for you and the continent. As the largest African private sector asset manager, 

we invest alongside our clients and are committed to delivering consistent market-beating returns over the long term.

Choose from our wide range of listed and unlisted institutional investment opportunities available in Africa and across the globe.

Speak to us today so we can help you do great things - for you and Africa.
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Jon Duncan
Head of Sustainability Research and Engagement 
Old Mutual Investment Group

The future ain’t
what it used 
to be . . .
and neither are 
emerging markets

Sustainability pundits might argue that the US
major league baseball player, Yogi Berra, who
coined the phrase ‘The future ain’t what it

used to be’, was a far-seeing hippy and that he
knew way back in the 1980s that our vision of the
future needed some rearranging.

In the same decade, the now famous Brundtland
Commission defined sustainability as “meeting needs of

today’s generations without
compromising the ability of future
generations to meet their needs”. As far
as definitions go it’s relatively young,
especially when compared to the much
older interpretation of investment,
which is generally understood as putting
“money” into an asset with the
expectation of capital appreciation,
dividends, and/or interest earnings.
Combining these two ideas is the
challenge of sustainable investing.

On the face of it, the most obvious
conflict here is the issue of timeframes.

Sustainability requires a multi-year, perhaps even multi-
decade, time horizon, while investors are increasingly short-
term, often demanding investment returns over a
three-month period. Such is the disparity here that some
argue that to reconcile these divergent time horizons
requires a review of how a market economy measures the
health and vibrancy of a nation in terms of growth.

One of the main measures of economic health is gross
domestic product (GDP) in absolute terms, or GDP per
capita as a relative measure. This unit of measure, while
instructive, is problematic since it does not effectively
account for the cost of externalities. As a result, long-term
systemic risks to prosperity such as pollution, social
inequality and health, for example, are not effectively
“priced” into this growth model. Without mechanisms to
reflect these negative unpriced externalities, our ability to

steer the economy onto a sustainable path is seriously
compromised. It’s like driving a car that overheats and has
no temperature gauge!

Consider the challenge of externalities in the case
where a company’s products cause costly ill health.
Without the costs associated with the resultant ill health
being “priced”, the company is free to make profits at the
expense of the consumer. Our economic system comes to
the rescue in this instance when healthcare insurers or
governments begin to absorb these costs. At that point
mechanisms are found to price the risk, tax it (such as sin
taxes) or limit market access (age restrictions and
availability). However, introducing the price of externalities
into the market is no easy task and one that is usually
accompanied by lengthy and costly legal battles over issues
such as the science of causality, individual rights, and
informed choice. It is fair to say that it is the right of profit
makers, within the current rules of our economic system, to
fight any moves to price externalities.

Notwithstanding debates about the validity of science
and government inaction, the perception of many global
business leaders is that sustainability risks are on the rise
and that they constitute significant risks to the economy.
The World Economic Forum (WEF)’s Global Risks Perception
Survey asks respondents to name their 
top five risks out of a list of 31 risks.

Interestingly, or perhaps gloomily,
seven of the top 10 risks (see page 3)
from the 9th edition of the survey are
easily identified as sustainability risks,
many of which exist as unpriced
externalities.

What is important about this list is
that these risks are perceived as having
significant impacts on the stability of long-
term economic growth. Furthermore, a
review of the survey results from the past five years seems
to imply that business leaders are slowly waking up to the

“The Brutland
Commission defined
sustainability as
“meeting needs of
today’s generations
without compromising
the ability of future
generations to meet
their needs”. ”

“The concept that we
are in fact planting 
the seeds of our own
destruction is a curious
one that presents
investors with a
conundrum. ”
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idea that it is the very same externalities generated by our
current economic growth model that threaten our ability to
generate stable long-term growth. The concept that we are
in fact planting the seeds of our own destruction is a
curious one that presents investors with a conundrum.

The recent decision by the Mexican Government to
significantly tax junk food and sugary drinks illustrates this
investment conundrum well. In 2013 the UN Food and
Agricultural Organisation indicated that 33% of adults and
almost 10% of children in Mexico are obese. One of the
primary causes of obesity is the excessive consumption of
foods high in sugar, fats and salts. With an already huge,
and increasing, national healthcare burden the
Government has stepped in to deal with this externality.

From an investment perspective the story was well
covered, with many analysts quantifying the negative
impacts on food producers, as well as the opportunity set
around nutritious foods/natural sweeteners. Over the long
run investors in the food sector will have to make a call on
which producers to back.

With enhanced disclosure becoming the norm, for
those pursuing a sustainable investment approach, this is
becoming an easier call to make. Investors can coast along
and try to anticipate how and when investee companies
will be required to internalise the cost of externalities -
downside risk approach - or they can look to the
opportunity set that emerges from looking at the world
through a sustainability lens.

The World Business Council for Sustainable
Development has indicated that the market for solution
providers in the low carbon energy, water, sustainable
food, education, healthcare and natural resource sectors
could be between US$2 and US$10 trillion annually by

2050. Focusing on this opportunity set
is, in essence, what sustainable investing
is about, making investments in assets
that contribute to building a long-term
socially equitable, ecologically stable and
economically vibrant society, while at the
same time minimising externalities.

Sustainable investing has some way
to go before it too becomes a
mainstream investment style. Key to this

is a need for cohesive action across the full spectrum of the
investment value chain: from issuers, asset managers and
capital providers to exchanges and regulators. Much of the
early efforts in this arena have been captured under the
banner of Responsible Investment (RI) and codified through
initiatives such as the United Nations-supported Principles

for Responsible Investment (PRI), and locally through the
Code for Responsible Investing in South Africa (CRISA).

These initiatives are important as they raise the profile
of long-term environmental social and governance (ESG)
risks. However, RI efforts should not be conflated with
offering investors direct exposure to
core sustainability growth themes.

In the context of South Africa, the
Government’s National Development
Plan provides a useful framework for
understanding what the building blocks
of a long-term sustainable economy are.

From an investment perspective,
getting exposure to these key themes,
however, requires investors to look
beyond the listed equity market into the
alternative investment and fixed-income
arenas, both of which offer access to
themes such as low carbon energy,
education and affordable housing.

Connecting the dots between the investments we
make today and the future world we will live in is possibly
one of the more vexing challenges facing the investment
industry as a whole. Marrying the science of sustainability
with the art of investing (or perhaps vice-versa) may well be
one of the means to do so.

“Connecting the dots
between the
investments we make
today and the future
world we will live in is
possibly one of the
more vexing challenges
facing the investment
industry as a whole. ”

“Sustainable investing
has some way to go
before it too becomes 
a mainstream
investment style. ”

World Economic Forum’s Global
Risks Perception Survey
1. Fiscal crises in key economies

2. Structurally high unemployment/
underemployment

3. Water crises

4. Severe income disparity

5. Failure of climate change mitigation and
adaptation

6. Greater incidence of extreme weather
events (e.g. floods, storms, fires)

7. Global governance failure

8. Food crises

9. Failure of a major financial mechanism/
institution

10. Profound political and social instability
Source: Global Risks Perception Survey 2013 - 2014
Note: From a list of 31 risks, survey respondents were asked
to identify the five they are most concerned about.

JON DUNCAN is Head of Sustainability Research and Engagement with Old Mutual Investment Group. Jon joined the Group on 
1 February 2011, and some of his responsibilities, include: 
• Developing a capability to incorporate ESG factors into company analysis and valuation, as well as input into boutiques’ portfolio

positioning. 
• Driving and representing Old Mutual Investment Group in industry discussions on socially responsible investing (SRI) and environmental,

social and governance (ESG) principles, regulations and frameworks such as the South African Code for Responsible Investment (CRISA)
and the Principles for Responsible Investment (PRI).

He has a proven ability in managing and growing a multidisciplinary sustainability consulting practice operating across diverse geographies
in multiple sectors. Technical expertise in energy, corporate governance, climate change, water, waste and social issues with significant
experience in strategic corporate environmental and social risk management. Prior to joining Old Mutual Investment Group, Jon worked at
Environmental Resource Management as a partner for four years. Before that, he worked at Trialogue as a senior sustainability researcher
and consultant. The rest of his working experience comprises of similar positions in addition to two directorships.
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There is no doubt about the growing
importance of emerging markets to investors,
with the World Bank and the Institute of

International Finance estimating that fund inflows
into these markets have increased tenfold in the last
decade1. 
In part this appetite for investing in emerging
market companies is being driven by the

development of a burgeoning
middle class in these markets, linked
to an increase in standards of living,
coupled with greater social stability
and mobility in some countries.
According to Ernst and Young, by
2030, two-thirds of the global
middle class will be located in the
Asia-Pacific region, from under one-
third in 20092. 

A growing middle class offers an
expanded consumer base to companies
from those markets and allows them

entry into new local markets as suppliers of goods to the
emerging middle classes. McKinsey’s research estimates that
‘over the next 10 years, consumer spending in emerging
markets is expected to grow three times faster than
consumer spending in developed nations, reaching a total
of USD 6 trillion by 2020’3.

For investors more rapid growth rates and an expansion
of the consumer base in emerging markets are an
opportunity to invest in companies with the potential for
better rates of return than those currently available from
more developed markets, whilst offering diversification
within the investment pool. 

Of course, the flip-side of higher returns is greater risk.
Emerging markets are a riskier and more volatile investment
climate for investors than more developed markets.
Although risks may vary from country to country, these can
include greater political risk, environmental challenges,
weaker governance and regulatory systems, social instability
and the oppressive nature of the regimes existing in some
emerging market countries. 

Emerging market companies are often dependent on
foreign capital for research and development investment
due to a lack of available sources of domestic capital or
exorbitant commercial interest rates. Moreover, emerging
market companies frequently face heightened
environmental, social and governance (ESG) risks such as
corruption and cronyism, human rights issues and
environmental pollution due to the often weaker regulatory
and legal setting in which they operate. 

According to Transparency International’s (TI) 2013
Corruption Perception Index4, companies located in the
leading emerging market economies (global TI rankings in
brackets) of Brazil (72nd), Russia (127th), India (94th),

Risk and opportunity
in emerging markets

“According to Ernst 
and Young, by 2030,
two-thirds of the
global middle class 
will be located in the
Asia-Pacific region,
from under one-third
in 2009 ”

Josh Brewer
Head of Financials & Technology Team
Eiris

Sheila Stefani
Principal Research Analyst
Eiris
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China (80th) and South Africa (72nd) are more likely than
their developed market peers to be exposed to bribery risks,
as corruption is a significant problem in these countries. 

This is backed up by data from the EIRIS Convention
Watch service, which finds that one-third of companies
identified by EIRIS as being in breach of global conventions
on bribery are based in emerging markets, despite these
companies only constituting 20 percent of the companies
covered by the Convention Watch service. EIRIS analysis of
those emerging market companies found to be in breach of
bribery Conventions shows that only 10 percent of these
companies have in place adequate systems to mitigate
bribery risk. 

The phrase ‘emerging markets’ is a useful term to
encompass those less-developed countries experiencing
significant growth, but these countries are often very
different in their cultural, political or geographical natures.
This holds true for ESG performance too, as demonstrated
in the table below. The table below shows the breakdown
of EIRIS Global Sustainability Rating scores for companies in
11 of the largest emerging market economies. The scores
range from A, for the most sustainable companies, down to
E, for the least sustainable.

