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Sustainable fixed income investment: the responsible
evolution of the world’s largest asset class.

Fixed income is the world’s largest asset class with
government and corporate bonds accounting for some 35%
of global institutional investment. 

But to date, bonds haven’t received the attention on
material ESG factors they should have, given the importance
of their allocation and the relatively long time that investors

hold them for. This is changing dramatically, reflecting a number of key evaluations
by institutional investors about the sustainability of bond investments.

One is increasing concern over the viability of country borrowing in an uncertain
economic, political and social climate (financial crisis, Europe debt crisis, Arab
Spring, US debt cliff). Government debt is no longer the relatively risk-free or easily
rated traditional asset it was. 

Instead, ‘govies’ are increasingly being examined through a broader medium- to
long-term sustainability lens that compliments existing financial metrics.

Another factor is the growing realisation that corporate fixed-income investing is
subject to the same major financially-relevant ESG concerns as corporate equity, but
requires different treatment given the nature of the asset and its investment terms.

Third, fixed income as an asset class is enjoying a spurt of sustainability innovation
with new products such as Green and Climate Bonds being launched to meet the
sustainability challenges of today and tomorrow. 

That may be unsurprising given the traditional role of bond financing in
underpinning major corporate and infrastructure financing. But it is a pointer
towards a market where the rates of return and tradability of bonds are assessed
both in terms of their financial and sustainable security.

This landmark RI Insight report pulls together contributions from the actors that are
developing this brave new world of sustainable fixed income investment. We hope
you enjoy its insights. 

Hugh Wheelan,
Managing Editor, Responsible Investor
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It should be second nature for institutionalinvestors to pay careful attention to governance
factors as a source of both risk and opportunity.

Poor governance has led to some spectacular
corporate failures in recent years – Enron, Parmalat,
Lehman Brothers, MF Global and major US and
European banks. In most cases, shareholders weren’t
the only ones to lose out; bondholders suffered too.
At a sovereign level, corruption was arguably a
major contributing factor to the Greek debt crisis.

Beyond governance failings, broader environmental
and social factors have also played a significant role in
credit rating downgrades, defaults and even corporate
collapses. BP, TEPCO and Lonmin all suffered as a result of
exposure to risks that fall outside of a traditional credit
analyst’s considerations. 

The relationship between so-called environmental,
social and governance (ESG) factors – for example a
company’s health and safety performance, or energy
efficiency and credit quality is complex and often less
obvious to investors. Exposed cases of corruption can lock
companies out of government contracts, while indications
of fraud can see investor confidence evaporate overnight.
Institutional investors, stung by market volatility during
the euro debt crisis or wary of unseen risks and
opportunities as they increase allocations to emerging
markets, are increasingly demanding the application of
ESG analysis to their bond portfolios as a criteria for
appointing asset managers.

Spotlight on ESG risks
Since 2011, the Principles for Responsible Investment (PRI)
Initiative* has been working with a group of more than
60 signatories, including asset owners, fund managers
and service providers, to better
understand the correlations between 
ESG factors and credit risk. Group
members include names such as Allianz
SE, PIMCO, AMP Capital, Bloomberg and
MSCI. The group also looked at how ESG
analysis can be used as a potential risk-
reducing, return-enhancing tool when
added to the traditional mix of financial
and economic data. A number of these signatories to the
PRI are profiled in this special report. In meetings and
interviews with them, the consensus is that these factors
have proven to be material to creditworthiness and
investment performance over time. Academic research,
primarily on the US market, shows compelling evidence
that good management of ESG-related risks can reduce a
company’s cost of capital. 

Most agree that ESG analysis gives them additional
insight into sovereign and corporate credit risk.
Frameworks are being developed to help understand how
various ESG factors feed into credit risk; ultimately there
may be opportunities to identify ESG factors which act as
leading indicators of credit strength. Figure 1 shows a
framework used by the group to visualise the relationship
between ESG factors and creditworthiness. u

Archie Beeching – Manager, Fixed Income Work Stream, 
Principles for Responsible Investment Initiative

“Poor governance 
has led to some
spectacular
corporate failures 
in recent years ”

PRI Reporting
Framework Will 
Usher In A New Era 
of Transparency for
Fixed Income
Investors



There has been a significant
increase in demand for fixed income
investors to show that they have a
process to address risks and

opportunities related
to ESG factors. In a
previous PRI survey,
over 800 pension
funds, investment
managers and other
institutional investors
claimed nearly 701

percent of their fixed
income assets under
management were
invested subject to
ESG considerations.

But it still remains to be seen exactly
how they use ESG analysis in practice
and to what extent. 

At present, there is little visibility on
the investment industry’s responsible
investment practices in this asset class.
That’s something that the PRI is keen to
change this year, with two new
developments.

A New Era of Transparency for
Fixed Income Investors 
First, completion of our newly launched Reporting
Framework is mandatory for any signatory that manages
assets. The publicly available Framework includes a new
module dedicated to understanding how institutional
investors are practically integrating ESG factors in their
credit analysis, valuation and portfolio allocation
decisions, how they communicate this approach to their
clients and other stakeholders, and how they measure the
performance of these activities. These developments
reflect signatory interest, as the Framework’s
redevelopment involved the largest consultation process
in the PRI’s history.

Reporting on responsible investment activity is critical
for fund managers. It allows their clients, whether they
are pension funds, insurers or foundations, to get a better
sense of their ability to measure and incorporate ESG
factors, and promotes greater alignment of interests
throughout the investment chain. Importantly, far from
being “just another survey,” it has been designed to
complement – rather than duplicate – other investment
industry responsibility standards and codes such as the
UK’s Stewardship Code.

Aside from transparency, the framework also delivers
accountability and promotes ongoing learning among the
PRI’s signatory base. By asking investors
to report on their responsible investment
activities in fixed income and assessing
those activities, the PRI hopes investors
will aim to continuously improve their
approach, in healthy competition with
their peers, as part of an annual cycle of
responsible investment implementation. 

Structure and scope of the fixed
income module
The new framework is made up of 12
modules shown in Figure 2. At the core is
the organisational overview module
which looks at an investor’s asset
allocation to different asset classes. If a signatory allocates
more than 10 percent of assets under management to
fixed income, they are eligible to respond to the indicators
from the fixed income module. Based on this threshold,
the PRI expects a little over one-third of signatories – i.e.
some 400 investors – to complete the new module this
year because they invest directly in this asset class. 
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“ the PRI hopes 
investors will aim 
to continuously
improve their
approach, in healthy
competition with 
their peers, as part of
an annual cycle of
responsible investment
implementation ”

Figure 1: The relationship between ESG factors, credit factors and measures
of creditworthiness. 
Source: PRI Corporate Fixed Income Working Group

ENVIRONMENTAL

n Climate change
n Biodiversity
n Energy resources and

management
n Biocapacity and

ecosystem quality
n Air/water/physical

pollution
n Renewable and non-

renewable natural
resources

FACTORS INFLUENCING CORPORATE CREDITWORTHINESS

n Profitability n Cost of capital
n Employee productivity n Leverage
n Competitive advantage

CREDIT RISK INDICATORS

n Credit ratings n Bond yield
n Breach of covenants n Default
n Volatility n VCDS spreads

SOCIAL

n Employee relations
n Human rights
n Community/stakeholder

relations
n Product responsibility
n Health and safety
n Diversity
n Consumer relations
n Access to skilled labour

GOVERNANCE

n Shareholder rights
n Incentives structure
n Audit practices
n Board expertise
n Independent directors
n Transparency/disclosure
n Financial policy
n Business integrity
n Transparency and

accountability“ investment managers
and other institutional
investors claimed nearly
70% of their fixed
income assets under
management were
invested subject to 
ESG considerations ”



Many will also need to disclose how they select,
appoint and monitor their external fund managers in a
separate module for indirect investors. This module
queries whether the investors’ external manager engages
on behalf of the investor and how the investor ensures
that their manager is effectively implementing their
responsible investment strategies. Signatories and their
managers can use this module to describe how they use
ESG analysis to support financial valuations, to screen
certain issuers from an investment universe, when

investing in environmental or social
themed bonds, or a combination of
all three of these. 

The module for indirect investors
also asks signatories to indicate how
they source ESG data, where it is
used in their investment processes
and whether any financial (or indeed
ESG) outcomes are measured as a
result. It covers approaches to “active
ownership” – whether the investor
actively engages with issuers and

how they go about this. Finally, the module covers the
extent to which investors communicate their responsible
investment approaches to their clients and beneficiaries.

Much of the information submitted by signatories will
be made publicly available as individual investor
‘Responsible Investment Transparency Reports’. These will
be published on the PRI’s website after each signatory
submits their responses, a process which has already
begun and will be complete by April 2014. 

A new assessment methodology is currently being
developed to support the Reporting Framework. From
this, the PRI will generate a confidential ‘Responsible
Investment Assessment Report’ for each signatory
completing the Framework. Assessment results help
signatories recognise their strengths and weaknesses,
relative to peer organisations, and will not be published
by the PRI. This assessment acts as an internal monitoring
tool for investors and forms a key part of the continual
learning process.

In late 2014 the PRI will publish its Report on
Progress, which aggregates responses to the Reporting

Framework. This public trend report will provide a wealth
of information to signatories and other investors about
the latest activities in responsible investment, but will also
highlight gaps that will need to be addressed in future.
For example, there is much more work to be done to
understand the circumstances under which a particular
ESG issue, say water scarcity, is likely to become a serious
risk to a company’s balance sheet, and ultimately for fixed
income investors’ returns. This type of
research is something the PRI regularly
promotes via its Academic Network. 

Where next for responsible
investment in fixed income?
The second new development in helping
improve understanding about
responsible investment in fixed income 
is a practical guide to implementation 
of the Principles in this asset class. The
report, planned for 2014, will feature
details from interviews with asset 
owners and investment managers
exploring how they apply ESG analysis,
their motivations, the challenges they
face and the impact their approach has.
The guide will also look at the what
service providers are offering to support investors. The
aim is to demonstrate interesting and innovative ways
signatories are integrating ESG considerations into all
aspects of portfolio construction, valuation, investment
decision making and engagement. Readers are
encouraged to contact the PRI to discuss this project and
share their approach.

Over time, these developments should help support
all PRI signatories – and the wider investment industry –
to meet the increasing responsible investment demands
of pension funds, insurance companies and other
institutional investors.

The PRI has taken an important first step to raise the
level of transparency around how large, globally
recognised institutional investors practically approach
responsible investment in this asset class, and will
continue to help define good practice in this area. 
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“Over time, these
developments should
help support all PRI
signatories – and the
wider investment
industry – to meet the
increasing responsible
investment demands of
pension funds,
insurance companies
and other institutional
investors ”

Figure 2: Structure of PRI Reporting Framework

1. Organisational Overview

2. Overarching approach

Direct – Listed Equity
Incorporation

Direct – Listed equity 
active ownership

Direct – Fixed income

Direct – Private Equity

Direct – Property

Direct – Infrastructure

Indirect – Manager
selection, appointment 

and monitoring

Indirect – Inclusive finance

Direct – Inclusive finance

3. Relevant modules only

4. Closing module

Footnotes:

* The Principles for Responsible Investment (PRI) Initiative is an international network of 1,200 investors working to put the six Principles into
practice. In signing up, signatories commit to incorporating environmental, social and governance (ESG) factors into investment analysis and
decision making. 

1 PRI, 2011. PRI Report on Progress 2011. Available online. 

“Much of the
information submitted
by signatories will be
made publicly available
as individual investor
‘Responsible Investment
Transparency 
Reports ”
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I overheard a short discussion while in the lift of a
shiny city building. It went something like this: 
Person wearing reindeer tie: “I don’t understand it. We
are one of the best credit managers in the world. Why did
we fail to win the recent credit mandate with ABC Fund?” 
Person with Mickey Mouse watch: “They liked our
approach and we were in the shortlist of two, but
apparently we could not articulate clearly how we
consider sustainable and responsible investment issues
within our investment process.”
Person wearing reindeer tie: “But we were never asked
about that in the RFP, and anyway, that is more of an
equities issue.”

The point of this anecdote is that “sustainable and
responsible investment” is firmly on the agenda of many
investors around the world. For some sustainable and
responsible investment is an explicit part of their
institutional identity, for others it is a more implicit but no
less important characteristic. All parts of the investment
chain, regardless of asset class, need to understand each
other’s positions in this area, to ensure good alignment is
reached along the chain. 