The best performing companies are based in South
Africa and Brazil. This is not surprising given that both Brazil
and South Africa have a strong reputation for implementing
sustainability initiatives. The BM&F Bovespa stock exchange
in Brazil and the Johannesburg Stock Exchange (JSE) in
South Africa have implemented significant ESG initiatives
either via sustainability indices or stock exchange reporting
requirements. We would anticipate that Mexico and Turkey,
in light of sustainable stock exchange initiatives there, will
also likely see improvements in company ESG standards in
due course. 

EIRIS’ experience of working with the JSE on their
sustainability index has shown South African companies are
keen to engage with the assessment process and to develop
their management systems to enable them to better
mitigate ESG risk and improve their chances of inclusion in
the sustainability index. This is one explanation for the

outperformance of South African companies relative to
other emerging market companies. 

In fact, this pattern of companies proactively engaging
on ESG issues in response to stock exchange sustainability
initiatives is one that EIRIS has witnessed in several
emerging market countries. Prior to the launch of the Borsa
Istanbul’s BIST Sustainability Index in November 2014, two-
thirds of the constituents of the BIST30 Index had positively
responded and engaged with EIRIS in the data collection
process. With the continued growth of the Sustainable
Stock Exchanges initiative, we anticipate that such positive
trends may occur in other markets where exchanges are
developing sustainability initiatives. 

Executive Vice-President of the Borsa Istanbul, Mustafa
Kemal Yilmaz, states that ‘during the assessment period of
[the] BIST Sustainability Index, there has been a considerable
interest coming from companies for being part of the Index.
Companies are very eager to be included in the Index and
for this purpose they collaborate with us [BIST] in each stage
of the project. In this sense, I think participating in the Index
provides a strong incentive for companies to increase their
reputation.”

In the table below Russia and China have the greatest
number of companies that are assessed as having the
lowest scores, with no company having an A rating (an A
rating equates to a company having implemented best
practice for addressing their material ESG risks). 

Brazil

Chile

China

India

Malaysia

Mexico

Russia

South Africa

South Korea

Taiwan

Thailand

Source: EIRIS Global Sustainability Ratings, EIRIS ESG Research. Note: Data as of October 2014.

A

B

C

D

E

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

Company Sustainability Performance by Country

EIRIS Global
Sustainability
Ratings Grade

“Boston Common’s goal is to select high-performing, sustainable
stocks, and to add value through a targeted engagement
programme. EIRIS’ independent research is a valuable resource as
part of our selection process, enabling us to track compliance with
global conventions and assess broader ESG risks. The EIRIS global
platform of research partners and EIRIS’ experience of working
with emerging market stock exchanges, offer the knowledge and
expertise that we seek for our high-level understanding of
regionally-relevant ESG issues and company selection”

Lauren Compere, Managing Director & Director of Shareholder
Engagement, Boston Common Asset Management

u
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When looking at broader country sustainability factors,
such as those assessed through the EIRIS Country
Sustainability Ratings, which provide a detailed assessment
of how well the top 78 bond issuing countries are
addressing the various ESG risks they face, it is clear that
both China and Russia underperform compared to their
peers. This underperformance is particularly significant in
the areas of protection of social and civil rights,
establishing strong and transparent government structures,
and having ratification of all international treaties on
sustainability. Both countries have experienced recent
declines in their United Nation’s Human Development
Index scores, as well as the World Bank governance
indicator scores relating to ‘Voice & Accountability’, ‘Rule
of Law’ and ‘Government Effectiveness’.

This is not to say that progress isn’t being made in
these countries, both Russia and China have improved
steadily in respect to the implementation of environmental
protection in the last eight years. 

With regards to China, further improvement around
environmental protection is expected in the next few years
as China’s 12th Five-year Plan has a strong emphasis on

investing in a low-carbon economy. As
part of the Plan, China has pledged to
reduce its greenhouse gas emissions per
unit of GDP by 40 - 45 percent by 2020
compared with 2005 levels. The Chinese
state has proved very capable at
implementing economic changes over
the last 30 years. It will be interesting to
see if China is as successful in meeting

the sustainability goals that it has set. 
Looking to the future EIRIS expects that there will be an

increase in engagement between emerging market
companies and institutional investors globally. There is a
greater need for stewardship of holdings, encouraged by
developments such as the UK Stewardship Code and EU
Shareholder Rights Directive. 

Whereas previously investors may have paid little
regard to potential ESG risks, these are now increasingly
taken into account by mainstream investors in all markets,
including emerging ones. Investor support for the UN-

backed Principles for Responsible Investment (PRI) has
proved to be strong and, with the enhanced reporting
requirements for PRI signatories being introduced, there
will be greater transparency on the
extent to which ESG assessments are
integrated into the overall investment
decision-making process. Given the
increasing importance of emerging
markets within investment portfolios it
is therefore likely that companies from
these markets will see increasing
demands from investors to demonstrate
that they are managing ESG risks
effectively. Those companies that can
meet this requirement will be seen as a
lower investment risk and will reap the
benefits. 

EIRIS has developed an emerging
markets package which is a practical tool for assessing how
emerging market companies are responding to the
heightened set of ESG risks presented by their domestic
markets. 

The EIRIS Emerging Markets service enables responsible
investors to track how well emerging market companies are
meeting sustainability challenges with an analysis of ESG
risks in areas such as human rights, bribery and the
environment of the largest 300 emerging market
companies. This is coupled with screening on these and an
additional 500 companies for potential involvement in
controversial operations, including controversial weapons,
tobacco, alcohol production and sale, and gambling, as
well as offering an assessment of allegations of any
breaches of global conventions on corruption, biodiversity,
human rights, international labour standards and
environmental pollution.

Emerging markets are both an opportunity for investors
and a challenge, given the greater potential exposure to
ESG and other risks of investing in emerging market
companies. Those investors that are best able to inform
their investment decisions with information on the extent to
which ESG risks have been minimised are likely to make 
the most of that opportunity. 

1 World Bank (2002) Global Development Finance 2002: Financing the Poorest Countries (Washington, DC: World Bank and the Institute of International Finance); World Bank (2007) Global
Development Finance 2007. The Globalization of Corporate Finance in Developing Countries (Washington, DC: World Bank and the Institute of International Finance).

2 Ernst & Young, 2014. Middle class growth in emerging markets: Entering the global middle class. Available at: http://www.ey.com/GL/en/Issues/Driving-growth/Middle-class-growth-in-
emerging-markets---Entering-the-global-middle-class 

3 McKinsely & Company, 2014. Finding profits and growth in emerging markets. Available at: http://mckinseyonmarketingandsales.com/finding-profits-and-growth-in-emerging-markets 
4 Transparency International (2013) Corruption Perceptions Index 2013. Available at: http://www.transparency.org/cpi2013/results 

About EIRIS: EIRIS is a leading global provider of independent research into the environmental, social, governance (ESG) and ethical
performance of companies. Wholly owned by the EIRIS Foundation, EIRIS is a social enterprise, working to help our clients develop the
market in ways that benefit investors, asset managers and the wider world. In addition to overseas offices, EIRIS has a global network of
partners in Australia, Germany, Israel, Mexico, South Korea and Spain to further extend our research and sales coverage. Visit
www.eiris.org for more information.

Sheila Stefani, Principal Research Analyst: Sheila joined EIRIS in January 2007. Sheila is currently responsible for managing several
projects including the Country Sustainability Ratings, Emerging Markets, Private Equities and Borsa Istanbul Sustainability Index. Her area
of expertise is Indigenous Rights. Before joining EIRIS, Sheila gained experience working in research for the United Nations Development
Programme Millennium Campaign. Sheila holds an MA in International Political Economy from the University of Warwick and BA in
Development Studies and Social Anthropology from the University of East London. 

Josh Brewer, Head of Financials & Technology Team: In addition to being Team Leader for the Financials and Technology team Josh
leads on the EIRIS News Risk Monitor service. Josh holds an MA in Humanitarian and Development Practice and previously worked in the
Economic Justice team at Save the Children UK. He joined EIRIS in April 2006.

“China’s 12th Five-year
Plan has a strong
emphasis on investing
in a low-carbon
economy ”

“previously investors
may have paid little
regard to potential
ESG risks, these are
now increasingly
taken into account 
by mainstream
investors in all
markets, including
emerging ones ”
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Evaluating risks linked to Environmental,
Social and Governance (ESG) criteria can be
difficult in the best of circumstances, but in

emerging markets it is particularly challenging. The
single biggest hindrance to ESG analysis in
emerging markets is the limited availability of
reliable information. Despite these challenges,
Vontobel's Thematic Investment Boutique approach
for integrating ESG does not materially differ
between developed and emerging markets. The

boutique, which is based in Zurich,
has been investing in ESG
portfolios for many years and
invests independently from our
New York based Quality Growth
boutique. 

ESG analysis: a critical
component of the Vontobel
investment process
As a fundamental, active asset

manager, at Vontobel Asset Management we focus on
identifying the individual strengths and weaknesses of the
companies in our investment universe and selecting the
most attractively valued stocks for inclusion in our
portfolios. 

We developed a proprietary investment framework
whereby a stock must pass four key criteria to qualify for

our company universe. Figure 1 highlights these four
criteria. First, above average returns on invested capital,
secondly, strong industry positioning, and thirdly,
attractive valuation offering a margin of safety to a
company’s intrinsic value. 

The fourth criteria measures how a company’s
management demonstrates leadership by successfully
addressing ESG issues. We believe that effectively
managing sustainability criteria is an increasingly
important factor in companies’ ability to post strong
financial performance and maintain a leading position in
their industry. 

Identifying ESG issues early on
We fully integrate ESG analysis into our evaluation of each
company. As well as conducting their own ESG research,
our sector analysts also consider inputs from external
sustainability specialists and Vontobel Group’s
Sustainability Management team. This helps us form a
comprehensive view of the issues that are most likely to
affect a company’s prospects.

In general, we do not automatically exclude any
companies or sectors, although there are a few
exceptions: we exclude from our investment universe all
companies involved in making weapons of mass
destruction, tobacco firms, and utilities companies whose
exposure to nuclear power accounts for over 20 percent
of their activity.

ESG in
emerging
markets: 
recognising
the risks and
opportunities

“The single biggest
hindrance to ESG
analysis in emerging
markets is the limited
availability of reliable
information ”

Philip Ammann, CFA
Global Thematic Equities Analyst 
Vontobel Asset Management, Zurich

u
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Figure 1: The four pillars of the Vontobel investment process

Sustainable Emerging Market Leader
Profitability (ROIC)
Industry-leading companies with
the highest profitability in their
sector

Industry position
Industry-leading companies in the
best competitive positions to
maintain high profitability

Intrinsic value
Trading at a discount to their
intrinsic valuation

ESG
Effectively managing
environmental, social and
governance-related risks 

Objective ESG analysis ensures we make
informed decisions
We adopt a targeted approach to ESG analysis, focusing
on issues that are relevant to the industry in which a
company operates. These issues are identified by our
sector specialists and summarised in sector reports and
result in a Minimum Standards Framework (MSF) for each
sector. Our MSFs are checklists that enable us to assess
the ESG performance of companies in each sector in a
standardised, objective manner – in what can be a highly
subjective area.

Figure 2 (overleaf) shows our MSF for the consumer
staples sector. We assign each of the nine ESG factors we
consider a score between 0 and 10, with 0 the worst
score and 10 the best. As each MSF is sector-specific, the
weights we assign to the environment, social and
governance factors to obtain an overall score can vary. For
example, in the energy, mining and chemicals sectors we
give the environmental factors a 50 percent weighting,
but for financials it is just 20 percent. We only invest in
companies with good practices in the ESG criteria that are
most relevant for their sector.

A company must achieve a minimum overall score of
5 to be eligible for our portfolios. We monitor all of our
holdings on an ongoing basis: if a company’s score falls
below 5, we sell the stock within three months. 

While the governance criteria we consider are the
same across sectors, the environmental and social factors
differ slightly from sector to sector: we do not follow a
one-size-fits-all approach. Our MSFs aim to define the
most important factors that are likely to influence the
future cash flows of companies in each sector, and as a
result are an important risk management tool. The goal of
our Framework is to ask the right questions as opposed to
many questions.

External audit
The scoring rationale for individual companies is verified
by a dedicated ESG professional who is not involved in
the other areas of investment analysis to ensure that the
scores are a true reflection of the company's ESG
performance unbiased by an otherwise potentially strong
investment case. This professional is an external
consultant and audits the MSF. During bi-weekly meetings
borderline cases are discussed and the analyst’s views are
challenged. Participants of these meetings are the
analysts, the external consultant, and the Vontobel Head
of Corporate Sustainability.

The challenges of evaluating ESG risks in
emerging markets 
In many emerging markets, companies are not legally
obliged to disclose as much information about ESG criteria
as they are in developed markets. And there can be other
problems. In some cases where information is available, it
is only published in the local language. In other cases the
data are there, but companies do not officially disclose
them as they do not realise how important they are to
global institutional investors with strict ESG policies.

Another issue is that ESG reporting in some emerging
markets is often compliance-driven and little more than a
“box-ticking” exercise, leading to lower standards and
results that are not credible. Local business culture and
sticking to the official party line are also contributors to
this, along with a reluctance of subordinates to challenge
their superiors. 

But on a more positive note, as more emerging
market companies – and they are increasingly doing so –
the better their disclosure tends to be. In some cases,
such as health care companies in Brazil, they disclose
more than their counterparts in the United States.
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The need for proprietary ESG research in
emerging markets
A direct result of the general lack of information in
emerging markets is that providers of independent ESG
research are somewhat limited in what they can deliver –
despite the fact that some have ESG analysts posted on
the ground in those markets. 

As a consequence, our analysts tend to conduct
proprietary ESG research so that we can thoroughly assess
all the companies we are considering for investment. This
means that compared to firms in developed markets, we
ask more questions on ESG in one-on-one meetings,
during conference calls, and via email questionnaires.
Building a strong relationship with companies is key, as
regular dialogue helps create greater awareness of the
importance of ESG issues. 

We seek to understand a firm’s motivations and what
drives the board early on in our relationship with a
company as part of our engagement procedure. But lack
of disclosure remains an issue in many cases, as
sometimes companies simply do not respond to ESG
questions. 

If this happens, we emphasise the importance of our
questions by involving key brokers in the information-
gathering process. We may also seek to obtain
information from suppliers to the company or through
internet research. If there is insufficient information, we
exclude the stock from our investment universe.

An improving picture
But it’s not all bad news. Despite the many challenges,
there have been some positive developments with respect
to the availability of ESG information in emerging markets
in recent years. These include:
• Listing requirements: Some countries have introduced

new mandatory ESG reporting requirements. For
example, South Africa and Brazil have launched
responsible investment indices: the Johannesburg
Stock Exchange sustainability index, launched in 2004,
was the first SRI index in an emerging market. The
Sustainable Stock Exchanges (SSE) initiative - a
platform for exploring how exchanges, in collaboration
with investors, regulators and companies, can improve
corporate transparency on ESG issues – has been a big
promoter of implementing such listing requirements in
further countries.

• Joint ventures: Emerging market companies involved
in joint ventures with parent companies from
developed markets in most cases have to apply
minimum ESG reporting standards set by the parent
company. However, in some cases there are major
discrepancies between the disclosure practices of the
parent and the emerging market subsidiary.
Meanwhile, multinational companies from the
developed world with operations in emerging
markets often inspire local companies to improve
their ESG disclosure.

Figure 2: Minimum Standards Framework for the consumer staples sector

Environment

Environment Management
System

• Environmental considerations
integrated into key processes

• Systematic targets, monitoring

Eco-efficient operations

• Emissions and water use disclosure
• Waste & resource use policies

Product stewardship

• Use of life cycle assessment
• Ecological impact of products
• Packaging reduction and recycling

Average ‘E’ score

Social

Employee relations

• Fair compensation 
• Training, health & safety 
• Equality of recruitment

Social & economic development

• Code of conduct
• Ethical policy
• Human rights

Supply chain

• Responsible marketing
• Health and content claims, labelling
• Supplier monitoring

Average ‘S’ score

Governance

Board efficiency

• Independent diversified board
• Separation of CEO and Chair
• Independent auditors 

Shareholder rights

• Disclosure of structure 
• No anti-takeover devices 
• Founder privileges

Executive remuneration

• Transparancy and appropriateness
• Compensation models link to ESG
• Independent compensation

committee

Average ‘G’ score

Minimum Standards Framework
9 critical ESG factors, each scored from 0-10

Average ESG Score >5 to be investable

u



JANUARY 2015

11

www.responsible-investor.com

Vontobel’s experience in emerging market
ESG criteria
Vontobel Asset Management has been investing in
emerging markets for many years, and in our experience
we have found that there are still significant differences in
the level and quality of ESG disclosure in emerging markets
as compared to developed markets. We consider how
companies in emerging markets approach environmental,
social and governance factors separately below. 

Corporate governance
We implicitly put our main focus on governance themes,
which also tend to be the basis for a more comprehensive
approach when it comes to environmental and social
matters. 

The prevalence of difficult corporate structures (such
as cross-holdings), family ownership, and majority
shareholders are important governance issues in emerging
markets. For example, 14 percent of the companies in the
MSCI World have a controlling shareholder, but in the
MSCI Emerging Market index this figure rises to 44
percent. With this in mind, we focus on the rights of
minority shareholders of emerging market companies and
how they have been treated in the past. What’s more, in
many firms in emerging markets the government is the
majority shareholder, so free-float shareholders are
exposed to government actions. Dual share-class
structures are also widespread which tend to erode
minority shareholder rights.

Many companies in emerging markets disclose
information about director remuneration and have
separated the roles of CEO and Chairman. However, the
level of board independence still tends to be low. A lack

of clarity about nomination processes when electing
members to the board is also a common concern.

On a positive note, emerging market companies tend
to provide less exaggerated compensation packages than
many companies in developed markets. For example, in
China the major banks are state-controlled and staff –
including members of the management – are basically
government employees and as such do not receive
excessive compensation. This is good news for
shareholders.

Social issues
Many emerging market companies lag behind on labour
and human rights practices and reporting, and child labour
can also be an issue. These are important considerations
that we carefully assess in our ESG research.

Corruption may also be a concern in some developing
markets. While many companies have put in place an
anti-bribery policy, often they do not put their policies
into practice or report on their anti-bribery initiatives. The
measures companies take against corruption are
important factors in our analysis, as is how they train their
employees to avoid corruption.

Companies’ consultations and involvement with the
communities they are part of tend to be limited in
emerging markets, which can be another problem. But
there are exceptions. For example, the oil industry, which
is perceived by some as a “polluting” industry, tends to be
relatively proactive when it comes to investing in the
communities in which it operates. This is in part because
expats working within the industry need basic
infrastructure such as hospitals and schools in their day-
to-day lives.

Figure 3: Vontobel analysts’ assessment of disclosure of ESG information by region

Regional disclosure of information on ESG
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Ignoring social risks can weaken a company’s
competitive position due to increased external costs such
as remediation costs in the chemical industry. Other
consequences may be loss of licences to operate,
boycotts, or opposition from the communities the
companies are part of. This can in turn detract from a
company’s long-term financial results.

Environmental issues
Emerging market economies are overall more production-
based than developed economies, which means they
automatically have a higher environmental impact. In our
experience, while emerging market companies may issue
policies or statements about their commitment to the
environment, the way they implement and track the
progress of their policies is often weaker than for
developed market firms.

Land conservation is another major challenge for
many emerging markets, with serious problems including
deforestation for soy and palm oil production, and major
water shortages in countries such as India, China and
South Africa. Such factors can have major impacts on local
populations and factor heavily in our analysis. Meanwhile,
major accidents can have positive long-term impacts on
environmental standards by highlighting weaknesses,
which can lead to stricter regulations in the future.

The importance of active ownership
We see active ownership as a core part of sustainable
investing, and exercising voting rights in the best interests
of our clients a central part of our fiduciary duty. 

To maximise our positive impact, we have partnered
with Hermes Engagement Ownership Service (HEOS), a
responsible investment advisory service with a large team
of engagement and voting specialists, to actively vote all
proxies according to the policy agreed with HEOS.

In addition, our analysts and portfolio managers
informally engage with company management
throughout our research and investment monitoring
process, raising any causes of concern directly with them
when appropriate. More formal engagement is carried
out by HEOS on behalf of us and its other clients
whenever we or HEOS identify a potential issue. Acting
alongside HEOS enables us to exert greater influence than
the size of our holdings would otherwise permit, and our
clients also benefit from HEOS's specialist resources and
experience.

Conclusion
Companies in developed markets have improved
considerably in how they approach ESG issues and report
on them, but there is still much room for improvement in
emerging markets, where many companies are lagging
behind in this respect.

We believe ESG factors play an important role in the
analysis of investments and are an integral part of our
investment process. We further believe that material ESG
issues can impact the future cash flows of a company and
thereby its performance potential. This is even more so in
emerging markets, where the potential to add value
through diligent analysis of sustainability aspects is
particularly valuable, in addition to being an important
part of risk management. Our experience has shown that
proprietary research, the ability to ask the right questions,
and engagement are critical in identifying the best
investments in emerging markets.

As a signatory to the UN Principles for Responsible
Investment, Vontobel has committed to being an active
owner and to incorporate ESG issues into all aspects of
our business. We believe this is important for the
development of sustainable economies, societies, and the
environment.

Case study: ESG reporting in China

Since 2006, Chinese companies have been covered by government and stock exchange corporate responsibility reporting requirements,
with a particular focus on environmental issues. Both the Shanghai and Shenzhen exchanges have ESG guidelines for listed

companies, including the requirement to report on a range of environmental, social, and governance issues in their annual reports.
In 2012 there were further initiatives to improve ESG reporting, but as yet these have had little visible impact, and enforcement has

become a clear issue for Chinese securities regulators recently. In general, we still find it difficult to obtain information on ESG issues from
Chinese companies, although it can be similarly challenging to find financial figures. One reason is that the availability of corporate
reports and announcements in English is still limited. It is much easier to obtain information on Hong Kong-listed companies than it is for
Chinese A shares.

This is the type of situation where our proprietary research and engagement plays a particularly important role in the ESG assessment.