Whilst a potentially confusing term, we take it to
mean the promotion of responsible ownership practices
and the consideration of environmental, social and
corporate governance (ESG) factors in the investment
process. It recognises multiple investment time horizons
(including the long-term) and seeks alignment of interests
along the investment chain. Many asset owners, large and
small, and from a wide range of institutions (from
pension funds, sovereign wealth funds and insurance
companies to foundations, charities and high net
individuals) have already developed stances in this area
and are embedding these into their investment practices.

This article will identify and address the typical
questions an asset owner may ask itself when thinking
about sustainability within its portfolio, identifying what it
might look like for from its investment managers,
including those managing its fixed income investments. 

Where to start?
Typically an asset owner will start off considering the
following questions which are relevant to the entire
portfolio, regardless of asset class:
Beliefs and policy
What are our beliefs in this area? What is an appropriate
set of investment beliefs for our Fund?

Developing a set of beliefs and policy can be a relatively
simple exercise. Examples of commonly held beliefs might
include:
• ESG factors can impact our investments in most asset

classes across medium to long term investment
horizons and should be considered within the
investment process

• Responsible ownership practices can
contribute to sustainable investment
returns and are part of being a
responsible market participant

• The fund should consider the
institutional identify of the fund,
seeking investments in entities that
operate to legal minimums and
widely-held international standards 
While it is unusual for asset owners to

break these beliefs down into what they
mean for each asset class, investment
managers may feel it is appropriate to
articulate their investment beliefs according to their
investment philosophy and investment style. For example,
fixed income investors may feel it appropriate to emphasise
their focus on assessing and protecting against downside
risk that might result in an impairment of capital with ESG
risks being an important element of this assessment. 

Risk assessment
What ESG risk exists in our portfolio?
Investment risk can come from many areas. ESG risks are
just another set of risks that may impact fixed income
investments. The impact of ESG risks tends to be greatest
amongst those asset classes closest to equity, for example,
subordinated issues, highly leveraged corporates, and of
corporate bonds of sufficiently long tenor such that the
ESG issue has scope to materially influence the outcome.
Finite term maturity and seniority typically lessens the
impact of ESG factors. 

Analytical data sets and tools now exist to enable
investors, including corporate and sovereign credit
investors, to assess the ESG risk profile of their portfolios.
These data sets draw on stock-specific or country-specific
ESG performance data. While there is room for
improvement in the quality of the data and the
sophistication of the analytical tools, when used alongside
more traditional risk attribution this analysis provides
another lens through which to assess portfolios.

Fixed income investment
and sustainable and
responsible investment:
where to start?

u

“For some sustainable
and responsible
investment is an
explicit part of their
institutional identity,
for others it is a more
implicit but no less
important
characteristic ”

Emma Hunt, Senior Investment Consultant, Towers Watson
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Asset allocation
Should we be protecting ourselves against risks arising
from sustainability issues? Should we be capitalising on
any opportunities arising from sustainability themes? 
By better understanding their investment beliefs and how
these factors might impact their investments, an investor
can consider how this might impact their asset allocation.
Likewise for investors that develop better-than-market
knowledge in a certain area such as ESG, they may be
better-placed than the rest of the market to value an
instrument and potentially reduce material risk. This
might impact asset allocation in a number of ways,
including (but not limited to): 
• Enhanced portfolios: ESG analysis may lead an

investor to under-weight or over-weight certain
countries, sectors or stocks depending on its ESG risk
profile. Investors may decide to take this one step
further and have rules for excluding certain stocks or
sectors based on ESG performance. While
traditionally a technique used by equity investors, it is
certainly a technique that can be used by credit
investors constructing high quality portfolios.

• Thematic portfolios: Investors with deep knowledge
of how sustainability challenges may impact
countries, sectors and companies are able to develop
investment strategies that take advantage of their
knowledge of this theme in a thematic portfolios.
Green bond products are gradually gaining traction in
the marketplace, examples of which are discussed
elsewhere in this report. 

Manager assessment, monitoring and reporting
What are our investment managers doing to identify,
analyse and manage these risks?
Some asset owners have their own processes for assessing
the quality of their investment managers. At Towers
Watson, we look for a number of elements when
assessing whether an investment manager is skilful at
practicing responsible ownership and incorporating ESG
factors within the investment process. This is documented
and is built into our overall product ratings. The following
diagram outlines the key elements of our process,
followed by some of the areas we explore. 

Policy and philosophy: Has the investment manager
considered how ESG factors might impact its investment
philosophy, including the range of investment styles and
product strategies it offers? Is this clearly articulated
within its overarching investment philosophy?

People and resources: Does the investment manager
have appropriate levels of resource to implement its
philosophy? Is this work being championed throughout
the organisation? Do the investment professionals have
adequate expertise in this area to make insightful
judgements? Are there resources available to support this
work e.g. appropriate data sets?
Ownership practices: Does the investment manager use
its ownership rights to support its position as responsible
market participant? Does the investment manager
undertake engagement to contribute to its risk
assessment and risk mitigation process? Is it skilful at
undertaking engagement?

ESG integration process: Are ESG factors included
within company or country analysis in a systematic
manner? What data sets and analytical tools (quantitative
or qualitative) are used to assess their
impacts on creditworthiness? Is this
information
being captured in a systematic and
documented way? Is this leading to
additional investment insights?

Transparency and reporting: Is the
manager transparent about its position
and process? 

In our assessments of hundreds of
managers around the world, and across
numerous asset classes we are seeing a range of
approaches being adopted by investment managers with
different investment styles. Public equity investors tend to
have better developed processes for considering
sustainable and responsible investment issues, with fixed
income investors being slower to consider how these
issues might impact their process, and what their clients
might expect from them. While understandable to some
extent – bond investors have better protection than their
public equity counterparts – this situation is now
changing. The literature supporting the consideration of
ESG factors as a relevant investment tool, and the
evolving expectations of clients means fixed income
investors must now develop a view and evolve their
process to consider sustainable and responsible
investment issues. 

Conclusion
Predicting the future is not a precise science and the
impact and timing of sustainability and ESG trends is
highly uncertain. The investment sector is in the early
stages of understanding the impact of sustainability trends
on portfolios, but we do know that this is an area that
asset owners are exploring and that there are a number of
practical steps that they can take to protect their capital.
Despite the uncertainty that exists, it is important for all
players within the investment chain to start research and
analysis now to reduce the risk of being caught out in the
future, and fixed income investors are no exception. 

“Predicting the future
is not a precise
science and the
impact and timing of
sustainability and
ESG trends is highly
uncertain ”

Does this contribute to
the overall quality of the

investment process?

Is this aligned with client
interests?

Policy and
philosophy

Transparency
and reporting

ESG 
integration

Ownership
practices

People and
resources

Figure 1: key elements in the manager
assessment process

n
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2013 has been a big year for green and climate
bonds - it was the year that everyone started
talking about green and climate bonds. It was the
year that totals outstanding of explicitly green
“labelled” bonds doubled, the issuer list diversified
and investors in both the mainstream and ESG/SRI
markets became interested. Here is short summary
of everything you need to know about green and
climate bonds.

While the terms green and climate bonds are generally
used interchangeably, they refer to bonds whose use of
proceeds is tied to climate change related investments, or,
in some cases, wider environmental projects. They can be

general corporate bonds where the
finance is earmarked for climate projects
but backed by the issuer’s balance
sheet, or asset-backed where the bond
payments are linked directly to the
performance of the asset. 

Labelling bonds “green” or
“climate” helps investors to identify
investments that address climate
change – investors representing some
$22 trillion assets under management
last year signed statements supporting
strong action on climate change.

They have cause. The International Energy Agency
(IEA) says the current global emissions trajectory will lead
to 6ºC “catastrophic” global warming. They estimate that
the extra investment required for the world to stay within
2ºC of global warming is approximately $1 trillion per
annum until 2050 (they also note that in doing so the
world would save itself $100 trillion in fossil fuel costs). 

The key word is “investment”, not “cost”. If
structured correctly these generally high capital
expenditure investments will be able to deliver stable
returns to investors over a long period. Bond financing is
an ideal tool for high capex, long payback infrastructure
projects (like renewable energy or transport
infrastructure); moreover bonds have been successful in
financing vast infrastructure projects throughout history –
rail, sewers and highways. Given that bonds are the
largest single pool of capital ($80trn vs $53trn in

equities), mobilisation of the bond market is key to
meeting climate finance targets. 

While bonds have been issued to raise finance for low
carbon infrastructure for decades, particularly for rail, they
have rarely been labelled as ‘green’ or ‘climate’. The
Climate Bonds Initiative estimates that this unlabelled
market linked to climate change stands at over $340bn
outstanding (see figure 1) predominantly in transport but
also in energy, finance, agriculture and waste.

Taking ESG issues into account in fixed income is very
different to equities. Bonds can be directly linked to low
carbon infrastructure rather than a whole company thus
giving investors a rare opportunity to invest directly into
infrastructure of technology with a high environmental
impact. This means that company-level equity metrics such
as ESG scores have limited ability to determine what a bond
is financing and whether it has an environmental impact. It
is therefore possible that companies with good ESG scores
could issue bonds that have zero impact on reducing
emissions while those with low scores could issue bonds
with a significant impact. For example, a utility might have a
low ESG score due to coal assets but as energy generators
they are also a vital part of the solution. 

The dawn of 
the green 
bond age

u

“ investors representing
some $22 trillion 
assets under
management last 
year signed statements
supporting strong
action on climate
change ”

$263bn

$41bn

$32bn

$5bn
$4bn
$1.5bn

Transport

Energy

Finance

Buildings & Industry

Waste & Pollution Control

Agriculture & Forestry

Figure 1: The most mature low-carbon escort is rail, and that
accounts for 75% of bonds for climate change solutions

Bridget Boulle , Program Manager, Climate Bonds Initiative

Source Climate Bonds Initiative
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They could therefore issue a bond specifically to build a
wind farm which would qualify as a green bond (if it meets
pre-determined criteria and financial tracking) thus enabling
investors to invest directly in the transition without being

invested in the company as a whole. 
The first bond specifically labelled

as green was issued in 2007 by the
European Investment Bank (EIB) – a
‘Climate Awareness Bond’ where
proceeds were specifically linked to
renewable energy and energy efficiency.
Since then, other issuers have joined
this labelled market, including the
World Bank, African Development

Bank, the International Finance Corporation (IFC, a
division of the World Bank) and the European Bank for
Reconstruction and Development (EBRD) - but until 2013,
the market was limited to AAA-rated development bank
issuers. By the end of 2012, approximately $7.8bn had
been issued in this labelled market, $6.2bn of which was
still outstanding. 

For five years, the labelled market meandered along
with a few bonds issued each year and then in 2013 it
went crazy. In early February 2013, the IFC issued a $1
billion green bond, followed shortly later by the EIB
issuing a EUR650mn Climate Awareness Bond, which it
then tapped again to make it a EUR900mn. These bonds
made heads turn – banks became interested in structuring
similar deals and investors began to see that the market
could meet size and liquidity requirements. 

Over 20 new green bonds followed making 2013 a
bumper year and broadening both the issuer and investor
base. By the end of 2013 the market stood at approximately
$15bn outstanding, with most new bonds larger than
$250mn.

There are a few notable features about this 
market growth:
• The first corporate labelled green bonds were
issued (Électricité de France - EDF, Vasakronan and Bank
of America Merrill Lynch). The entrance of corporates
into the space is a potential game changer - we’ve been
saying for a long time that while MDB issuance is great,
they are a drop in the ocean compared to companies.
The big capital shifts will therefore come with corporates
– first by issuing corporate asset-linked bonds and later

down the line asset-backed securities. The size of the
EDF bond already hints that this could happen – their
first foray into this space was the largest green bond
issued to date at EUR1.4bn. We hope that this is the
start of a trend.

• Bonds sizes have increased: The average bond size
in 2012 was $96mn vs $430mn in 2013 (see figure 3).
Of the 20 bonds issued in 2013, 13 were larger than
$200mn in size. This is positive trend for the market –
bonds that are large increase liquidity and enable
institutional investors to meet size and liquidity
requirements. 

• Mainstream and SRI investor demand present:
Buyers with some level of ESG/SRI mandate varied from
just 58%- 80% of buyer demand. This shows that while
the green theme may be attractive to SRI investors,
bond yields alone are attractive to entice mainstream
investors thus debunking the long held view that
environmental investments come with lower return.