Important legal notice:
This document is for information purposes only and nothing contained in this document should constitute a solicitation, or offer, or recommendation, to buy or sell any investment instruments, to
effect any transactions, or to conclude any legal act of any kind whatsoever. This document has been produced by Bank Vontobel AG (“Vontobel”). It is explicitly not the result of a financial
analysis and therefore the “Directives on the Independence of Financial Research” of the Swiss Bankers Association is not applicable. Vontobel and/or its board of directors, executive management
and employees may have or have had interests or positions in, or traded or acted as market maker in relevant securities. Furthermore, such entities or persons may have or have had a relationship
with or may provide or have provided corporate finance or other services to or serve or have served as directors of relevant companies. Although Vontobel believes that the information provided
in this document is based on reliable sources, it cannot assume responsibility for the quality, correctness, timeliness or completeness of the information contained in this report. 

Philip Ammann joined Vontobel Asset Management in 2003 as equity analyst within the Global Equity Research team. In
his role, he is responsible for the coverage of the Consumer Staples and Consumer Discretionary sectors. He has over 20
years investment and research experience mainly covering the Consumer Staples and Consumer Discretionary sectors.

Prior to joining Vontobel, he worked as portfolio manager for Lombard Odier & Cie and UBS. Philip earned a Masters of
Science in Economics from the University of Zurich. He is a CFA charterholder.
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The potential for economic growth is higher in
many emerging markets, that much is
common knowledge. Unfortunately, the

same goes for the challenges investors face
dealing with environmental, social and corporate
governance issues in these markets.

For investors, tackling the most important ESG
investment challenges entails careful prioritization of issues
and taking a targeted approach. To address this, Dutch

pension fund asset manager APG Asset
Management has a dedicated team of
ESG-experts who work closely together
with the investment professionals to
integrate ESG-criteria in all investment
processes. Specifically, for a number of
years now APG has a locally placed
dedicated ESG specialist in Asia, its
largest emerging markets region,
allowing it to stay close to its local
investment teams there, portfolio
investees and the wider network of the

local ESG community.
This approach has already paid handsome dividends.

In May 2014 Samsung Electronics did something it had
rarely done before so publicly. The large Korean

multinational publicly apologized to its former employees
who had developed leukemia whilst working in a
semiconductor factory. The apology was backed by more
than just words, it was linked to a compensation scheme
the company promised to work out in close corporation
with the affected employees, former employees and their
next of kin in some cases. APG welcomed this step
wholeheartedly, not the least because it has been
encouraging the company to do so for almost four years.

APG’s engagement with Samsung on this matter
started in early 2010, when APG’s ESG specialist for Asia
found out about the death of nine former workers at a
Samsung semiconductor production line. At that time, a
total of 23 ex-workers had already been diagnosed with
serious illnesses, mostly leukemia. Shortly thereafter, APG
tried to raise the issue with the company, but found the
response slow and unsatisfactory. A new attempt,
together with six other investors and backed by the UNPRI,
yielded better results. It was the beginning of a long
process of engagement between the company and its
shareholders. APG had meetings with the company,
representatives of the affected families, NGOs and
government officials.

A year later, Samsung Electronics introduced a new
employee health scheme. It most definitely was a great

Anna Pot
Senior ESG Specialist 
APG Asset Management

David Shammai
Senior ESG Specialist
APG Asset Management

Jan Buevink
Communication 
Specialist ESG
APG Asset Management.

Integrating ESG in emerging
markets investments – 

APG’s approach

“For investors, tackling
the most important
ESG investment
challenges entails
careful prioritization of
issues and taking a
targeted approach ”
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step forward, but for APG it was still not sufficiently
satisfactory, as it did not cover the affected families of the
employees. Three more years of urging the company to act
were needed but with the announcement made by the
company in May 2014 things seemed to have been
satisfactorily resolved.

APG and emerging markets
For APG, the Samsung case was an important ESG
engagement success in an emerging market. South-Korea
is the second largest emerging market for APG and the
company is its largest investment in Asia.

APG has investments of about 40 billion euros in
emerging markets equities and emerging markets debt,
around one tenth of its total assets under management.
APG’s main emerging markets are in Asia. Of the non-
Asian countries, Brazil is the only top 5 market, following
Taiwan, India, South Korea and China.

The responsible investment policy that APG executes
on behalf of its clients that include Dutch pension funds
ABP, bpfBOUW and SPW, does not differentiate between
developed and emerging markets.

APG expects the companies it invests in to comply
with national and international standards as well as with
the UN Global Compact principles. Integrating ESG in the

investment process is another pillar of
the APG approach. APG firmly believes
that it can make better long-term
investment decisions by taking ESG-
items into account. As an active investor
managing around seventy percent of
the assets of its clients in house, it has
the ability to do so.

In the same way, the tools APG
developed to achieve its integration
goals are the same for emerging and

developed markets. To support ESG integration in the
investment decisions of the near 80 strong population of
portfolio managers, the ESG team developed tools to
provide relevant and up to date information on
sustainability and governance. Portfolio managers together
with ESG-specialists have joint engagements with portfolio
companies, other industry bodies and regulators.

Voting at shareholder meetings is a tool APG deploys
to influence the listed companies it invests in. Using a
proxy voting system (but applying its own policy), in 2013
APG voted at almost 4,500 meetings in 59 different
countries. Little more than 350 of them were in China and
almost 800 in the rest of Asia (excluding Japan, classified a
developed market).

Local presence is important 
Five years ago APG was one of the first European pension
fund service providers to install its own ESG specialist in
Asia. Operating from the APG office in Hong Kong, Korean
national YK Park became responsible for ESG integration in
the equity, real estate and infrastructure portfolios in Asia. 

Having a locally based ESG specialist in Asia has clear
advantages, first of all practical ones. Although clearly Asia
is a sizeable region to cover, still plenty of destinations are

more easily accessible from Hong Kong than from Europe.
That presents more opportunities for face to face meetings
with companies and fact finding missions at production
sites. Secondly, being closer to the
markets means that APG can often
become alerted to ESG issues earlier
than they appear in the radar of
Western information providers.

For example, earlier this year APG
spotted a large number of fatal
incidents among contract workers at
Hyundai Heavy Industries (HHI) dockyard
in South Korea. By examining this
subject more closely, APG found out
that a lot of Asian shipbuilders do not
even disclose their safety performances.
For APG this was an important reason to start engaging
on this topic. Not only with HHI, but with several other
Asia based shipbuilders in its portfolio. APG expects them
to abide by the globally recognized safety standards and
to disclose appropriately their safety performance on a
regular basis. Together with other investors, APG is still
working on this case.

Of course, for a large international institutional
investor Asia is far too big to be dealt with by one ESG
specialist alone. And the emerging markets APG is invested
in go beyond just Asia. So although other members of the
ESG team in Amsterdam regularly step in, there is a big
need to prioritize the social and environmental issues APG
can address. APG does so based on the fundamental value
that is at stake, the impact it can have on the investment
the prospects of achieving clear results and of course the
beliefs and policies of its clients.

Corporate governance homework
Prioritizing is also necessary in the area of corporate
governance. Many Asian markets, developed as well as
emerging, still hold on to corporate governance standards
that fall short of internationally accepted standards. For
example, at the moment APG pursues various
engagements with companies and regulators in several
markets in Asia with the aim of
strengthening the position of the
minority shareholder.

One of these is relating to its
portfolio companies in Japan, where
one of the key areas for corporate
governance engagements has been to
improve board independence, by
influencing companies to increase the
number of independent directors.

In India, an engagement focus is to
lift the investment limits many
companies still have for foreign investors. In Russia, it is
involved through its membership in the Investor Protection
Association in supporting the appointment of independent
candidates on the board. APG is also engaging directly
with companies it invests in that market, as it does
elsewhere. The need to have appropriate number of
independent directors on boards is something that APG is

“being closer to the
markets means that
APG can often become
alerted to ESG issues
earlier than they
appear in the radar of
Western information
providers ”

“Many Asian 
markets . . . still hold
on to corporate
governance standards
that fall short of
internationally
accepted standards ”

“APG firmly believes
that it can make
better long-term
investment decisions
by taking ESG-items
into account ”
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What is APG?
APG Asset Management manages the assets of four of the largest Dutch pension funds. Among them are ABP (civil servants
and teachers) and bpfBouw (construction workers). APG’s assets under management total over 385 billion euros and
almost 10 percent of this is invested in emerging markets equities (31 billion) and emerging markets debt (6 billion). The
top-5 emerging markets APG invests in are: China, South Korea, India, Taiwan and Brazil. Other services APG offers to its
clients include pension administration and pension communication for a total of 4.5 million Dutch citizens.

concerned about across other markets, for example one of
the engagement projects in the last couple of years was a
collaboration with other investors encouraging Petróleo
Brasileiro S.A. to appoint its first, and then second, such
director.

In South Korea APG has been focusing on an
engagement campaign requesting companies to provide
their audited financial statements prior to the shareholder
vote at the annual general meeting. Currently, at the
annual shareholders meetings in South Korea,
shareholders often have to vote on unaudited numbers. To
address these issues, APG closely works with like-minded
investors, often in a formal cooperation with the Asian
Corporate Governance Association.

Reputation risk
Seen from a reputational perspective, investing in
emerging markets is more risky compared to doing

business in developed markets. Laws
and customs in emerging markets often
differ from values that are common in
the Netherlands. That makes the
companies in emerging markets that
APG invests in more vulnerable for
campaigns from Dutch NGOs. Earlier
this year animal rights activists attacked
APG because of its involvement in
intensive cattle breeding and poultry

farming in China and Brazil. These activities fully comply
with the local laws and customs and even with European
standards, but were carried out on a scale that is
controversial to parts of the Dutch society. In the
Netherlands animal rights are an important issue; indeed

in 2006 it became the first country where animal rights
activists gained parliamentarian representation. 

Sometimes even a relatively small investment can still
lead to a high reputational risk for the investor. In 2012
several civil society organisations lodged a complaint
against APG and its main client ABP with the National
Contact Point, an independent body set
up to ensure that Dutch companies
adhere to OECD standards. The
complainants argued that ABP ought to
be doing more to counter the impact of
activities of a company in which it held
0.084 percent of the shares. The
company was South Korean steel
company Posco that was planning a
significant investment in a plant, mines
and a port in the east of India. 

The Dutch OECD Contact Point ruled that ABP had in
fact taken its responsibility seriously by engaging with
Posco on its business practices and sustainability policy.
APG had also visited Posco’s operations in India and had
meetings with local authorities and police, always stressing
that human rights must not be violated.

To conclude
In applying a consistent approach across the markets in
which it operates, APG found that still the right approach
to take in emerging markets was to actively engage with
its investee companies, stay close to the markets and be
focused and targeted in identifying risks. By
implementing this approach, APG feels it is prepared 
to meet the particular ESG challenges in emerging
markets effectively.

“ investing in emerging
markets is more risky
compared to doing
business in developed
markets ”

“Sometimes even a
relatively small
investment can still
lead to a high
reputational risk for
the investor ”

APG’s involvement in intensive cattle breeding in Brazil was attacked by Dutch animal rights activists
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The case for emerging markets (EM) no longer
needs to be made. High growth and high
yields have firmly anchored this asset class on

the investment horizon for most
institutional investors. Much like
responsible investment, emerging
markets have, until a few years
ago, been the playing field of
equity investors. Emerging market
debt (EMD) was dominated by
sovereign bonds, leaving
opportunities in emerging market
corporate debt long widely

untapped, let alone any responsible investment
approach to this field.

Yet, emerging market corporate debt offers a very
compelling investment proposition. Issuers typically
demonstrate higher profit margins and lower debt levels
than their developed market counterparts, while at the
same time offering similarly sophisticated organisational
levels. By contrast yields currently still exceed similarly
rated developed markets corporates by up to 150 points,
and offer an attractive premium over the tight spreads for
high quality emerging market sovereigns. Moreover,
volatility remains well below the levels of emerging
market equities. It hence comes as no surprise that
emerging market debt has undergone quite a flamboyant
development over the last five years, with more and more
investors willing to take on EM corporate credit risk. At
nearly USD 447 billion in outstanding EM corporate

“emerging market
corporate debt offers
a very compelling
investment
proposition ”
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bonds reaching maturity until 2018 and even higher
issuances on the horizon, this trend is likely to continue
over the coming years.

Nevertheless, as good as the story may read, the one
question each investor or asset manager venturing in this
field needs to answer is as crucial as it is simple: can you
deliver on the promise?

Erste Asset Management (EAM) was amongst the
pioneers to take on this challenge, having launched one
of the first pure play emerging market corporate bond
funds in Europe in July 2007: the ESPA Bond Emerging
Markets Corporate. Seven years later, the fund carries a
Morningstar five star rating and has outperformed both
its benchmark and J.P. Morgan’s CEMBI , the leading
emerging market corporate bond index, each year over
the past five years, returning an average 8.48% p.a. 

The challenges of being a pioneer in this new asset
class also proved an opportunity. Without a well-
established benchmark index – the CEMBI indices were
only published several months after the fund’s launch –
Erste Asset Management’s investment team was able to
define its very own universe and investment guidelines,
focusing the investment approach on the most promising
opportunities while minimising risk. 

Defining Emerging Markets
Emerging markets may well have been the buzz for
investors over the couple of last years; just what exactly
does the name stand for? Finding a clear cut answer to this
question is the primordial for any asset owner or manager
venturing into this field. Allocating funds to markets that
are already beyond “emerging” will depress yields.
Choosing an indiscriminate “everything emerging” strategy
on the other hand increases volatility and risk. Based on our
research, up to 8% of the CEMBI Broad Diversified index’s
volume falls in one of those two categories.

When we launched our first EM corporate bond fund,
the option of simply tracking a common index was not

available. There simply was none. However, even now that
such indices exist we consider simply replicating an index
to be somewhat unsatisfactory. It is our conviction that
many typical index inclusions like Israel and Singapore
have developed beyond proper EM status. The Middle
East on the other hand overly concentrates issuers tied to
the oil and gas and banking industries (hence offering
insufficient sector diversification), and still suffers from
insufficient political stability. Significant governance
concerns, including deficient reporting and lack of
transparency, induce undue levels of risk for a significant
share of Chinese issuers. Similarly, our research has
identified that local currency exposure currently solely
increases risk without significantly improving returns. Our
funds are hence focussed on hard currency issuances at
this time.

Erste Asset Management therefore built the ESPA
Bond Emerging Markets Corporate on a custom universe
that reflects these views. Investment in these markets and
local currencies is effectuated off-benchmark carefully
selecting the best opportunities in each country based on
in-depth research.

Delivering Value
Riding a rising tide, like the one we have seen in emerging
markets until 2012, is a feat relatively easily achieved.
Doing so while continuing to minimise risk can however
prove significantly more difficult, not to mention if the
tide is weakening. 

Erste Asset Management bond selection process
focusses on the relative value both on a strategic level and
for each issuance. This approach increases portfolio
stability without compromising upside potential.

The selection model is based on a hybrid form of a
classic top-down and a specific bottom-up analysis. The
strategic country allocation relies on a conjunction of
fundamental macroeconomic analysis with a qualitative
analysis of political developments, institutional
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frameworks and relative economic development. The
strategic company selection process feeds from EAM’s
proprietary quantitative screening model and careful
analysis by our sector specialists.

Tactical management decisions are made following
detailed analysis by the fund manager to identify
opportunities in potentially undervalued issuances and are
carefully timed to increase relative portfolio value. This
process is defensive and contrarian in essence. This also
means stepping back in overheating markets to refrain
from taking on increased risk from overvalued assets.
Overall it translates into low beta, systematically below 1,
and a high information ratio.

To illustrate: while Erste Asset Management
overweighted Russian corporates versus Brazilian ones in
2013, based on the relative assessment of those
countries, we moved out again in early 2014, well prior to
the crisis in Ukraine and the ensuing fall in Russian bond
markets. At present, low valuation levels offer new
opportunities in this market, provided careful bond
selection. We also hold onto the Brazil underweight we
established over the last two years. While this appeared
painful at the beginning of the year due to the safe haven
flows out of Russia into Brazil, the fundamentals have
won over the technical picture with Brazilian assets
underperforming significantly again in November 2014.

This approach allows generating consistent
outperformance without relying on high risk bets,
potential short selling, or foreign exchange speculation
found in other emerging market corporate debt products.
Our track record proves this point. 

Taking Responsible Investment to 
New Frontiers
You might think that once these financial parameters are
set, adding a little zest of responsibility should be easy,
shouldn’t it? It certainly could be, if flavour was all you are
after. If on the other hand, like us, you expect responsible
investment to truly guarantee that money is managed
according to superior ethical standards, while minimising
ESG risk, it means embarking on a whole new journey. 

Roald Amundsen and Robert Scott both set out in 1910
to become the first man to reach the South Pole. Amundsen
meticulously planned and executed his expedition, and on
14 December 1911 prevailed. Scott on the other hand not
only lost the race to the pole by five weeks despite having
set sail to Antarctica a couple of months before Amundsen,
he also led his party to a gruesome death in the ice on the
way back. Driven by his ambition and overt confidence, he
had botched the preparation for the journey, lacked careful
analysis along much of the way, and was failed by
technology that had not yet matured.

Why tell this story? Not to put too fine a point on it,
Nothing anyone has ever done in asset management will
ever come close to the risks taken by, and the merit,
bravery and glory of the women and men who set out to
discover these lands. Nevertheless, as responsible investors
taking on a new frontier in our industry, we are
potentially prone to mistakes very similar to those that led
Scott’s expedition to disaster.

Erste Asset Management is one of the forerunners in

responsible investment in the DACH and CEE regions,
having launched its first responsible equity fund in 2001,
the same year the first emerging markets-themed SRI
equity fund, a domestic Brazilian fund, was set up. By
contrast, we held off launching the ERSTE Responsible
Bond Emerging Corporate until December 2013, more
than six years after its pioneering
mainstream sibling. While it still is one
of the first responsible products in its
asset class, it could not have been
initiated in a meaningful way at the
time. The rationale is simple: the level
of compromise required to rush such a
fund to the start, at a time when
neither EM ESG analysis nor available
data was substantial enough for the
task, was not acceptable.

Like responsible investment overall, Erste Asset
Management has continuously grown since our first steps
in responsible investment in 2001. At the time most
meaningful ESG analysis was still in its infancy, and
available data typically limited to large cap equity issuers.
The quality and transparency of CSR reporting was often
moderate at best. Quite unsurprisingly, the (S)RI fund
market was still dominated by relatively simple exclusion
strategies. Yet it provided the foundation for even the
most innovative products we see today. 

Erste Asset Management became a signatory of the
Principles for Responsible Investment (PRI) in 2009 and
since 2011 all EAM mutual funds, including our emerging
market funds, exclude investment in banned weapons
and speculation on food commodities. These are our
minimum standards. Any investment product under the
Erste Responsible label, or any meaningful SRI brand for
that matter, needs to reach much further, including in
emerging markets. 

It is such added levels of innovation
that we expect to emerge in responsible
emerging market investment over the
coming years. The increasing level of
organisational sophistication in EM
corporate bond issuers has reached a
level over the past months and years
that finally allows for actionable ESG
analysis. It may still lag their most
advanced European and US peers but it
has opened new frontiers for investors. 

Setting the State of the Art 
in EM ESG
Erste Asset Management has developed
a purpose-built, evolutive, modular new
ESG investment model for emerging
market corporate bond issuers. Built on EAM’s proven
integrative DM ESG approach, the process is designed to
deliver consistent social and financial returns, while
progressively setting the state of the art in EM ESG
investing. 

Introducing ESG analysis to a new asset class raises a
number of fundamental questions that each asset
manager needs to answer: is the process reliable, does it
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“as responsible
investors taking on 
a new frontier in 
our industry, we are
potentially prone 
to mistakes ”

“Erste Asset
Management became 
a signatory of the
Principles for
Responsible Investment
(PRI) in 2009 and since
2011 all EAM mutual
funds . . . exclude
investment in banned
weapons and
speculation on food
commodities ”
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deliver meaningful ethical and ESG benefits, is it
transparent, and last but not least, does it perform?

The main challenge is balancing the stringency of the
ethical criteria applied with the size of the investment
universe. However, this choice is not as binary as it may
seem. It is virtually possible to have the best of both worlds. 

To achieve this, our model aggregates and analyses
data from multiple research providers, including MSCI and
RFU, a specialist boutique ESG research agency focussing
on the CEE. In addition we obtain custom research from
our providers, which allows us to build an analysed
universe of more than 850 issuers, covering the MSCI
Emerging Market and CEMBI Broad Diversified indices.

In addition we have stepped up our in-house research
capability to provide timely but stringent ESG research for
new issuances and opportunities. This significantly
increases the agility of the fund manager, as well as the
ability to react to new opportunities and risks. 

Ethical and ESG Screening
Moreover, the added layer of ESG analysis provides
valuable signals to fund managers. While our traditional
EM corporate fund does not invest in China due to
excessive governance risk in the country, the additional
assurance provided by the in-depth governance research
allows for the inclusion of Chinese issuers in our
responsible fund. This not only potentially extends the
investment universe for the responsible fund; it also
creates a positive feedback loop for traditional fund
managers, helping them to identify the most promising
off-benchmark investment opportunities.

This enables us to create a sufficiently broad
investment universe, while maintaining stringent ethical
standards. We are therefore able to apply a broad set of

ethical screens, excluding not only risk industries like
weapons & defence, Green GMOs and nuclear energy to
cite only a few, but also put stringent checks on the most
significant ethical risks in emerging markets: Human or
Labour Rights violations, Child Labour, Corruption and
Fraud. This approach is two-tiered, applying a zero
tolerance policy for any material violation identified by us
or our research partners, and warning fund managers of
any area of potential (future) concern through yellow
flags.

Petrobras, the Brazilian oil major and one of the
largest EM corporate bond issuers, was significantly
underweighted in our portfolio due to ongoing concerns
regarding potential corruption and Human Rights
concerns. As corruption concerns escalated over recent
weeks, our in-house research reacted fast (and well ahead
of any research partner), allowing fund management to
immediately divest Petrobras before the situation
exacerbated. This kind of cooperation and quick response
is a distinct advantage compared to managers relying
solely on external research. 

In addition, we are able to produce an ESG best-in-
class rating for all issuers in our responsible EM
investment universe, giving fund management clear
guidance to select those issuers providing not only the
financial opportunities but also the best ESG
performance. However, the limited amount of data
available in EM corporate reporting compared to
developed market issuers still introduces some negative
reporting bias. While we therefore still refrain (at this
time) from applying the same stringent minimum scores
applied to our DM funds, the rating provides a strong
differentiator and more sustainability performance within
emerging markets.