• Oversubscription is common:
Most bonds issued in 2013 were oversubscribed, in
some cases multiple times including EDF. One example
of this is the Massachusetts (MA) green bond which
was issued along with a regular MA general obligation
bond with exactly the same yield during a time of some
market instability. The general obligation bonds were
under subscribed as a result of market difficulties while
demand for green bonds held up and the $100mn
green bond was 30% oversubscribed. 

• There is investor demand for both refinancing of
existing assets and for new assets. There’s been a
bit of debate about whether investors will finance only
new assets rather than existing assets. The fact that, thus
far, investor demand has not discriminated between
types shows that investors are happy with both for now.
This is good news in our opinion. Although refinancing
might not be as intuitively ‘green’ as new assets; it is an
essential part of the capital pipeline. Few investors are
willing to take on construction risk so refinancing is key
to enabling each market participant to take on
appropriate risk levels – banks taking on short-term
construction risk and pension funds taking on long-term
post construction risk. Given that the majority of project
finance comes from bank lending, refinancing allows
banks to get loans off their books and lend more – the
easier the loans are to offload, the more likely they are to
lend more.

“ for five years, the
labelled market
meandered along with
a few bonds issued
each year and then in
2013 it went crazy ”

Figure 2: Climate and Green bond issuance
exploded in 2013
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So 2013 has been a landmark year for green bonds
and the one which we think has set the stage for rapid
growth ahead. But we would like to add a cautionary
note - with such rapid market growth there is always a
risk that the market may deviate from its goal and
greenwash will prevail. 

In November, the World Bank hosted a Green Bonds
Symposium where they stated that the goal of the market
is ‘to mobilize finance for environmental challenges at
scale’. In our view, the best way to ensure that finance is
truly addressing environmental challenges (and meets the
$1 trillion required) is for each bond to meet clear,
transparent (publicly available) environmental impact
criteria in order to be called ‘green’ or ‘climate’. Such
criteria (and whether the issuer meets them) should be
determined by independent experts and academics rather
than by issuers or investors. 

Why criteria? Well, there are plenty of investments
that can have a positive environmental impact but only
with strict caveats – think of biofuels, some biofuels offer
a genuinely low carbon alternative to fossil fuels (2nd

generation, some sugar ethanol etc.) while others have
highly negative impacts on the environment and are
highly carbon intensive to farm and produce (palm oil,
corn ethanol) so we need criteria to define which is
which. This doesn’t have to be a complicated carbon
accounting system but it should be determined by
experts. 

At the moment, the market is on a knife edge and
could go either way – a mush of greenwash or a
benchmark for good standards leading to high-impact
investments. Currently, there is limited understanding of
the value of third party certification in avoiding greenwash,
partly because the market is still small and the majority of
issuers have been 'trusted' development banks. However, as
more corporates join the market, standards will become
more important - hopefully it won't take a big scandal for
investors to be asking the right questions and demanding
standards. 

As the market grows, we hope this will not be the
case and that rigorous, transparent third party
certification will be the norm. There are signs that this
could be the case – in January 2014 a coalition of major
global banks launched the Green Bond Principles, a call
for issuers to be transparent about what is included as
green. All the banks involved in the Green Bond Principles
are now actively working to have green bonds issued. We
expect the size of the now $15 billion labelled green
bonds market to nearly double in 2014 we now must
work to ensure that it is truly addressing environmental
challenges.

Issuer Issuance Date LCL Amt issued USD: Amt issued S&P Moodys Coupon % SRI/ESG investors

NRW Bank Nov-13 EUR250mn $340.1mn AA- Aa1 0.75
Electricite de France Nov-13 EUR1.4mn $1.9bn A+ Aa3 2.25 60%
Vasakronan Nov-13 SEK1bn $152mn - - 1.501 90%
Vasakronan Nov-13 SEK300mn $45mn - - 1.774 90%
Bank of America Merrill Lynch Nov-13 USD500mn $500mn A- Baa2 1.35
Kommunalbanken Nov-13 USD500mn $500mn AAA Aaa 0.75 58%
IFC Nov-13 USD1Bn $1bn AAA Aaae 0.625
FMO Nov-13 EUR500mn $674mn AA+ - 1.25 75%
EIB Nov-13 ZAR500mn 49mn AAA Aaae 6.75
AfDB Oct-13 USD500mn $500mn AAA Aaa 0.75 84%
IFC Oct-13 USD439mn 201mn - - 8.14
IFC Oct-13 AUD21.9mn 20mn - - 3.51
City of Gothenburg Oct-13 SEK250mn 39mn AA+ Aaae 2.915
City of Gothenburg Oct-13 SEK250mn 39mn AA+ Aaae 1.704
EBRD Sep-13 USD250mn 250mn AAA NR 1.625
World Bank (IBRD) Aug-13 USD550mn 550mn AAA Aaa 0.375
EBRD Aug-13 BRL155mn 67mn - - 8.01
EIB Jul-13 SEK1.15bn 176mn AAA Aaa 1.642
EIB Jul-13 EUR1.15bn 1.5bn AAA Aaa 1.375 60%
Massachusetts Jun-13 USD100mn 100mn -
World Bank (IBRD) Jun-13 RUB529.2mn 16mn AAA Aaa 6.75
EXPORT-IMPORT BK KOREA Feb-13 USD500mn 500mn A+ Aa3 1.75 70%
IFC Feb-13 USD1bn 1bn AAA Aaa 0.5
World Bank (IBRD) Jan-13 ZAR83mn 9mn AAA Aaa 0.5

IFC 2.20

EDF 1.90

EIB 1.68

Others 1.03
Kexim 0.50

KBN 0.50

AfDB 0.50

BoAML 0.50

World Bank 0.58

FMO 0.67

Figure 4: 2013 Issuers (bn)
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Until a few years ago, it was rare for investors
to consider environment, social and
governance (ESG) factors for asset classes

beyond traditional equity and corporate fixed
income. Today, investors increasingly express
interest in ESG analysis that can be applied to asset
classes such as sovereign debt. This interest has only
been amplified by the euro zone crisis, which has
brought the evaluation of sovereign issuers’
creditworthiness to the fore. In this article, we
present two ways that investors may incorporate
ESG factors into a sovereign debt portfolio using a
new country ESG analysis framework. 

Most investors had, until recently, considered sovereign
bonds a defensive asset class that delivered consistent, low

risk returns - especially for developed
countries. Concerns about peripheral
euro zone countries’ ability to repay
their debts and the ensuing crisis called
into question the defensive nature of
sovereign debt as an asset class. 

The divergence in euro zone yields
and growing indebtedness among
developed countries has led investors to
re-evaluate their government bonds
portfolios. Emerging markets - where
levels of indebtedness are considerably
lower and projected economic growth

higher compared to developed markets - may offer a
potential alternative source of sovereign debt securities. 

Introducing ESG criteria into investment decision-
making may also help. There is reason to believe that ESG
factors are becoming more important. Based on our own
analysis of developed markets, we find that bonds issued
by sovereign issuers that score well on ESG indicators
have outperformed those that score poorly for ESG on a
risk-adjusted basis - particularly since the start of the euro
crisis in 2009 (Figure 1).1

A country ESG framework
In response to growing client interest, we developed a
framework for analysing countries according to ESG
criteria and applied it to a sovereign fixed income
investment universe. The framework relies on four
indicators - political commitment, environment, social and
governance - each comprised of a number of data points. 

Utilising our country ESG framework, we identified
two ways that investors can draw upon ESG analysis for
sovereign debt portfolios: a reputation risk screen and an
ESG overlay. The first addresses an investor’s reputation
risk by screening the investment universe using specific
ESG criteria before the portfolio construction phase. For
the second, we examined how an ESG overlay applied to
a macro expectations portfolio would impact the
portfolio’s key characteristics, including country
allocation, credit quality and duration. 

Applying ESG factors to
Sovereign Debt Investing

Speed read:

• ESG factors are likely becoming
more material based on analysis of
developed market sovereign debt. 

• A country ESG analysis framework
may help investors better position
their sovereign debt portfolios. 

• Screening for reputation risk and an
ESG overlay are two examples of
how investors can use ESG criteria
for investment. 

“bonds issued by
sovereign issuers that
score well on ESG
indicators have
outperformed those
that score poorly 
for ESG on a risk-
adjusted basis ”

Figure 1: Divergence in financial performance of best
and worst ESG countries (Developed Markets)

Note: Equal-weighted total return of government bonds issued by first and fourth quartile
developed countries (according to IMF classification) based on ESG indicators. ESG quartiles
determined by an average of environment, social and governance indicators described in the
framework. Sovereign debt performance of each country group is an equal weighting of
countries’ debt performance.
Sources: AXA Investment Managers, Citigroup Government Bond Indices, 2012.
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Mitigating reputation risk
Institutional investors, particularly pension funds and
insurance companies, seek to limit reputational, or headline
risk in order to avoid negative perceptions associated with
a particular activity or regime - such as documented human
rights abuses or labour rights violations - that could
negatively impact investors’ own reputations or would not
comply with their commitments. The most straightforward
way to address reputation risk utilises a negative screening
approach, drawing upon a pre-defined set of criteria to
exclude, or screen, securities that are perceived as having
higher risk from an investment universe. 

Case Study: Reputation risk in emerging markets 
A leading pension plan approached AXA Investment
Managers with a request to minimise the reputation risk
of their existing emerging markets sovereign debt
portfolio. The overall objective was to implement an
effective rules-based screen for an emerging markets
sovereign debt universe. 

As part of a review of their emerging market debt
portfolio, the plan’s investment committee wanted to be
able to demonstrate that the strategy addressed the
threat of several specific risks, namely: corruption, political
stability and tax havens. 

The client also wanted to know the key characteristics
of a portfolio based on a screened investment universe.
We drew upon our country ESG rating framework in order
to create a reputation risk score for each sovereign issuer
in the JP Morgan Emerging Markets Bond Index Global
(EMBIG) investment universe of 57 emerging markets. 

We constructed a reputation risk score comprised of
governance and political commitment components,
including: political stability, corruption and rule of law
indicators, along with human rights, labour, biodiversity
and weapons conventions. We then screened the
investment universe to exclude issuers with the highest
reputation risk scores and tax havens. The following
results were then presented to the client.

Results
Starting from the initial EMBIG investment universe of 57
countries, the rules-based reputation screen identified 10
sovereign issuers that present significant reputation risk
based on reputation risk scores - representing 9.7% of the
EMBIG universe’s market capitalisation. The countries are
listed in Figure 2. 

Figure 2: Countries excluded for high
reputation and long-term S&P ratings

Country Sovereign Weight in 
Rating EMBIG universe

Azerbaijan BBB- 0.2%
Belarus B- 0.6%
Belize CCC+ 0.1%
Cayman Islands B2 (*) 0.2%
Ecuador B 0.2%
Iraq Not rated 0.8%
Nigeria BB- 0.2%
Pakistan B- 0.4%
Panama BBB 2.8%
Venezuala B+ 4.3%
(*) Moody’s long-term rating

The resulting screened universe contains 47 emerging
market sovereign debt issuers representing over 90% of
the EMBIG universe by market cap. Among countries
excluded using the rules-based reputation risk method,
four were Latin American nations accounting for nearly
8% of total market capitalisation of the EMBIG universe:
Venezuela, Panama, Belize and Ecuador. Two of these
countries, Panama and Belize, were flagged on the tax
havens criteria.

Reputation risk screen and portfolio characteristics
Interestingly, the move to rules-based screening did not
significantly alter the quality, yield and duration
characteristics of the portfolio. In terms of credit quality
the rules-based reputation risk screen reduced the
percentage of highly speculative debts from 9.6% in the
EMBIG to 6.4% in the final universe (Figure 3).

Source: AXA Investment Managers and Moody’s, 2012. 

Furthermore, this quality improvement can be
achieved without significant impact on the portfolio yield
and duration, as shown in Figure 4.

Overall, the rules-based approach offered the
investor a consistent and comparable way to evaluate
countries for reputation risk. Further, the exclusion of
high reputation risk countries did not significantly alter
the profile of the investment universe. Based on these
results, the client opted to apply a rules-based
reputation risk screen for their emerging market
sovereign debt portfolio. 