EAM EM Investment Process

1 MSCI Emerging Market Index    ² JP Morgan Corporate Emerging Market Bond Index

1 MSCI EM1

ESG Universe 

Investment Universe

Financial Screening

850 Issuers

550 Issuers

180 Issuers
(c.420 Bonds)

Global ESG Research Partners

Regional ESG Research Partners

EAM In-House ESG Research

CEMBI2

5

4

3

2
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More than Just Screening
We have also extended our engagement efforts to include
emerging market issuers and have designated a dedicated
engagement specialist in our team. We operate in
cooperation with GES and through partnerships with
fellow PRI signatories. For instance, we engaged with
several Palm Oil producers, and obtained improvements in
company policies and reporting standards.

All of our responsible investment processes have a
theoretic underpinning in our varied fundamental
research, including with academic partners, into the
mechanisms and implications of ESG analysis,
engagement practices or ethical exclusions. Findings from
our thematic research are published on a regular basis.

This multi-dimensional approach provides both
reliable ESG signals and guarantees that stringent ethical
standards are met. It is flexible enough to adapt as both
markets and client demands evolve, and provides us with
the building blocks to set the pace in moving responsible
investment in EM corporate bonds to the next levels, such
as our planned introduction of minimum best-in-class
ESG performance.

Most importantly, since its inception the ERSTE
Responsible Bond Emerging outperformed both the CEMBI
and its traditional Morningstar five star counterpart.

Solutions for a New Era of Slowing Growth
The readjustments in emerging market bond markets and
economies through 2013 and 2014, have called a brake
on the exuberance of these markets. Growth is slowing to
levels unseen since the aftermath of the last financial crisis.
This is not solely driven by isolated incidents like the
current conflict in Ukraine and the subsequent landslide in
the Russian economy. Au contraire, industrial output and
consumer spending have fallen throughout the leading

EM economies to the lowest levels since 2009 over the last
quarters. This confirms the IMF’s EM growth forecasts that
have been revised downwards on six occasions since 2011.
The cooling in emerging market economies will likely lead
to an increasing number of defaults of EM corporate
issuers. Volatility may also significantly
increase if the end of quantitative
easing in the US curbs EM capital
inflows. Expected US rate hikes in 2015
will likely put pressure on yields, even
though current EM corporate
investment grade spreads of around
250 basis points provide a buffer to
compensate rate increases of up to 30 to 40 points p.a.
Despite the clouds closing in, we still consider the
fundamental EM corporate bond investment story intact. 

However, these changing market conditions
exacerbate the need for prudent expert management in
this asset class. 

The quality of the ethical screening, ESG analysis and
engagement provided by our responsible investment
team, as well as the agility of our responsible investment
processes further increase opportunities, while minimising
risk for our investors. Moreover, like for our other ERSTE
Responsible funds, all of this is achieved in a highly
transparent fashion: The ERSTE Responsible Bond
Emerging Corporate is the first fund in its asset class to
obtain Eurosif’s Transparency Logo.

No matter how responsible emerging market
investment will evolve, Erste Asset Management’s proven
track record in emerging market corporate bonds since
2007 and responsible investment since 2001, ranging
from global equities to microfinance and of course (EM)
corporate debt, as well our adaptive ESG approach make
us the ideal partner in this field.

Erste Responsible Management Approach

Traditional
Financial

Analysis &
Integration

Minimum
Standards

Ethical
Exclusions

Positive /
Negative
Screening

Best in 
Class

Impact
Assessment

Voting &
Engagement

Integrated
Management

Approach

Footnotes:
1 J.P. Morgan Corporate Emerging Markets Bond Index
2 Germany, Austria, Switzerland

3 ERSTE WWF Stock Umwelt, an environmentally themed fund in cooperation
with WWF Austria, launched 2 July 2001. 

4 Financial Times, 12 October 2014, Emerging Markets Enter Slow Growth Era

“changing market
conditions exacerbate
the need for prudent
expert management ”

Dominik Benedikt is Senior Analyst at Erste Asset
Management and responsible for the further
development of the rating process and company analysis.
Dominik Benedikt can draw on many years’ experience as
an investment analyst and consultant in the field of
Responsible Investment, most recently as a Senior Analyst
at MSCI ESG Research in Paris.
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Erste Asset Management is one of the largest
asset managers in the field of responsible
investment in the DACH and CEE regions, with
more than EUR 3.5 bn under management in
responsible funds (EUR 51 bn total AuM) and a
growing responsible investment team of
currently 15 fund professionals.
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Emerging Stars is an equity investment fund
investing in the global emerging markets. The
fund is unique in the sense of combining

traditional financial analysis with ESG analysis. The
philosophy of the fund is that the key drivers for
creating shareholder value are global structural
changes, whose implications act as catalysts affecting
the long-term potential earnings growth of
companies. In our view, the opportunity to add value
exists because the markets often either ineffectively
evaluate or overlook these implications. We also
believe that the implications of ESG issues are
underestimated and will have significant impact on
who will become the future winners. By applying this
knowledge into our investment process, we can
identify the companies best-positioned to benefit
from structural changes to capture the positive alpha. 

The investment performance of the fund has been
exceptional. The fund has received five Morningstars and is
among the best 10% in the Global Emerging Markets space
and in it’s own league compared to any other similar fund
in the responsible investment space. Since inception the
product has delivered an annualized excess return of 6.18%
(in euro terms) and from a risk adjusted perspective the
fund has delivered a very impressive information ratio of
1.66 (data as of 30th September 2014).

It is also a very sustainable portfolio. Each holding and a
potential investment goes through rigorous ESG analysis
yielding a portfolio that is very sustainable according to

several independent ESG rating providers. The carbon
footprint of the portfolio is around 60-80% less than the
market in general. 

Fundamental Analysis 
In our processes, Fundamental analysis focuses on
identifying companies with the largest positive relative
changes in shareholder value driven by Structural growth,
Industry key success factors and Valuation. An example of a
structural growth area is the growing middleclass and rising

Emerging Stars- 
capturing ESG alpha

Jorry Rask Nøddekær
Portfolio Manager
Nordea Asset Management

Antti Savilaakso
Director of Responsible Investments
Nordea Asset Management

Valuation

Structural growth
Looking for structural

growth, and the
companies that will

capitalise from it

Industry key 
success factors

Industry dynamics, 
Strategic Assets, 

Management, Strategy and
Competitive Advantage

ROIC and FCF 
valuation approach

The “Delta (p)” at the Company Level 

Shareholder
Value

• We identify companies that we believe generate a significant “Delta” in
economic profit over the medium – to longer term relative to current market
expectations, by taking advantages of the long term structural trends

• Next Generation of leading companies will be companies that can generate a
sustainable return to shareholders over the medium – to long term 
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disposable income in Emerging Markets. This structural
change has a huge impact on consumers’ consumption
patterns and on the companies that are best positioned to
benefit from this.

ESG Analysis 
ESG analysis is an integrated part of the investment
assessment. We have an independent and experienced ESG
team following in-house research methodology and best
practice based on decades of combined ESG research
experience in the team. 

The ESG analysis is done through a “bottom-up”
process and focuses on how the company operates with
stakeholders, particularly on potential conflicted areas. For
each sector, a set of material issues are identified and used
in the evaluation of the companies. As a result of the
analysis a score is assigned (A, B or C), where the C-rated
companies do not live up to the required standards and are
non-investable for the Emerging Stars product.

The in-house ESG analysis approach is a result of
continuous development and relentless focus on ESG
materiality. The following paragraphs highlight various
aspects on how the ESG analysis is conducted. 

In-depth research for a smaller group of companies
ESG information is challenging to gather and analyse. A lot
of the information is qualitative in nature and it cannot be
easily manipulated in databases and worksheets. In many
cases, the ESG materiality information is not necessarily
available up-front and hides deep in the corporate
disclosure. This is natural and probably contributes to why,
we believe, markets tend to overlook many ESG issues. At
the same time, the amount of time needed to do ESG
analysis per company is substantial, putting a constraint on
how many companies one dedicated analyst can cover. The
Emerging Stars portfolio has a low annual turnover of
around 30% and it is concentrated in around 50-60 stocks
at any given time. This enables the managers to deploy
their resources efficiently across a select group of
companies, enabling focused ESG analysis and, with that,
the optimal level of in-depth research needed to yield ESG
alpha for each company.

Capturing what a company manufactures as well as
how it operates
ESG research methodologies in general, frequently focus
either on how companies operate (best-in-class) or what
companies produce (thematic investment). We believe
that in order to capture the highest level of ESG alpha,
both of these approaches have merit and that capturing
ESG alpha is not a question of one or the other but that
ESG alpha is best captured by companies that do both i.e.
conduct their business responsibly against all of their
stakeholders, be it employers, suppliers, customers,
investors or the societies at large as well as position their
products and services well on sustainable development
megatrends. 

Absolute analysis approach 
Finding comparable companies is
difficult for financial analysis purposes
and ESG analysis is no different. Size,
domicile, geographical exposure,
product and service portfolio create
obvious differences between companies,
but company strategy, history, M&A
activities, shareholder base, government
ownership etc. also influence the
company exposure as well as the
company approach toward ESG issues.
This is a global truth, but is emphasized
in the diverse emerging markets.

This has several distinctive
implications. First, a company’s ESG
exposure to both risks and opportunities is unique.
Second, a company’s capability to acknowledge and
manage different risks and capture different ESG
opportunities tends to be unique as well. While there are
plenty of similarities between different sectors, assuming
that there is an identical risk set for each company within
a sector leads to significant approximation errors. Third,
grouping seemingly comparable companies facilitates
investment in the best and avoids investment in the
worst. These tend to ignore systemic ESG risks and give a
false sense of accuracy. What if even the best company is
not good enough?

We believe that these approximation errors lead to
imprecise ratings and therefore we believe that every
company should be analysed individually not in groups of
seemingly comparable companies.

Capturing the risk and the opportunity
ESG issues tend to be viewed either from a risk
management or from an opportunity point of view, while in
real life most ESG issues are a combination of both.
Superior ESG risk management creates an opportunity to
create competitive advantage. 

We believe that ESG issues that are material for
companies cannot simply be viewed only against certain
minimum thresholds, instead they are continuous. Laggard
companies can gain from ESG management but, similarly,
even companies with good ESG credentials can capture ESG
materiality by being better. 

“company strategy,
history, M&A activities,
shareholder base,
government ownership
etc. . . . influence the
company exposure as
well as the company
approach toward 
ESG issues. This is 
a global truth ”

Social Responsibility

Environment Governance

ESG: The ”Delta (p)” in ESG

Sustainability

• In the future we will see even greater changes (“deltas”) in the impact that
the ESG factors will have on the global economy and the global corporate
landscape

• Next Generation of leading companies is companies that can grow their
business in a sustainable way 
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Managing ESG issues for companies is simple in theory
Managing most ESG issues for companies is not terrible
practice in theory. Companies have managed issues for
decades, if not centuries, and there is plenty of academic
and other research to point out very simple steps as to how
companies can manage their ESG risks, as well as to capture
the opportunity. It broadly follows the following 4 steps

1. Acknowledgement – Top management needs to see the
materiality of the ESG issue from a business point of
view. This acknowledgement creates a foundation for
all subsequent steps.

2. Policy - They need to have an explicitly formulated
approach to deal with a particular issue. The more clear
and unambiguous this is, the better the particular issue
will be handled. Note that, this does not necessarily
mean a formal policy written by lawyers for a company
board to sign and formally adopt. It can also be a
clearly formulated guideline on how a company in
principle approaches a certain issue.