Figure 3: Sovereign emerging market debt portfolio
quality characteristics before/after reputation screen 

Figure 4: Yield and duration of sovereign emerging
market debt universe before/after reputation screen

Index Yield To Maturity 
(Bid) in % Duration

EMBIG 4.1 7.7

EMBIG-Rep Risk Free AFTER 
rules-based reputation screening 4.2 7.5

Source: AXA Investment Managers
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ESG Overlay 
We examined how an ESG overlay - a strategy applied on
top of an existing portfolio - would impact a macro
expectations portfolio based on financial criteria in terms
of the portfolio’s key characteristics including; country
allocation, quality and duration. 

Starting from a Barclays Universal GDP-Weighted
Investment universe, the AXA Fixed Income team built a
macro expectations portfolio that reflects the investment
team’s main views on each sovereign issuer. The macro
expectations rely upon macroeconomic forecasts, relative
sovereign debt valuations, market sentiment and
technical factors. Then, using the country framework we
applied an ESG overlay that over- or under-weighted each
country based on its ESG score relative to market
classification - either developed or emerging market - in
order to build an ESG-tilted portfolio. For both portfolios,
country allocation weights were bound by minimum and
maximum thresholds that comply with risk management
and investment objectives. Through this approach, we
were able to compare the pure macro expectations
portfolio with the ESG overlay portfolio in order to gauge
the impact on investment decision-making. 

Country allocation
Taking the macro model portfolio as the baseline, we
examined the relative over- and under-weights in the ESG
portfolio. Overall, the ESG over- and under-weightings
resulting from the overlay are relatively constrained - in
large part due to the minimum and maximum thresholds
put in place for risk management purposes. 

As shown in Figure 5, the top ESG over-weights for
emerging markets are Hungary, Poland and Chile. For
developed markets, Spain tops the list for its better-than-
average ESG score relative to developed markets despite a
poor S&P long-term rating (BBB-) and gloomy economic
prospects. For the remainder, the ESG overlay gives
greater weight to Northern European countries rated
AA+ and above that demonstrate strong ESG
performance. 

The top ESG under-weights for emerging markets
are the Philippines, Colombia, Indonesia, followed by
China and Russia (Figure 6). For developed markets,
Japan is the largest under-weight largely due to
governance issues. The ESG overlay reduces country
exposure to a number of sovereigns with high quality
long-term ratings such as Singapore, United Kingdom
and the United States largely as a result of poor
environmental indicators. Italy receives a slight
underweight for its ESG score compared to other
developed markets. 

Sovereign debt portfolio characteristics
In terms of the creditworthiness, Figure 7 shows that the
macro expectations portfolio demonstrates slight
improvement in quality rating - more prime rated bonds
and fewer lower-medium to high grade ones - compared
to the initial GDP-weighted universe. The ESG overlay
portfolio presents roughly similar characteristics compared
to the pure macro expectations portfolio.

Sources: Moody’s, AXA Investment Managers, 2012. 

Additional metrics such as yield to worst (worst-case
scenario absent issuer default), spread valuation (option-
adjusted) and duration (sensitivity to interest rates) are
remarkably similar for the initial investment universe, the
macro model portfolio and the ESG portfolio (Figure 8). 

Furthermore, both the ESG overlay and macro model
portfolios score higher on ESG criteria than the initial
universe, with the ESG overlay unsurprisingly scoring the
highest on ESG criteria. 

Conclusion
Investors may find a reputation risk strategy based on
negative screening particularly useful for emerging
markets since these countries tend to score poorly on
governance measures such as control of corruption relative
to developed markets. An ESG overlay within defined risk
control parameters does affect country allocation and can
improve the sovereign debt portfolio’s ESG performance
whilst having a limited impact on other key portfolio
characteristics including quality and duration.

We note that other methods to apply ESG criteria to a
sovereign debt portfolio do exist. Furthermore, the utility
of a country ESG framework is not limited to sovereign
debt investing; rather, it has broader application to other
asset classes, including corporate credit, equity, real estate
and private equity. The sheer number of possibilities
provides multiple avenues for future investigation. As
always, we are committed to assisting clients with the
adoption of responsible investment strategies that
enhance long-term investment performance.

Figure 7: ESG overlay brings slight quality improvement 

Figure 8: Key portfolio characteristics largely unchanged
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Yield to Option Duration ESG
Worst Adjusted Score

Spread
GDP-weighted universe 2.6 54 6.1 7.85

Macro expectations portfolio 2.5 43 6.2 7.92

ESG overlay portfolio 2.5 47 6.1 7.99

Source: AXA Investment Managers, 2012. 
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Asset owners are increasingly including the
scrutiny of Environmental, Social and
Governance (ESG) factors into their

investment decisions. This started in the listed
equity market over a decade ago and has since
progressed to cover private equity, property and
infrastructure assets. We therefore view the current
focus on extension of Environmental, Social and
Governance analysis into the fixed income market
as a natural progression of this trend.

In many ways the credit of a
company or sovereign lends itself even
more strongly to ESG investment styles
over other asset classes, as the
management of risk is so central a
theme of credit investment. As we have
worked to apply best practice in ESG
analysis from other asset classes to
credit, we have noted some key
differences.

1. Credit investors are not owners and have no legal
right to instigate change within a company board

2. The risk/reward prospects are vastly different to
equity investing, creating a greater focus on risk
management over growth opportunities.

Below we discuss both aspects with examples of how
we analyse ESG at BlueBay. We believe that a better
understanding of the ESG risk profile at both the issuer and
portfolio levels enhances our ability to manage these risks.

Difference 1: lending versus owning
The relationship between an issuer and a debt holder is
quite different to that between an issuer and an equity
holder, despite both forms of financing existing within the
same capital structure. A debt investor owns only a
contract to repay a certain debt on a certain date with
agreed interest payments. This is in contrast to an equity
owner’s rights to a share of all future cash flows and an
oversight role to hold management accountable to deliver
them. ESG risks can impact the valuation of both equity
and debt; however the bond holder’s ability to initiate
change in the issuer to reduce risk is limited when
compared with the power of an equity holder.

This does not mean that debt investors are unable to
influence management decisions at all. The cost of debt is
a key factor for companies and can contribute
significantly to the long-term profitability of their
investments. Any risk which potentially impacts the
likelihood of repayment will generally result in a spread
premium being applied by lenders. 

“Credit investors are
not owners and have
no legal right to
instigate change
within a company
board ”

u

Fig. 1 Corporate bond yields at time of issue versus social risk score
within the investment grade mining sector in 2013
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How is ESG different
in fixed income to
other asset classes?
Meg Brown, ESG Specialist, Institutional Portfolio Manager,
BlueBay Asset Management LLP
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Therefore management are strongly incentivised to
reduce ESG risks which could raise the cost of debt.

For example, mining safety and community conflict
are now quite well understood within debt markets as
accidents and protests at mines disrupt production. New
issuance of debt within in 2013 reflected social risk in the
yield demanded by investors. Fig. 1 shows a correlated
relationship between good management of social risk
(indicated by a high social score) with lower cost of debt.

Understanding more ESG risks of this nature will
enable them to be better priced, and for investors to be
suitably compensated for this exposure. Over time, we
expect issuers with higher ESG risk will be exposed to a
higher cost of debt than lower risk issuers. The more ESG
penetrates the debt markets, the greater the
differentiation will become and the stronger the message
to corporate management that investors seek companies
which reduce material ESG risks.

Difference 2: focus on managing risk 
at the portfolio level
The focus on pricing downside risk within credit markets
can make ESG factors more tangible than in other asset

classes. The risk/reward equation in credit
investing is vastly different to equities.
When buying a bond, the best an
investor can achieve is return of the
principle plus any interest payments. In
contrast, the upside potential of returns
for an equity investor is theoretically
uncapped. While success in equity
investment is linked to identifying
outstanding corporate growth prospects,
successful fixed income investing is more
related to managing downside risk.

ESG analysis provides an additional lens through
which to understand the risk in a portfolio and to
enhance overall risk management. We believe that
understanding ESG risk at the portfolio level as well as at
the issuer level is important in fixed income investing to
ensure that the overall risk profile of a fund more
completely reflects underlying investors’ risk appetite.

For example, our emerging market team is
experienced in assessing political and governance issues
in high-risk countries and are therefore familiar with the
market premiums demanded by
investors for participating in these
markets. Countries such as Kazakhstan,
Angola and Venezuela raise concerns
over the quality of governance within
government-owned companies,
protection of private property rights and
corruption. 

In Kazakhstan these risks crystallised
during the banking crisis of 2008-09
when banks defaulted due to
questionable related party loans that
turned bad, coupled with a lack of
regulatory oversight. Subsequently an energy company
defaulted in part as a result of questionable government
tax claims. In both cases, debt holders’ ultimate recovery
was hindered by a lack of governance, which reduced the
asset value available to debt holders, and respect for bond
holders’ rights in the legal system.

As we have seen in the previous example, such risks
can be priced by the market at the issuer level. However,
by understanding the relative risk of such social issues
between issuers, we can also better understand overall
portfolio risk. In Fig. 2 we identify the range of
“Governance risk” scores attributed to countries within
the emerging market sovereign hard currency benchmark
when using our ESG ratings. By understanding the
relative exposure of each issuer and the weighted
exposure of the portfolio, governance risk can be
managed at portfolio level just like any other type of
investment risk.

Credit-based investment products vary in their
exposure to investment risks such as duration, changes in
interest rates and credit rating. Asset owners are familiar
with expressing their appetite for exposure to these risks
and selecting appropriate products. As the practice of
managing ESG risk at the portfolio level develops, we
expect asset owners to start expressing their appetite for
varying levels of ESG risk in a similar way.

“ESG analysis provides
an additional lens
through which to
understand the risk 
in a portfolio and to
enhance overall risk
management ”

“Angola and Venezuela
raise concerns over the
quality of governance
within government-
owned companies,
protection of private
property rights and
corruption ”

Fig. 2 EM sovereign issuer governance scores, reflecting corruption and private property risk,
in comparison with a model portfolio and weighted benchmark scores

Data source: Maplecroft, BlueBay Asset Management 
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Introduction
As the sustainable or responsible investment
industry has developed at a rapid pace over the last
five years, two trends have begun to emerge. First,
there is growing evidence that the integration of
environmental, social, and governance (ESG) factors
into the investment process does not lead to
underperformance.i Second, a broad swath of
investor groups including foundations, pensions,
endowments and high net worth individuals are
increasingly demanding customized investment
portfolios that align with personal or organizational
values. To date, equity managers have been
generally more responsive to these trends with a
significant number of ESG-driven investment
vehicles already available for investors. However, we
believe high-grade fixed income investing is a
natural match for sustainable investing, given the
long-term nature of investment and the importance
of risk mitigation over alpha generation. 

The merits of sustainable equity investing are well
documented in numerous studies. We would like to
highlight: 
• The benefits of integrating ESG into fixed-income

investment strategies, 
• The opportunity to invest sustainably by purchasing

municipal and corporate bonds, 
• The rationale behind engaging with issuers, and 
• The merits of investing through a customizable

separate account. 
While ESG integration and portfolio customization are

often presented as mutually exclusive approaches to
sustainable investing, we believe these approaches are
inherently complementary.

The Benefits of Integrating ESG and 
Fixed-Income Investing 
Breckinridge’s investment philosophy is centered on capital
preservation and income reliability, and emphasizes safety
and high credit quality. This approach is consistent with
sustainable investing, which requires a more comprehensive
and forward-looking assessment of risk. Sustainable

investing is supported by research that goes beyond
financial statements to analyze material ESG factors that
can impact present and future performance. Generally
Accepted Accounting Principles have not kept pace with the
evolution of business from a manufacturing industrial
economy into a more complex, information-based
economy. We believe it is critical to look beyond
fundamental financial analysis in order to holistically assess
the credit quality of a corporation or municipality. Given the
long-term nature of fixed-income investing, we believe that
ESG analysis offers a forward-looking perspective that can
help identify and price credit risk. At Breckinridge, we fully
integrate both quantitative and qualitative ESG analysis into
our fundamental credit research process. 

The Opportunity to Invest Sustainably in 
Municipal and Corporate Bonds
Municipal Bonds:
Over the last several years, approximately 10 percent of
annual new issuance of the $3.7 trillion U.S. municipal
bond market has been issued as federally taxable. Taxable
municipal bonds are an investment-grade asset class that
may be attractive for institutional 
investors seeking asset class diversification,
country diversification, attractive relative
value, and solid risk-adjusted returns.
Additionally, there are several features of
the U.S. municipal bond market that
make it particularly attractive for
sustainable investors. For one, there is a
high degree of transparency in the vast majority of bond
issues as to how the proceeds of the bond will be used. As
investors, this allows us to conduct sustainability analyses
at both the project level and bond-issuer level.