3. Management System - Companies need to have the
necessary resources and processes in place to honour
the commitment and the following guidelines.

4. Performance – Companies must follow how they
perform against the issue with numerical indicators.
This is the only way to react to inevitable challenges,
invest when there is an opportunity, incentivise the key
people for making the needed effort and ultimately
verify that first three steps function as intended.

Naturally from the investor’s point of view, all of the
above steps should be as transparent as possible to enable
high quality and efficient analysis. But it’s also clear that no
amount of glossy reporting can substitute the fundamental
work on the above mentioned steps and, equally, lack of
reporting should not always serve as a sign that the ESG
issue is poorly managed.

“Real time” –ratings 
ESG rating should be up-to-date all the time reflecting all
available information. Trends, regulation, company

strategies, consumer preferences,
available information etc. change all the
time and in principle. ESG ratings that do
not reflect all these are therefore too old
for investment purposes. 

We believe that, while certainly not
easily done in practice, every ESG rating
should reflect all available information at
any point of time and all ESG analysis
should strive continuously towards this
regardless of a particular ESG
methodology. 

Source agnostic research methodology
Corporate Responsibility reporting is not mandatory for
companies and it is rarely regulated and audited. This
means that the majority of the listed companies globally do
not publish ESG information. Companies that do publish
ESG information neither have regulated framework to do
so, nor any mandatory requirement to audit it. This means

that companies have a strong incentive to cherry-pick
information that portrays them in the best possible light
and in a sense, company reporting should be considered
more like informative marketing rather than as financial
information appearing in annual reporting. 

Similarly all other sources like NGOs, labour unions,
journalists and even research providers, tend to be
subjective observers of a company’s ESG exposure and
management. This subjectivity tends to skew the company
ratings in every ESG research methodology.

We believe that in order to combat the scarcity of
information for some companies and the abundance of
inherently subjective information on other companies, ESG
research methodologies should be flexible in incorporating
every piece of valuable information in to one final rating; to
combat the scarcity of some and to diversify the subjectivity
of others.

The logical conclusion of accepting that all ESG
observers have a natural bias means that ESG analysts have
a tendency to be biased as well. We believe this to be very
natural, even despite the most sincere individual efforts to
avoid it. However, it can also be identified and managed.
For us, this quite simply means that all ESG analysis
decisions are agreed by a minimum of two people, while
more difficult cases are discussed and agreed with every
analyst. 

Company dialogue and engagement
Company sustainability reporting is a poor measure of a
company’s ESG profile because of the multiplicity of
statistical information surrounding certain indicators or
because of a lack of qualitative information 

We believe that desk-top ESG research has to be
ferociously topped up with conference calls, company
visits, field visits etc. in order to capture the context of
ESG information.

We believe that responsible investors have failed to
communicate the importance of ESG issues to the corporate
world. Many companies do not operate (best) ESG practices
simply because they are not aware of the importance of
ESG issues. We believe that communicating this importance
is not only an essential part of ESG analysis and
engagement but also an integral part of taking the
responsible investment industry forward.

Simple rating structure 
Most of the ESG information is qualitative in nature.
Forcefully quantifying this information can obscure the true
ESG profile of a company in various ways.

Firstly, quantifying any company using an arbitrary 1-10
scoring system implies that companies scoring 9 are three
times better than companies that score 3. The ESG qualities
of a company are never this precise.

Secondly, quantifying various stakeholder relationships
or key issues and then averaging out a rating might mask a
critical stakeholder relationship or key issue. On a scale of 1-
10, companies might score 8 in five relationships, and 2 in
one relationship. The average score of 7 masks the
materiality in the critical relationship scoring only 2.

This is why we believe that ESG analysis is qualitative
and inherently subjective in nature. We believe that at best

“We believe that, while
certainly not easily
done in practice, every
ESG rating should
reflect all available
information at any
point of time ”
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ESG analysis can yield indications of good companies and
bad companies and therefore the rating structure should
be simple.

Capturing the relative change
All the pieces of information that are taken into account
when establishing the ESG profile of a company change
over time. Most of the time stakeholder relationships and
different key issues derived from sustainable development
are not material, and tend to materialise at specific points of
time.

We believe that it is important to capture the change in
the company’s operating environment and the context of
their ESG exposure. We also believe that the most
sustainable companies are not necessarily the only
companies that can capture ESG alpha. We believe that
companies making significant improvements on how they
acknowledge, manage and report on various ESG issues is
the sweet spot for capturing ESG alpha.

ESG Analysis in conjunction with financial analysis
ESG issues are increasingly material, and while the industry
as a whole has not been able to establish sufficient
mechanism(s) to analyse the materiality of ESG issues, we
should strive to do that as much as
possible. 

ESG analysis cannot be done in
isolation and must feed into the
normal investment decision making
for portfolio risk management. 
ESG issues might take years to
materialize. The foreseen ESG issues
may never happen, while
management quality and eco-
efficiency translates slowly but surely
into cash flow. All this requires
portfolio management that can
stomach short-term turbulence and
allow time for ESG issues and, in the
end, ESG alpha, to materialise.

ESG analysis is not easy
Dogmatically conducting all of the
above requires a lot from the
organisation and a lot from individual
analysts. Identifying key issues and
meeting companies and relevant
stakeholders takes time and an
inevitable racking up of air miles.

Understanding the peculiarities of various corporate
responsibility schemes, the intricacies of various industries
and the differences between different regions and markets
takes time. Having the ability to pull all
this together into investment insight
requires talent, dedication and an
experienced team. While universities and
business schools are building responsible
investment programs, the perfect
schooling for this type of role does not
exist. 

Portfolio construction 
As the processes of the fundamental and
ESG analysis run in parallel to each other,
it enables us to take the next step in the
process of portfolio construction; to
identify the companies that tick all six
dimensions of the star illustrated below.

The portfolio management team constructs the final
portfolio from securities that qualify from all six angles. In
practice, our ESG analysts maintain a pool of approved
securities for investment. This is natural as ESG issues
require a lot of time to study and materialise. 
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Antti Savilaakso is Director of Responsible Investments at Nordea Asset Management. Antti has eight years of experience from the field
of responsible investments. Before Nordea, he worked with ESG analysis and corporate engagement at Responsible Research (now
Sustainalytics) in Singapore, Dexia Asset Management in Brussels and ABN AMRO Asset Management in Amsterdam. He has conducted
various types of ESG and ethical analysis for over thousand companies globally and was recently a member of a group of four RI
professionals publishing the first handbook on Responsible Investments in Finnish. He is now based in Helsinki, Finland and currently
serves as Vice Chairman of Finland's Sustainable Investment Forum -FINSIF.

Jorry Rask Nøddekær has been investing in Emerging Markets for 14 years. He has been with Nordea Asset Management for 4 years,
and is portfolio manager and originator of the Emerging Stars equity fund. Prior to Nordea Asset Management, Mr. Nøddekær worked for
BankInvest (Copenhagen), New Star Investment Management (London), and F&C Investment Management (London). He holds an M. Sc.
In Economics & Finance from Aarhus University.

“Understanding the
peculiarities of various
corporate responsibility
schemes, the intricacies
of various industries
and the differences
between different
regions and markets
takes time ”

Integrated Emerging Stars Process

Social ResponsibilityEnvironment

Governance

Valuation

Structural
growth

Industry key 
success factors

The Next Generation approach for long term Sustainable Growth and Shareholder Value generation
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Private capital flows to emerging markets in
2014 are expected to reach $1.162 trillion,
according to the Washington-based financial

industry body the Institute of International Finance
(IIF). Although recent political turmoil in countries
such as the Ukraine have put a slight dampener on
investment into emerging markets, the overall
scenario for the coming years looks positive. 

Developing countries need private capital more than
ever, as demand continues to outstrip existing public
sector resources. The size, scale and complexity of the
needs in developing markets means that traditional
sources of financing are often not enough to meet
requirements, which means that local governments have
increasingly turned to the private sector. At the same
time, many investors have long recognised their role in

supporting projects that create wealth,
income and jobs; advancing innovation;
and thereby contributing to poverty
alleviation. This realisation has led to a
growth in Public Private Partnerships
(PPPs) across developing countries,
many of which support sustainability
initiatives ranging from infrastructure
projects such as renewable energy to
support for fledgling entrepreneurs.

Private sector investors have access
to many sources of finance and financial instruments to
choose from. Private capital in the form of equity, bonds,
risk mitigation instruments (including guarantees) and
insurance plus philanthropic funds from foundations and
trusts are all now playing a greater role in funding projects
in emerging markets. 

Private equity investors play major role in
funding 
Because many projects in emerging markets are too small
for institutional investors, many private equity funds are
filling the gap by providing financing
support for a wide variety of projects. 
Both general partners (GPs) and limited
partners (LPs) are investing in emerging
markets using myriad vehicles, including
through private equity funds and fund-of-
funds. Many of these are focused on
inclusive finance, namely, providing debt or
equity to institutions that provide financial
services for individuals, microenterprises, or
SMEs. Others invest directly into
companies that contribute to sustainable development,
either directly or through local fund managers. 

Private equity firms can also invest through
Development Finance Institutions (DFI) funds, which may
be in collaboration with GPs. These are typically non-
sector specific, focused on supporting economic
development by investing in local fund managers who in
turn invest in local companies. 

Emerging markets
look to PPPs to fill
financing 
gap

“Developing countries
need private capital
more than ever, as
demand continues to
outstrip existing public
sector resources ”

“Because many projects
in emerging markets
are too small for
institutional investors,
many private equity
funds are filling 
the gap ”

Helene Winch 
Director of Policy and Research
PRI
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Finally, green bonds are a popular financing solution,
which can be used by governments, international
development banks and corporates for a variety of
sustainable initiatives such as renewable energy. World Bank
Green Bonds, for example, support projects that meet
specific criteria for development activities that help lower
global carbon emissions. Recent projects have included

green transport in Mexico; eco-farming
in China; and water management in
Indonesia.

One of PRI’s signatories, a Swiss-
based private equity fund that works
with both institutional investors and
DFIs, noted that the majority of private
equity investments in emerging markets
with a focus on development comes
from DFIs. The fund thinks that although
there has been a recent uptake from
institutional investors, DFIs will remain an
important source of finance. 

They further noted that Institutional
investors such as pension funds and
insurance companies may be more

amenable to longer term projects given their ltime horizons.
They also think that investing into financial institutions that
provide financial services for individuals or
microentrepreneurs (microfinance) or for SMEs across
different sectors will remain important because this industry
is relatively mature and many managers now have long
track records. 

Filling the SME gap 
Interestingly, many start-ups in emerging markets point to
a financing gap when it comes to capital for SMEs. In the
developed world, SMEs form the backbone of a strong
market economy. However, in emerging markets, SMEs
often suffer from a lack of financing options, creating a
‘missing middle’ in the economic structure. Many
entrepreneurs and small business owners are too large to
qualify for microfinance, but too small to obtain loans
from international banks. This means that a considerable
number of SMEs face an uphill battle to find financing for
their ventures. 

According to a 2011 report by the Global Partnership
for Financial Inclusion, an intergovernmental organisation,
formal SMEs account for 45% of total
employment in emerging economies;
this figure is even higher when informal
businesses are counted. Moreover, SMEs
tend to create jobs at a faster pace than
larger companies, and in emerging
markets they help to accelerate the
transition from agricultural to industrial
economies.