Project impact is the first characteristic to consider
when assessing the sustainability of a municipal bond.
Bonds issued for essential public projects are inherently
impactful and may fit with an investor’s desire to weave
impact into the portfolio. Municipal bonds can be issued
for purposes such as clean water projects, transportation
infrastructure, local schools, universities and junior colleges,
hospitals, airports and many other essential public projects.

“A unique feature of
municipal bonds is that
a project’s essentiality
often is associated with
credit quality ”

Approaching
Sustainable
Fixed Income:
ESG Integration, Investments,
Engagement & Customization

Abigail Ingalls, 
Associate, Consultant Relations,
Breckinridge Capital Advisors

Kevin Lehman, 
ESG Analyst, Credit Research,
Breckinridge Capital Advisors
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A unique feature of municipal bonds is that a project’s
essentiality often is associated with credit quality. Tension
that may exist in other asset classes between the impact
and the investment merits of a security does not exist in
these types of municipal bonds. Projects that enhance the
fabric of a community and are essential to its stakeholders
are correlated with lower bond default rates and are more
likely to receive support in times of fiscal distress.ii

The second characteristic to consider is the ESG
performance of the issuer. It has been long understood
that non-financial factors are material to municipal credit
quality; however, systematic analysis of these factors has
been lacking. Therefore, we developed proprietary
frameworks from the ground up over the past two years in
order to assess extra-financial risks associated with
sustainability themes. As the municipal market covers a
diverse swath of issuers such as local governments, school
districts, community colleges, water and sewer districts,
hospitals, higher education institutions, electric utilities
and other issuers, it is critical to address the unique
sustainability challenges and opportunities inherent to
each municipal sector. Consequently, each sector has a
distinct set of data inputs within eight sector-specific
frameworks to address these sector-specific factors. When
developing the various frameworks, our priority was to
identify metrics that would be additive to our research
process and most material to credit quality. In the
frameworks, quantitative data is sourced from a variety of
governmental agencies and leading non-governmental
organizations including the U.S. Environmental Protection
Agency, Centers for Disease Control and Prevention, U.S.
Department of Education and Ceres. 

Water and sewer utilities serve as an illustrative
example of potentially mispriced risk in the municipal
market. There has been extensive media coverage and
academic literature examining significant water shortages
and the large-scale capital investment required to upgrade
the country’s aging water infrastructure. Yet, the majority
of municipal credit research does not incorporate
information related to the security of water supply, drought
vulnerability or long-term infrastructure needs. Meanwhile,
there is large disparity among water utilities in their ability
to effectively manage their resources. Some water
managers, like the water authorities found in Central Texas,
employ sophisticated conservation efforts to ensure
demand for water can be met. Other managers have not
adequately prepared for the long-term challenges they
face. Alarmingly, these material issues can be overlooked
and not fully reflected in the price of a bond. 

Corporate Bonds:
Unlike municipal bonds, corporate bonds are typically
issued for general corporate purposes. As a result, project
essentiality is not a relevant consideration in determining
the sustainability of a corporate bond purchase. The focus
is exclusively on the ESG characteristics of the corporate
entity. Corporations are often more likely than
municipalities to face both idiosyncratic risks such as “black
swan” events; we also assess risks related to long-term
trends such as climate change and urbanization. These risks
can take form through increased regulation (e.g. carbon

tax), human capital retention issues (e.g. labor disputes),
controversy that negatively impacts future performance
(e.g. poor governance by a management team), and other
idiosyncratic issues that cannot be forecast by traditional
financial analyses. Because corporate brands take many
years to build and can be disrupted instantly due to a small
blemish at the corporate level, reputational
risk is especially important to measure and
monitor as a bondholder. Enterprises that
are improving resource efficiencies,
investing in human capital and governing
in an ethical and efficient manner are
more likely to succeed in the long term.
Conversely, organizations that prioritize
quarter-to-quarter results and externalize costs are likely to
be less prepared for challenges that lie ahead. 

In developing our internal corporate framework
methodology, it became clear that the investment industry
has some infrastructure already in place to support ESG
analysis. Research providers such as Sustainalytics, MSCI,
GMI and Bloomberg have been covering issues of energy
efficiency, labor practices and governance for decades. We
leveraged their data in our frameworks, as well as data from
many other third-party research providers. In addition, we
conduct a proprietary evaluation of each corporation using
information from management, their Corporate Social
Responsibility Report or similar documentation, and other
news resources that can provide insight.

The transportation industry provides an excellent
example of issues that analysts ought to consider when
investing. Whether discussing freight or rail, transportation
companies face sustainability issues such as regulatory risk
relating to carbon and toxic emissions or operating risk
associated with fuel efficiency. ESG metrics such as fleet
efficiency, health and safety incident rates and alternative
energy usage enable the investor to assess a company’s
exposure to these risks and opportunities. Management
teams focused on safety, innovation and fleet efficiency
may be positioned to take market share in a stringent
regulatory environment or when technological changes
cause market disruptions. Alternatively, management teams
that are not attuned to these issues may struggle to
capitalize on opportunities or may be faced with regulatory
or legal costs associated with inefficient practices.

Issuer Engagement: Stepping Beyond 
Passive Ownership
The theme of engagement between issuer and investor is a
growing trend which supports the idea of looking beyond
financial statements to create a more complete landscape of
credit risk. This theme was discussed extensively at the 
“RI Americas” conference held in December 2013 at
Bloomberg’s New York City office. Furthermore, the United
Nations Principles for Responsible Investment takes a stance
on engagement, that those who are signatories to the UNPRI
“will be active owners and incorporate ESG issues into [our]
ownership policies and practices”. Historically, “engagement”
with issuers had a general connotation of being adversarial;
actions were generally limited to proxy voting and
shareholder resolutions. As fixed-income investors, the role of
engagement is about leveraging a stronger voice that 

“ reputational risk is
especially important
to measure and
monitor as a
bondholder ”
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focuses on stewardship of long-term capital rather than
short-term, shareholder-friendly maneuvers. 

To further this objective of engagement as part of our
dedication to sustainable investing, Breckinridge undertook
an innovative project of active engagement in 2013.
Reaching out to a sample of our largest corporate and local
government borrowers helped us begin a dialogue with
management teams about the importance of managing
the issues related to sustainability. It also allowed us to gain
a comprehensive perspective on each borrower’s
commitment to sustainability. While some corporations or
local governments may engage in “green-washing”, simply
touting environmental or other achievements in order to
appear sustainable, other organizations ultimately
incorporate sustainability factors in management goals,
performance targets and overall corporate structure.
Enterprises that recognize the merit of incorporating
forward-looking sustainability factors into organizational
strategy may be best positioned for the long-term.

Portfolio Customization: Aligning Client Values 
with Investments
Finally, in addition to ESG integration and issuer
engagement, it is important to note that separate accounts
can serve as an excellent solution for all types of high-grade
bond investors, especially for sustainable investors.
Separate account holders inherently benefit from direct
ownership of bonds, transparency of holdings and the
ability to customize a sustainable portfolio. Separate
account managers can be more nimble in aligning a
portfolio’s holdings with a client’s impact preferences –
whether through proactive investment in positive-impact
projects or by avoiding investments in activities that do not

align with investor beliefs. The ability for
a manager to customize a client’s
separate account to match their
preferences is vital to completing the
total mix of sustainable investing
techniques. 

Predictability of Cash Flows: High-
grade bonds in particular are meant to
serve as the ballast of a portfolio,

providing liquidity and diversification. Direct ownership of
bonds allows bondholders to ignore the market entirely by
simply holding bonds to maturity in order to receive
principal back in full. Direct possession of bonds provides a
special benefit to those asset owners looking to invest
responsibly, as these types of investors may prefer longer-
term investments.

Transparency of Securities: Separate account investors
benefit from transparency of holdings. By contrast, mutual
funds typically only disclose their top holdings as of the
close of the previous quarter. The ability to know the

underlying investments of a portfolio can be especially
appealing to investors during volatile market movements
and may be vital for investors with a specific mission-related
focus. There are several recent examples where market
participants were unaware of the underlying holdings in
their core portfolios. Furthermore, the ability to align an
organizational mission with an organization’s investing
activities may be beneficial from a philosophical standpoint,
or even to attract additional gifts and donations to an
endowment. For example, a foundation that is focused on
ending poverty and unfair labor practices would be remiss
to invest in a corporation with poor hiring practices and
weak benefit packages. Therefore, organizations investing in
the sustainable space may prefer the transparency that is
inherent to the separate account structure. 

Alignment with Investor Preferences: While the
stewardship of good capital associated with ESG
integration is inherently impactful, customization allows
clients to tailor their portfolio holdings with their impact
needs. Impact investing can take two main forms:
proactively investing in positive projects that align well with
investor preferences, and avoiding certain sectors or issuers
whose practices are inconsistent with the investor’s values.
For example, a foundation whose mission is to protect the
environment may wish to invest proactively in clean energy
production, water resource conservation and marine
habitat protection, and avoid investing in fossil-fuel
intensive corporate issuers. Investors are showing increased
demand for proactive impact customizations including but
not limited to: strengthening education, expanding public
transit, producing clean energy and improving healthcare.
Ultimately, a combination of ESG research and client-
specific impact customizations may result in the best
portfolio mix for an investor.

Conclusion
While the responsible investing marketplace has been
dominated by equity product offerings, we believe that
sustainable investing dovetails nicely with a fixed-income
portfolio, given the duration of investment and emphasis
of risk mitigation over capital appreciation. Additionally, the
practice of issuer engagement is a vital element in the mix
of sustainable investing practices, as it serves to open
dialogue between investors and issuers. 

While the primary goal of ESG integration is to better
assess risk and the primary goal of customization is to align
organizational mission with investment impact, these
practices are not mutually exclusive. Rather, they can be
complementary in achieving the goal of prudent
stewardship of capital. Ultimately, there are many merits to
embracing a holistic sustainable investing approach that
includes the practices of ESG research integration, impact
customization and issuer engagement. 

Footnotes:

i DB Climate Change Advisors (Deutsche Bank Group), Sustainable Investing:  Establishing Long-Term Value and Performance, June 2012.
http://www.dbcca.com/dbcca/EN/_media/Sustainable_Investing_2012.pdf

ii Moody’s Municipal Default Study, May 2013. https://www.moodys.com/researchdocumentcontentpage.aspx?docid=PBM_PBM151936
DISCLAIMER: The material presented herein is prepared for our clients and other interested parties and contains the opinions of Breckinridge Capital Advisors. Nothing in
this document should be construed or relied upon as legal or financial advice. This is not a solicitation, offer, or recommendation to acquire or dispose of any investment
or to engage in any other transaction. All investments involve risk – including loss of principal. An investor should consult with an investment professional before making
any investment decisions. Factual information is believed to be accurate, taken directly from sources believed to be reliable, such as the U.S. government, official financial
reports, academic articles, and official trade organizations. However, none of the information should be relied on without independent verification.

“The ability for a
manager to customize
a client’s separate
account to match their
preferences is vital ”
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Slowing growth in the Emerging Markets has
prompted investors to take a harder look at
the risk factors differentiating the previously

high flying economies from one another. Social
protests and labor strikes this year in Brazil, Turkey,
and South Africa surfaced underlying social
schisms that challenge the rosy picture of growing
prosperity to which investors have become
accustomed. After all, the GDP of the BRICs
countries have collectively grown by 16% over the
past decade, more than four times compared to
major developed countries such as the US or
Germany. But in some countries, rapid income
growth has both fueled the aspirations of a new
middle class, as well as masked stagnation in
improving the lot of the very poor. 

For many Emerging Markets debt investors, the question
is how to navigate the social and political risks, while taking
advantage of the strategic opportunities this asset class
brings. Where does the environmental, social, or political
context contradict economic or financial fundamentals, and
what can that tell us about the credit-worthiness of
sovereign or corporate Emerging Markets debt? 

Are ESG factors already accounted for 
in credit analysis?
Investor interest in environmental, social, and governance
(ESG) factors appears to be rising, evidenced by a rise in
fixed income PRI signatories and a spate of fixed income
ESG mandates from asset owners in the last two years.
With the size of the fixed income market far exceeding
that of the equity market and a much more diverse set of
issuers to evaluate, we expect the overall volume of assets
managed with ESG consideration to grow considerably
from this migration to fixed income alone. 

While investor motivations may vary, ranging from
aligning investments with ethical values or allocations to
enhance the positive impact of investments, the primary
focus of ESG integration in the fixed income space is to
use ESG factors to assess exposure to potentially material
downside ESG risks.1

In both country and corporate credit ratings, fiscal
health and financial governance trump considerations of
the broader social or environmental context of investments
such as income disparities, or the availability of natural and
human resources. Yet because the long term ability of

countries to sustain economic growth depends also on their
ability to harness its stock of natural resources and develop
their human capital base, incorporating a range of ESG
factors into country assessments may
provide a more comprehensive picture of 
a country’s potential. ESG factors inform
credit ratings on an ad hoc basis, if at all,
and currently systematic consideration of
these factors is lacking in traditional
financial analysis.

Analysis of MSCI ESG Research’s
ESG ratings for corporates,
governments, and other non-corporate
entities (agencies, local authorities,
supranationals covered bond issuers,
etc.) as of December 2013 indicated
that even within an investment grade
universe (i.e. the Barclays Global
Aggregate Index), potentially material exposure to ESG
risk factors remained (see Figure 1). Within any given
credit rating band, ESG factors may aid in further
differentiating issuers, showing which may be more or
less exposed to potentially hidden extra-financial risks.

As of December 18th, 2013, we found that 11% of
the market value of the Barclays Global Aggregate Index,
and as much as 35% of corporates, have ESG ratings below
‘BBB’, indicating higher exposure to unmitigated ESG risk
factors when compared to same-sector peers.

Source: MSCI ESG Research, Barclays Capital; Credit quality refers to the
mid-point of credit ratings from Fitch, Moody’s and S&P, ESG quality
refers to MSCI’s ESG ratings of corporate and non-corporate issuers
(excluding securitized debt); analysis as of December 19, 2013.

Emerging Risk
and Opportunity 

“As of December 18th,
2013, we found that
11% of the market
value of the Barclays
Global Aggregate Bond
Index, and as much as
35% of corporates,
have ESG ratings
below ‘BBB’ ”

Figure 1 – Barclays Global Aggregate Index 
broken down by credit quality and by ESG rating
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In Emerging Markets, how do ESG fundamentals
and economic fundamentals compare? 
When it comes to emerging market sovereigns, we believe
that despite a correlation between ESG performance and
income levels (see Figure 2), economic indicators only tell
part of the story. Through MSCI ESG Research’s
Government Ratings, we analyze over 86 metrics that
provide investors with a view to the underlying ESG
fundamentals of 101 countries, covering themes ranging
from natural resource management and environmental
vulnerability, to human capital infrastructure, social
inequality, and corruption controls. 

Figure 2 illustrates that at any given income level
(measured by GDP per capita), it is possible to identify
outliers that are either leading or lagging expectations
when it comes to ESG fundamentals. For example,
Uruguay and Costa Rica have stood out over the last five
years due to their strong health and human capital
outcomes, and low levels of inequality relative to regional
and economic peers as of the most recent rating in
January 2013.

Whether these factors have predictive value in
anticipating future credit rating movements is subject to
debate, but taking into account ESG factors may provide
additional material insights. For example, of the 91
countries we analyzed in 2007, five out of the eight
countries that had the largest discrepancies between their
ESG rating and their credit rating received a credit rating
downgrade sometime in the next four years.2

Source: MSCI ESG Research, World Development Indicators; ESG
score is a composite reflecting performance on underlying
indicators covering Natural Resources, Environmental Externalities
and Vulnerability, Human Capital, Economic Environment, Political
Governance, and Financial Governance; GDP per capita refers to
2012 values.

Which Emerging Markets are turning income 
into wealth? 
The opportunities presented by long-term sustained
economic growth in these economies beg the question -
which of the fast growing markets shows greater
promise? Which markets have invested their past
economic gains and investment flows into human capital
accumulation, technology, and future gains in
competitiveness?

Our analysis looked at the Emerging Markets and
Frontier Markets countries that showed the fastest GDP
per capita growth between 2002 and 2012, and found
major differences in how fast-growing economies
reinvested income to strengthen their human capital base.
For instance, using Access to Sanitation
as one proxy metric for developing the
future human capital infrastructure, we
found that among these fast growing
countries, the countries that made the
most progress in closing their respective
gaps with Developed Market levels of
access included Chile, Estonia,
Argentina, Peru, Sri Lanka, Vietnam,
and China, each of which made at least
a 30% improvement in closing its gap
with Developed Markets. 

On the other hand, among these
fast growing countries, more than half
barely moved the needle on providing
access to sanitation services: 14
countries improved access rates an
average of less than 0.5% per year.
Notably, Nigeria, Russia, and Romania experienced either
no progress or deteriorating access rates, despite a large
gap with Developed Market standards. Even as GDP per
capita grew 12% to 15% per annum on average, Brazil,
South Africa, and Turkey made minimal progress in
improving access to basic needs, if sanitation services are a
good proxy (average increase of roughly 0.6% per annum).

The inability of a country to close the gap with
Developed Markets in providing basic needs to its
poorest, even during a period of rapid economic growth,
may signal potential long-run limits to the skill and
knowledge base of the economy. Additionally, it may
signal weak government effectiveness in addressing
pressing social and economic needs.

ESG risk factors at the country level and 
Emerging Market corporate creditworthiness

These same macro risk factors may have an impact on
corporate and quasi-governmental credit as well,
although the relationship may not be as simple as one-to-
one. We conceptualize the possible triggers through
which ESG risk factors may become material into the
following categories - event risk, regulatory uncertainty,
demand shifts, and governance lapses.

A key question for investors interested in high-growth
economies is whether growing inequality in some markets
is a harmless byproduct of economic development or
whether it portends socio-political conflicts and limited
human capital potential in the long run. We witnessed

Figure 2 – MSCI Government ESG Scores vs. GDP per capita
for 85 Emerging Market countries as of January 2013
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this year cases of income inequality and uneven
distribution of the fruits of economic growth contributing
to social unrest in markets such as Brazil, Turkey, and
South Africa, but these same issues can pose challenges
for corporates by triggering operational events that can
lead to project disruptions and delays, or by introducing
new political and regulatory uncertainties that companies
must navigate.

In 2012 and 2013, South Africa, a country facing
high unemployment and income inequality levels above
the social stability “warning line,” witnessed violent labor
strikes in the mining sector, with unrest spreading to
additional sectors this year. Apart from costly operational
disruptions, these actions led to a median wage increase
of 10% across the sector. 

Also in the ‘event risk’ category, local resistance to
extractive projects among communities may put
companies’ operations at risk, where the ‘trickle-down’
economic benefits are not perceived to outweigh the
social and environmental costs. In extreme cases such as
the Pascua Lima mines in Chile, which were ordered to
halt construction in April 2013, opposition can lead to
costly projects being canceled indefinitely.

Rising inequality, combined with rising incomes and
increased access to information, has led governments in
some regions such as China to crack down on corruption,
leading to the restructuring of state-owned companies
and additional regulatory uncertainty for private

companies, as the way of doing business is transformed. 
Political and regulatory uncertainty can also arise from

competition over scarce resources in
the face of growing demand, as
governments’ social development
agendas conflict with the interests of
industry. For example, energy supply
constraints and growing demand in
South Africa has led to electricity price
increases of on average 25% per year
from 2008-2012.3 However, political
objectives to “extend electricity to all”
caused the current government to
approve lower tariff increases than
expected, leading to a credit rating
downgrade of Eskom, the state utility, in the face of this
changed political landscape. 

With a possible rebound of Emerging Markets debt in
sight, considerations of the broader social and
environmental context may indeed temper otherwise rosy
views based on economic opportunity. Systematic
benchmarking of ESG metrics may assist investors by
flagging potentially hidden risks that could affect the
sustainability of countries’ and companies’ long term
growth. But this new ESG information set may also
identify opportunities – where ESG risks are best
mitigated, and where strong ESG fundamentals 
support a credible long-term growth story.

Footnotes:
1 UN PRI – Corporate Bonds: Spotlight on ESG Risk, based on interviews with signatories.
2 The analysis and observations in this report are limited solely to the period of the relevant historical data, back-test or simulation. Past
performance — whether actual, back-tested or simulated — is no indication or guarantee of future performance. None of the information or
analysis herein is intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment
decision or asset allocation and should not be relied on as such.

3 See MSCI’s September 2013 report – Identifying Key ESG Risks in South Africa – for a more detailed discussion of energy risks in South Africa.

Materiality Trigger Examples Possible Credit Implications

Event Risk Social unrest leads to labor disruptions, Increased labor costs, e.g. 10% wage
Accidents, Spills, Recalls, strikes, e.g. South Africa 2012-13 inflation in South African mining 
Project Disruptions, sector resulting from strikes
Loss of License to Operate

Loss of license to operate due to local Delays in cash flows from 
community opposition, e.g. Pascua Lima, Chile critical projects

Regulatory Uncertainty Anti-corruption reforms prompted by social Changed operating environment for 
Health and Safety, Anti- inequality, increased access to information, private companies; loss of access to 
Corruption, Tariff Increases, e.g. China markets, contracts
Emissions

Political outcomes favoring social development, Reduced future cash flows, reduction 
e.g. reduced electricity tariff increases in in subsidies, vulnerability to political 
South Africa uncertainty that is difficult to forecast 

Demand Shift Demand for sustainably sourced products, Loss of contracts, access to markets 
Substitution, Subsidies greater scrutiny of risks in supply chains, e.g. for suppliers that fail to comply with 

apparel industry response to Bangladesh new industry standards
garment factor fires

Lapses in Governance/ Company-level lapses may lead to reputational Loss of access to markets, potentially 
Accountability damage, management turnover. falsified accounts, regulatory penalties 
Conflicts of Interest, 
Weak Internal Controls

Source: MSCI ESG Research 

Figure 3 – Framework for evaluating materiality of ESG risk factors

“Rising inequality,
combined with rising
incomes and increased
access to information,
has led governments in
some regions such as
China to crack down
on corruption ”
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How is the trend towards taking a more
sustainable approach in bond investing
playing out in practice? Do major asset

managers practice what they preach regarding
Environmental, Social and Governance (ESG)
principles? Edith Siermann, CIO of Fixed Income
Investments at Robeco, outlines how the latest
trends are shaping the future.

How do ESG issues play out for government 
bond investing?
Government bonds are predominantly used by our
portfolio managers to implement their views on interest
rates and country allocation strategies in their portfolios.
Our in-house developed Country Sustainability Ranking
(CSR) contributes consistently to decision making and
therefore to performance. That is because it acts as an
early-warning system which helps us to identify
problems in countries well before they are reflected in
yields, or are picked up by the rating agencies. Greece is
a good example: the poor quality of statistical data was
an early warning sign of the country’s serious problems.
These indicators allowed us to sell Greek bonds very
early on.

Currently we’re seeing quite an improvement in the
ESG scores for both Spain and Italy. Both countries score
well on the funding needs for their ageing populations

compared to core EU countries,
showing that they are facing less
pressure in this area. Spain further
improved its governance rating because
its indicators showed the authorities
had reduced the complexity of their
relationships with Spanish regions, and
decisions taken by central government

now have more impact. Social unrest indicators also
showed improvements. Subsequently, market sentiment
toward these bonds has been improving, and our ESG
metrics can show why this sentiment has improved. 

Of course, day-to-day sentiment could be driven by
other factors such as US tapering. But our fundamental
view is to a large extent based on the CSR. This ESG score
confirmed our overweight on Spain. So, when we take a
long or short position, we are using the conviction that
we have from the ESG scores. It means we have more
belief in the views that we take on government bonds.

How is ESG data used to evaluate 
corporate bonds?
ESG analysis is an integrated part of the investment process
in all of our credit funds. We use the same data for ESG
analysis on the credit side as we do on the equity side.
Equities are of course different 
from credits, as credits are more
vulnerable to downside risk. Therefore,
the conclusions may be different, but 
the analysis is the same. We look at ESG
data for companies and select the facts
that we find to be financially material.
There are hundreds of ESG indicators for
a company – it’s a very broad analysis –
and the first step is to narrow this down and focus on
those ESG issues that we find the most financially relevant.
For that we work closely together with our research team
at RobecoSAM in Zurich and use their database.