There are a number of reasons why
SMEs have been caught in this financing
conundrum. For example, high
transaction and due diligence costs,
political and currency risks, the need for technical
assistance, difficulties identifying suitable targets for
financing, legal and regulatory concerns, and the illiquidity
of the small and medium cap public equity markets are just
a few of the barriers that SMEs face. However, the good
news is many investors believe that with careful scrutiny and
research, investment in SMEs presents an opportunity to
spur development in emerging markets while also achieving
respectable financial returns.

Sustainable SMEs can also offer opportunities for
developing services that address environmental and societal
issues. For example, SMEs can be key resources for
biodiversity conservation, clean energy services and
technologies and similar projects. Support
for sustainable ventures of this kind can
help to embed corporate social
responsibility (CSR) in the business
community at large.

A fund that has been addressing the
SME funding gap is Dutch fund SPF
Beheer. In order to add exposure to the
SME in the developing markets space, SPF
Beheer has launched two funds that target
these little-known SMEs, both of which
cover most of the developing and frontier
markets, including Latin America, Africa, central Asia and
the Caribbean. All businesses must meet strict ESG criteria
to receive financing.

“green bonds are a
popular financing
solution, which can be
used by governments,
international
development banks 
and corporates for a
variety of sustainable
infrastructure
initiatives ”

“SMEs tend to create
jobs at a faster pace
than larger companies,
and in emerging
markets they help to
accelerate the transition
from agricultural to
industrial economies ”

“SMEs can be key
resources for
biodiversity
conservation, clean
energy services and
technologies and
similar projects ”

Eco-farming in China are one of the projects supported by World Bank Green Bonds
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Similarly, the Dutch Good Growth Fund (DGGF),
established by the Dutch government, works with Dutch
SMEs in developing countries. Dutch SMEs may apply for up
to €10 million in funding if they plan to invest in
developing countries but are unable to obtain financing
from their own bank. The DGGF supplements private
investments by means of guarantees and direct co-
financing.

Finance for local SMEs in developing countries is also
available. The DGGF stimulates the provision of finance to
companies in developing countries. The focus is on young
entrepreneurs, female entrepreneurs and companies in
fragile countries. The DGGF makes funds available for
intermediary funds that are aimed at developing the SME
financing segment of the market, thereby ensuring that
SME financing opportunities in developing countries
continue to grow. 

Finally, the DGGF provides finance for development-
relevant exports from Dutch SMEs to emerging markets and
developing countries. 

The Future of PPP and ESG projects
The global financial crisis, banking sector deleveraging and
uncertainty about economic growth has led to generalised
investment caution, and in many instances it is making
institutional investors very hesitant to deploy capital in new

opportunities, even if they offer sustainable and attractive
financial returns on capital and portfolio compatible risk/
return characteristics. 

Risk, both perceived and actual (as in all types of
investment), presents a challenge to both investment
managers and asset owners. 

Green infrastructure investment is no different and
carries similar risks such as how new taxes, green
subsidies and regulation will impact the affordability of
sustainability projects such as renewable energy, as well as
the continued global economic slowdown and relentless
energy demand. But canny investors with an
understanding of these issues and how they impact the
investment pipeline are able to work with asset owners
and asset managers, to find ways of addressing these risks
and, in so doing, create new investment opportunities in
emerging markets.

PPPs are not a panacea, especially with regard to
responsible investment, which remains less well developed.
While there are examples of investors working to improve
the governance and corporate responsibility performance of
the companies they invest in, it is increasingly clear that
these actions are just one part of the solution to the much
wider question of how foreign investment in developing
countries can contribute to long-term economic growth
and poverty alleviation.

Case study

Norfund invests in solar energy 
Norfund (the Norwegian Investment Fund for Developing Countries) is owned by the Ministry of Foreign Affairs and serves as
an instrument in Norwegian development assistance policy. The fund contributes to poverty reduction and economic
development through investments in profitable businesses and transfer of knowledge and technology. The current investment
portfolio of Norfund totals USD 1.6 billion invested in 120 different projects. Norfund and KLP, Norway's largest life insurance
company, has established a facility for co-investments in renewable energy in Africa. 

Norfund always invests jointly with partners, both Norwegian and non-Norwegian. Co-investing with others allows them
to leverage additional capital and can ensure the industrial and local knowledge needed for each investment. It is set up to
serve as an instrument for Public Private Partnerships.

In August 2014, Norfund signed a partnership agreement with Scatec Solar, an integrated independent solar power
producer, to jointly invest in solar power projects to be developed in all countries within Norfund’s mandate. 

Scatec Solar and Norfund have been partners in the realization of four solar PV projects in Africa totaling 200 MW (three
in South Africa and one in Rwanda) and the agreement signed is a formal confirmation of an existing, fruitful partnership.
The partnership will provide a framework for collaborative project development and joint investment and under the
agreement Norfund and Scatec Solar will jointly realize projects in all countries within Norfund's mandate. 

South Africa struggles with an electricity demand larger than the production capacity. After decades of under-investment
in the power sector, the country experienced widespread power shortages in 2008 and 2009 and is still struggling with a low
production of electricity.

The country has excellent solar conditions and the three solar plants will produce about 370 million kWh annually,
enough to supply more than 88,000 South African households with electricity.

The solar plants will be built in Linde in Northern Cape and Dreunberg in Eastern Cape, both sun-drenched regions that
boast some of the best conditions in the world for solar power. They will provide significant development impact by
increasing the share of renewable energy production in South Africa and improve the balance between supply and demand
in the power supply.

Norfund has extensive experience from successful investments in developing countries and will provide long term capital,
an extensive network in the Sub-Sahara regions as well as experience and competence from investing in this region, while
Scatec Solar with its proven track record in the execution and management of solar PV projects, will provide world class solar
PV competence, project development and executions skills. 

Scatec Solar will hold 70 % of the joint investment company and Norfund the remaining 30 %. Investments will be made
on a consensus basis in projects the partners develop together and which meets the required return on capital employed. 
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We urgently need to improve our country’s
economic growth levels if we are to
address the challenges of poverty,

inequality and unemployment in South Africa. One
of the primary barriers to economic
growth is the shortage of adequate
infrastructure. 

Infrastructure facilitates economic
growth in different ways, from the
building of roads and railways to move
export goods to the coast, to the
construction of the actual harbours.
Lack of infrastructure, on the other
hand, debilitates growth – electricity
outages, for example, force certain

industries to scale back on production or expansion
plans, while deterring others from starting businesses in
South Africa. 

While government’s National Development Plan
(NDP) provides a comprehensive blueprint of
infrastructure needed (including roads, ports, rail facilities
and electricity generation), the required spend over the
next three years is €62 billion. This is roughly equivalent
to building 27 Gautrain systems (a rapid transit railway
system in Gauteng Province, South Africa). For
government to implement the entire NDP requires
significant private sector participation.

Mobilising the private sector
A globally-accepted mechanism to mobilise private sector
skills and capital to deliver public sector objectives is
through public private partnerships (PPPs). The current

Renewable Energy Independent Power Producer
Procurement Programme (REIPPPP) is a great example of
the effectiveness of this PPP framework. To date, 64
renewable energy projects with a total installed capacity
to generate 3 922 megawatts of power have been
approved. Barely three years after the bidding started, the
first wind farm and solar park were already supplying
electricity to the grid. 

Long-term savings can play a bigger role 
South African banks and financial institutions (including
life insurers, infrastructure funds and pension funds)
provided most of the €8.8 billion required to build and
operate these renewable energy plants. While this is a
significant investment − given that South Africa has
around €329 billion of national savings − are investment
and pension fund managers deploying enough in
infrastructure assets to support economic growth and reap
the potential long-term returns these investments offer? 

Old Mutual has long been a leading investor in
infrastructure and other development impact assets –
through its life and pension funds. Old Mutual Investment
Groups  Alternative Investments Boutique manages South
Africa’s largest domestic infrastructure Fund, the IDEAS

Partnering with South
Africa’s government 
for sustainable
economic 
growth

“One of the primary
barriers to economic
growth in South
Africa is the
shortage of adequate
infrastructure. ”

Dhesen Moodley
Investment Professional,
Alternative Investments
Old Mutual Investment Group
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Managed Fund. This Fund has rewarded long-term
investors with a return of 16% a year, in South African

rand terms, over 15 years to the end of
June 2014. It is invested in 14 wind,
solar and hydro-electric projects, with
an additional three investments due to
begin construction shortly. It also
invests in roads, railways and bridges
which provide the arteries, veins and
skeleton for economic growth. These
infrastructure projects enable
sustainable economic growth while also
serving as great engines of employment
and skills development, both during
construction and thereafter.

Combining a social agenda with 
bottom-line returns
REIPPPP projects have undertaken tough economic
development obligations. The average local content spend
across all renewable energy projects to date is 43% of
total spend, which is a fair achievement for an industry
that established a supply chain less than three years ago.
Temporary construction jobs amounted to over 13,000,
with around 1,800 permanent jobs to be created during
the average remaining 18 years of operations. 

After the construction dust settles, these projects
leave a raft of technicians, engineers, financiers, and

lawyers with skills sharpened in the design and
implementation of complex infrastructure projects. Public
sector skills have also been
refined, enabling Government
to design more efficient
processes for future PPP-type
infrastructure programmes,
and to monitor and manage
the private sector’s delivery.
These skills will be put to good
use during the Coal Baseload
Independent Power Producer
Programme which started
recently. 

We also have more
confidence that South Africa
has the tools and the know-
how to help solve the funding gap. The REIPPPP
experience showed how long-term savings can be
mobilised to make a difference to socio-economic
development while generating real returns for investors.
The fiduciaries of the savings industry demonstrated their
willingness to investigate and understand the risks of a
new sector and unfamiliar technologies, before making
serious investments. The public and private sector can
build on this remarkable achievement and roll up our
collective sleeves to execute the National Development
Plan for the benefit of all South Africans. 

“ Infrastructure projects
enable sustainable
economic growth 
while also serving as
great engines of
employment and skills
development, both
during construction 
and thereafter. ”

KEY TAKEOUTS
• The shortage of adequate

infrastructure is a major
barrier to economic growth 

• For government to
implement the entire NDP
requires private sector
participation

• Investment and pension fund
managers could invest more
SA savings in infrastructure 

Roads, railways and bridges provide the arteries, veins and skeleton for economic growth – Gautrain construction taking place in
Centurion, Pretoria, part of a metro connecting Johannesburg and Pretoria, from Oliver Tambo International Airport

DHESEN MOODLEY is an Investment Professional within the Infrastructure team of Old Mutual’s Alternative Investments
boutique. Dhesen joined the IDEAS Managed Fund team in November 2012. He is involved in the renewable energy assets,
specialising in the origination and execution of transactions, and the management of existing assets. 
Prior to joining Old Mutual Investment Group, Dhesen worked for over seven years as an infrastructure investment
professional. He was originally with the Macquarie Group and then transferred to African Infrastructure Investment
Managers (AIIM), Old Mutual Investment Group’s joint venture with the Macquarie Group.
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Understand. Act.

Sustainable investing offers 
effective risk management 
throughout the entire value chain. 
At Allianz Global Investors, we 
believe that by understanding the 
material environmental, social 
and governance risks which an 
organisation faces, we can identify 
the future leading companies and 
avoid the laggards.

For more information please visit:  
www.allianzgi.co.uk