The next step is to combine the ESG and financial
analysis, so that we can translate the ESG analysis into value
drivers for the company. For example, if we look at three
different cement companies, then environmental
management, antitrust issues and the ability to participate in
sustainable construction practices are key ESG factors. These
translate into different forecasts for revenues and EBITDA. 

On the equity side we put this into a valuation model;
on the credit side it would be a more qualitative decision
on how the analysis impacted the total ESG score. A
credit analyst will also look more at the risk drivers and
place more weight on these in his or her conclusion. But
before that, the total analysis is very similar.

How ESG adds
value for bond
investors 

“ESG analysis is an
integrated part of
the investment
process in all of our
credit funds ”

“ It means we have 
more belief in the
views that we take on
government bonds ”

Edith Siermann, CIO of Fixed Income Investments at Robeco
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Do engagement and voting practices also 
apply to credits?
We apply engagement practices to both equities and
credits. We will engage with those companies on
financially material themes that are identified by portfolio
managers, analysts and sustainability investing (SI)
researchers. We have an active dialogue with companies

and encourage them to improve using
concrete steps that we have pre-
determined. Engagement is often seen
as an equity-style process. But there is
no reason not to apply the same
treatment to credits as to equities,
because having a dialogue with the
company about its ESG score will also
improve the credit.

Voting of course is different, as we
are not allowed to vote as a credit;
that’s the only difference that we
cannot change.

How do you evaluate company 
bonds versus their home countries?
ESG factors are of course totally different between
corporate and government bonds, as you cannot apply
the same sustainability criteria to a company as you
would to a country. However, in many cases the ESG score
of a country could have an impact on the ESG score of
one of its companies. There’s a trickledown effect from
country to company, whereas it would not be logical to
see this occurring the other way round. So a credit analyst
would typically look at the country rating while evaluating
the company. 

Many of the largest credits are multinational
companies, so we have to drill down to see where the
operations of these companies are located, and what the
impact could be of any governmental issues on the credit.
For this we need to look to see where the company’s
activities are concentrated, rather than where its head
office is domiciled, and see if there are any areas where
country factors could have an impact. 

For example, take two well-known companies with
strong Dutch roots – Shell and Unilever. Shell has
problems in Nigeria - the headline risk there is improving,
but has not yet been solved. Likewise, Unilever operates in
more than 100 countries and it could be impacted by a
government in an emerging market. This could feed
through into a negative impact on the company if that
country doesn’t score well. 

Does Robeco sell holdings or use exclusion 
if ESG criteria are not met?
Our view is that sustainability analysis leads to better-
informed investment decisions. We apply different SI
policies in our investment process. Of course, we do see
companies and countries performing differently when it
comes to ESG criteria. But we don’t feel that it is our role
as an asset manager to blame and shame companies and
countries. We rather see a role for us in raising the
sustainability bar. We can achieve that by overweighting
companies and countries that perform well and

underweighting those that don’t. Or we can start an
engagement process and discuss improvements that we
want to see. Exclusions are for us the very last step in the
process. We apply exclusions only to controversial
countries, producers of controversial weapons, and to
companies with consistent and not improving breaches of
the UN Global Compact.

ESG is evolving – are you developing 
new methods?
We are deepening the knowledge and expertise we have
on ESG. Our fixed income, equities and
engagement teams are interacting on
all ESG issues to make sure that all our
SI policies have the same focus. We
particularly aim to ensure that our
engagement activities are fully aligned
with the views of all our analysts and
portfolio managers. We decide
together where to focus on. In this way
we maximize the impact that we have
and add value for our clients.

And are you launching any new SI products?
ESG factors are integrated in all our mainstream products,
both on the fixed income and equity side. In equities
though we’re launching a new quant sustainability equity
fund which invests in a portfolio with a low tracking error
against the MSCI Index but contains companies that have
sustainability scores that are much higher than the
average index member. 

More generally, we are always thinking of new ways
to cater for the evolving needs of clients. This includes
building portfolios that contain an emphasis on a
particular ESG factor, such as companies with very good
records on the environment.

How do you keep up to date with 
changing trends?
Our analysts exhaustively question companies on what
they are doing. Besides that we use our
Corporate Sustainability Assessment
(CSA) surveys produced by RobecoSAM
to ask many, many questions on where
sustainability impacts a business. We
have a team of analysts at RobecoSAM,
along with specialists in Rotterdam,
and all they do is find out what’s going
on in term of sustainability at
companies. Apart from this we perform media
stakeholder analyses to keep up with sustainability news
flows. And of course there are other data sources ... or
just watch the news.

Doesn’t all this cost performance? Isn’t it expensive
to have principles?
No – the whole point of sustainability investing is that we
believe companies with better ESG scores perform better.
We’ve always believed that good sustainability goes
straight onto the bottom line. ESG analysis leads to

“We have an active
dialogue with
companies and
encourage them 
to improve using 
concrete steps 
that we have pre-
determined ”

“Our engagement
activities are fully
aligned with the views
of all our analysts and
portfolio managers ”

“Our analysts
exhaustively
question companies
on what they are
doing ”
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better-informed investment decisions. For example, on the
credit side we use ESG risk factors, where the idea is to
avoid the losers. We can see the danger signals early on
and then avoid those companies. We also pick those
companies that can improve their ESG scores, as this
makes them progressively more valuable. 

We see ESG from a financial perspective – for us the
No.1 goal is to perform, and that hasn’t changed. It is a
myth that ESG is something that doesn’t go together with
striving for performance. All the questions in the CSA are
about financially material topics such as supply chain

management, access to resources and
other factors that ultimately impact the
bottom line.

We think it does all go together, so
long as you look at the right ESG factors,
and don’t change your portfolio based
on beliefs alone. We’re not against funds
which clients want to be managed

according to their beliefs, but that’s not our goal here. Our
first goal is to achieve returns and we see SI policies as a
way to improve the investment process while also having a
positive effect on society.

And finally, how do the investors know they are
benefitting from this?
It’s very important now to show clients the effect that ESG
policies have on their portfolios. For a while, asset managers
could get away with saying ‘yes, of course we integrate
ESG’. Now the industry has moved on to a situation where
one has to prove it. We need to make visible what ESG does
to portfolio performance and what it eventually means to
the investor. This is increasingly important, and we put a lot
of effort into being transparent on how ESG influences our
decisions, and how this impacts portfolios. We need to ‘talk
the talk and walk the walk’. 

ESG is now much more widely recognized – more
and more investors are demanding it, and it is gradually
moving from what was considered a ‘niche’ field, to
mainstream. There are no more Requests for Proposals
(RfPs) now without ESG questions in them. Our fixed
income specialists spend more and more time just
answering ESG questions in RfPs. Investors feel they do
need to address the whole issue of sustainability; this is
no longer a few guys sitting in a back office ticking
boxes. Much more effort is being put into it and this is
likely to continue. 

ESG is an integrated part of our investment process within fixed income and one of the five building blocks that
define our bottom-up process. This determines the final score that we assign to each credit, and hence the
investment decision on whether to buy, hold or sell a specific security. The ESG profile has on several occasions had
an impact on the final score. 

The five building blocks of investment decisions are:

n Its business position - companies that have the ability to grow,
have strong market shares, or have niche positions make safer
credits;

n Corporate strategy – particularly the ability to develop
new products, maintain a sustainable business and
navigate any problems;

n Financial position – which means a strong cash flow,
healthy balance sheet, and manageable debt levels;

n Corporate structure – including adherence to good
governance practices, for example by having supervisory
boards and succession policies;

n ESG profile – for which points are either added or deduced
according to environmental, social and governance practices.

Once the data is collected, our credit analysts assign a score of -3 to +3 over a
6- to 12-month horizon. This reflects their opinion of relative creditworthiness and may differ from the credit rating
assigned to it by agencies. A recommendation to go overweight, in line or underweight is then made to the portfolio
manager.
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“For us the No. 1
goal is to perform,
and that hasn’t
changed ”

n

For further information, please contact Edith Siermann at 
e.j.siermann@robeco.nl; or call +31 10 224 2204; or visit www.robeco.com/sustainability
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Investors are increasingly choosing to align theirportfolios with their values—while at the same
time demanding products that deliver

competitive returns. Socially responsible fixed
income investing has evolved to meet this growing
demand with core bond strategies that incorporate
Environmental, Social and Governance (ESG)
criteria into the investment process—while also
seeking to provide the liquidity of mainstream

indexes such as the Barclays U.S.
Aggregate Bond Index, with the
potential to generate long-term
outperformance. This is a
significant change as some
investors historically believed they
needed to sacrifice liquidity and
performance when allocating
capital to ESG-themed fixed
income strategies.

How can investors achieve social
and investment goals while maintaining core bond
liquidity? Well-resourced managers with experience, scale
and expertise employing a thematic framework, grounded
in rigorous bottom-up analysis, can help identify the most
compelling investment opportunities from both a social
and financial perspective. The fixed income landscape has
expanded dramatically over the last decade—and now
tops over $85 trillion globally, creating ample investment
opportunities. As more investors demand responsible
investment strategies, large asset managers are

responding by increasingly influencing fixed income
issuers to meet their social and financial needs. 

In this article, we share TIAA-CREF’s framework for
approaching the space, examine opportunities in the
responsible investing fixed income universe, and look
ahead to what investors may expect in the future.

Benefits of Socially Responsible Bond investing 
Investors are also increasingly recognizing the benefits of
responsible investing in fixed income, which offers some
advantages over other asset classes.

The opportunity set for responsible investment is
much broader with fixed income than
with equities. An investment in an
equity security invests capital in a
public company. A fixed-income
investment can be solutions-oriented
in nature, providing capital to finance
projects that have clearly defined ESG-
related outcomes. Investments in
publicly traded fixed-income securities
can support projects such as
renewable energy, natural resources,
community and economic
development, or affordable housing.
For example, an investor could buy a
municipal bond that funds a water
infrastructure project or a corporate
bond that finances the building of a
solar power plant.

Making an Impact
in Liquid Bond
Markets

“The fixed income
landscape has expanded
dramatically over the
last decade – and now
tops over $85 trillion
globally ”

“ Investments in publicly
traded fixed-income
securities can support
projects such as
renewable energy,
natural resources,
community and
economic
development, or
affordable housing ”

By Stephen M. Liberatore, CFA, TIAA-
CREF Fixed Income Portfolio Manager 

and Amy O’Brien, head of TIAA-CREF’s
Global Social and Community Investing 
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Climate change initiatives and legislation are also a
driver of fixed-income issuance. According to a study
commissioned by HSBC, an estimated $10 trillion in
investment will be needed between 2010 and 2020 to
fund development of the low-carbon energy economy. 

Fixed-income investors—both mainstream and
socially conscious—have shown a growing interest in
issuances that have potentially direct positive
environmental or societal impact. As these demands
continue to accelerate, more fixed-income securities that

meet responsible criteria across a
greater range of sectors are becoming.

TIAA-CREF’s Thematic Approach:
Proactive Social Investment
Framework
By taking a positive approach to
responsible investing in fixed income,
investors are increasingly allocating
capital to desired projects and
institutions with the greatest potential

measureable social and environmental impact, rather than
“excluding” undesirable sectors or businesses. Thematic
areas of opportunity include broad social issues such as
affordable housing, climate change and economic
development, among others. By viewing themes such as
these as broad opportunity sets, investors can potentially
achieve their desired dual outcomes—allocating capital to
worthy environmental social and governance (ESG) issues
without sacrificing liquidity or competitive long-term
returns versus mainstream benchmarks.

Disciplined research is paramount to the investment
process, for assessing financial and social implications of
bond issues. To address this, TIAA-CREF developed a
proprietary framework, Proactive Social Investment (PSI)
framework, for identifying and classifying investment
opportunities by combining emerging ESG research
available in the marketplace with in-house TIAA-CREF
expertise. PSI seeks to identify the most compelling
investment opportunities with an emphasis on

competitive, risk-adjusted return potential and clear and
measurable social or environmental benefits. 

The PSI framework targets investment opportunities
along four broad themes: Affordable Housing,
Community and Economic Development, Renewable
Energy and Climate Change, and Natural Resources. TIAA-
CREF sees the best responsible investment opportunities
arising from these themes, which span multiple sectors of
the fixed income market. Here’s an overview of how we
view each of these themes:

Affordable housing: investments that support the
financing of low- and moderate-income housing loans,
transit-oriented development, walkable communities, or
mixed-use development projects.

Community and economic development: investments
that support financial services, hospital/medical services,
educational services, community centers, urban
revitalization, humanitarian, disaster, and international aid
services, inclusive of underserved and/or economically
disadvantaged communities.

Renewable energy and climate change: securities that
finance new or expand existing renewable energy projects
(including hydroelectric, solar and wind, geothermal, and
energy from waste, etc.), smart grid and related projects
designed to make power generation and transmission
systems more efficient, and other energy efficiency projects
that result in a reduction of greenhouse gas emissions.

Natural resources: investments that support land
conservation, sustainable forestry and agriculture,
remediation and redevelopment of polluted or
contaminated sites, sustainable waste management
projects, water infrastructure (including improvement of
clean drinking water supplies and/or sewer systems), and
sustainable building projects.

Within these four themes, investments can be made
across a diversified array of publicly-traded fixed-income
securities. Security types include agency debt, asset-
backed securities, commercial mortgage-backed
securities, corporate bonds, mortgage-backed securities,
and municipal bonds.

“Disciplined research is
paramount to the
investment process, for
assessing financial and
social implications of
bond issues ”

Consideration for prequalified inclusion generally involves consideration of one or more of the following factors1

Figure 1: TIAA-CREF’s Proactive Social Investment framework 

Issuer Mission Issuer ESG rating Underlying
objective of 
the project
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Expertise required
A thematic approach to responsible fixed income
investment requires investor scale and expertise, as the
pool of issuers and the available universe of securities
continues to expand dramatically. 

We believe it makes sense for investors to partner
with an experienced asset manager to effectively navigate
the ESG and responsible investment landscape, especially
in fixed income. As one of the largest fixed-income

managers in the market and a recognized leader in
socially responsible fixed-income investing with a history
in the space dating back to 1990, TIAA-CREF consults
with many bond issuers when structuring these issuances
for guidance on what characteristics are needed to satisfy
investor demand, and the appropriate level and quality of
subsequent disclosure around the use of proceeds. 

Through active engagement with those seeking
financing, institutional investors are able to exert a level of u

Figure 2: Examples of Proactive Social Investments

Affordable Housing
• U.S. Agency security

funding low and 
moderate income 
housing loans or
development projects

Community &
Economic
Development
• Municipal security funding

educational, infrastructure
or hospital/medical
services to undeserved/
economically
disadvantaged
communities

Renewable Energy &
Climate Change
• Municipal security 

funding construction of
and secured by alternative
energy generating plant
(Biomass, Cogeneration,
Hydro, Solar, Wind)

Natural Resources
• CMBS security funding

construction of and
secured by the first
Leadership in Energy and
Environmental Design
Green Building Rating
System (LEED) Platinum
Certified office building in
the United States

Fleurhof Project - Affordable housing
The Overseas Private Investment Corporation (OPIC) mobilizes private capital to help solve critical development challenges
globally. One such project is the Fleurhof Project, a $350 million residential real estate development in Johannesburg,
South Africa. Located near the historically and politically significant Soweto Township, the largest city of mainly black
residents in South Africa, the Fleurhof Project:

• Began development in 2009 and plans to grow to include 8,363 low- and middle-income housing units, eight nursery
schools, five schools, numerous community gardens and play areas, 14 business centers and four industrial sites.

• Will provide housing to more than 30,000 people and employment for 1,000+ mainly unskilled workers,
predominantly from the local community.

Because the project is not expected to be completed until 2016, workers will have the opportunity for fairly long-term
employment, which is another potential social benefit of this investment.

Topaz Solar Farm – Renewable Energy and Climate Change
MidAmerican Energy Holdings Co (MidAmerican; a wholly owned subsidiary of Berkshire Hathaway, Inc.), supported the
construction of Topaz Solar Farms LLC, a 550 megawatt (MW) solar electric generation plant located in San Luis Obispo
County, California. Upon completion, Topaz will represent the largest-capacity solar electric generation facility in the country.

• Construction will occur over a three-year period, with substantial completion projected for February 2015 and
guaranteed by May 2015 under the EPC (engineering, procurement and construction) contract.

• Once completed, Topaz will generate enough power for 160,000 average homes while displacing 377,000 tons of
CO2 annually, which is equivalent to taking 73,000 cars off of the road.

Environmental approvals include a full remediation clause requiring Topaz to return the land to its pre-construction state
at the end of the project’s useful life, which is forecast to be approximately 40 years.

Four Case Studies: . . .

To better illustrate the potential investment opportunities that ESG themes like these may identify,
we next take a look at four issuers in these thematic areas, which include an affordable housing
project in South Africa, an international agency that provides vaccines to poor children, a California
solar farm and an environmentally responsible office building in New York City office building.
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influence aimed at achieving broader proactive social and
environmental improvements. By participating in these
opportunities, large investors can help to directly lower
the cost of capital for issuers, thereby increasing their
long-term viability and potential societal impact. This is
increasingly occurring in responsible investment as public
issuers, in an effort to diversify their funding sources, are
eager to meet the demands of an investor base hungry
for ESG-themed bonds. 

A Deepening Global Investment Pool
As the industry continues to evolve, with broader investor
interest and improved ESG research capabilities,
mainstream products and benchmarks are the standard
by which responsible investment strategies should be
measured. Returns for many SRI products are stacking up
favorably,2 helping to dispel one myth—that these
approaches are not competitive.

As more and more SRI global fixed income
opportunities come to market, having the knowledge and
expertise to evaluate these investments will become
increasingly important. Investors should look for partners
with experience and scale to carefully evaluate and invest
in these opportunities.

The material is for informational purposes only and should not be
regarded as a recommendation or an offer to buy or sell any product or
service to which this information may relate. Certain products and
services may not be available to all entities or persons. 

TIAA-CREF Asset Management provides investment advice and portfolio
management services to the TIAA-CREF group of companies through the
following entities: Teachers Advisors, Inc., TIAA-CREF Investment
Management, LLC, TIAA-CREF Alternatives Advisors, LLC, and Teachers
Insurance and Annuity Association. Teachers Advisors, Inc., TIAA-CREF
Investment Management, LLC, and TIAA-CREF Alternatives Advisors, LLC
are registered investment advisers and wholly owned subsidiary of
Teachers Insurance and Annuity Associations (TIAA).

Please note SRI strategies are subject to social criteria risk, namely the risk
that because social criteria excludes securities of certain issuers for non-
financial reasons, investors may forgo some market opportunities
available to those that don’t use these criteria.

compliance number - C14529

Footnotes:

1 PSI framework is a proprietary strategy developed by TIAA-CREF
Global Social & Community Investing Department and Global Public
Markets Team in 2007, and subsequently updated in 2012. In the
event that a security does not meet one of the potential pre-
qualification scenarios, the Global Social and Community Investing
team and the Lead PM will collaborate on reviewing the potential
investment’s ESG characteristics in greater detail

2 The 21st Century Investor: Ceres Blueprint for Sustainable Investing,
Appendix A

n

The International Finance Facility for Immunisation (IFFIm) – Community and Economic Development 
IFFIm was set up in 2006 to rapidly accelerate the availability and predictability of funds for the Global Alliance for
Vaccines and Immunisation’s (GAVI) immunization programs. GAVI is a partnership of the existing major players in global
immunization: the key UN agencies, leaders of the vaccine industry, representatives of bilateral aid agencies and major
foundations such as the Gates Foundation.

• IFFIm uses long-term pledges from donor governments, making large volumes of funds immediately available for
GAVI programs.

• This offers the predictability that developing countries need to make long-term budget and planning decisions about
immunization programs.

• IFFIm has transformed GAVI’s financial landscape, nearly doubling the alliance’s funding for immunization
programs.

Since 2000, GAVI claims to have prevented more than five and a half million future deaths by immunizing 370 million
additional children against leading vaccine-preventable diseases in the world's poorest countries.

One Bryant Park – Natural Resources
One Bryant Park is the first “Platinum” Leadership in Energy and Environmental Design (LEED) certified office building
in the US. One Bryant Park is considered one of the world’s most environmentally responsible high-rise office
buildings.

• The building conserves about 10.3 million gallons of water per year due to a combination of low-flow plumbing
fixtures and a “gray water” storage system. This savings represents a 50% reduction in water use.

• An on-site 4.6 megawatt cogeneration plant provides a clean and efficient power source for almost 70% of the
building’s annual energy requirements.

• An under-floor air system combined with 95% filtration results in clean air exhaust from the building, i.e., air leaves
the building cleaner than when it enters.

• Thermal Ice-storage tanks in the building’s cellar produce ice at night, reducing the building’s peak demand on the
city’s over-taxed electric grid.

. . . from South Africa to New York
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The responsible investment movement
continues to gain momentum as a growing
number of investment players integrate

environmental, social and governance (ESG) factors
into their decision making. While such analysis
historically has been applied to equity investment
processes, in recent years fixed income investors
have started to incorporate ESG factors in a more
consistent manner as well.

But what about sovereign bonds specifically? A study
by the McKinsey Global Institute shows that from 2007 to
2012, outstanding global government debt increased by
9.2 per cent, which was the equivalent of 21 per cent of
the US$225 trillion in global financial assets.2 For this
growing asset class, the question many are asking is: How
can investors use ESG information to enhance the
assessment of a country’s creditworthiness?

Recent Developments
Following the financial crisis of 2008, many industry
players have sought a better
understanding of sovereign risk and
the related effects on overall portfolio
returns. As part of this trend towards a
broader analysis of risk, some investors
have looked to incorporate ESG factors
into their models as a means of
enhancing their understanding of
country risk factors.

Sovereign bond risk is not
determined merely by public budgets
and policies, but is believed to be
correlated to other socio-economic
factors, which can be viewed as a
measurement of national stability. 

ESG and
Sovereign
Bonds: The
Next Frontier?

“Following the
financial crisis of
2008, many industry
players have sought a
better understanding
of sovereign risk and
the related effects on
overall portfolio
returns ”

by Wilco van Heteren, Director Research Products at Sustainalytics1

Figure One: Breakdown of financial stock based on a sample of 183 countries.

Source: McKinsey Global Institute
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For instance, a country’s public budget can be viewed
as an indicator of the government’s stability and its ability
to manage the overall health of the country. But if the

country’s corruptive culture prevents
proper administration of the budget
then investors may incur additional risk
that is difficult to quantify. Or, as we’re
seeing in some emerging markets,
inadequate environmental policy can
lead to high levels of air pollution in
densely populated areas, which in turn
can lead to knee-jerk political responses
– the result of which sometimes is a
shut down or scaling back of those
generators of national economic
growth. 

Investors’ approaches to assessing the
creditworthiness of countries are varied – from screening
out poor performing or sanctioned countries (e.g. North
Korea, South Sudan) to assessing the risk levels or impact
of particular ESG factors. Recognising this trend, in 2013
the PRI’s Sovereign Fixed Income Working Group
published Sovereign Bonds: Spotlight on ESG Risks, a
report examining ESG materiality within fixed income
investments. Through consultation and research, these
investors are working to develop analysis that goes
beyond that of the traditional credit rating agencies and
to develop ESG-based models to assess investment
opportunities in sovereign bonds.

Clearly there is value in incorporating ESG factors
into fixed income investment processes, but a variety of
issues remain to be addressed, including two inter-
related and fundamental questions:
1. Which ESG issues are most relevant for a country’s

sustainability profile?
2. How does a country’s sustainability profile overall

influence its creditworthiness?

A Closer Look
Which ESG issues are most relevant for a country’s
sustainability profile? The short answer is that this
remains a work-in-progress. The reality is that rating
agencies and investment managers use a wide array of

data from different official and
recognised sources. As Laurence
Devivier, Senior Analyst, Responsible
Investment at AXA Investment
Managers explains, “[t]he AXA model
uses a variety of economic and ESG
data for all countries such as GDP, CO2
per inhabitant, and Human
Development Index indicators
(demographics, wealth, social
inclusion, labour market conditions,
education levels and facilities).”

Integrating environmental factors
into sovereign bond investing might be

counter-intuitive at first, as environmental management
performance often moves in the opposite direction of a
country’s economic development (e.g., intensive resource

use is often a sign of industrial development, which has a
positive impact on credit ratings). However, over longer
time horizons unsustainable resource management could
increase the risk of destabilising factors such as resource
scarcity, social unrest, inequality, or corruption, and, in
Sustainalytics’ opinion, should be considered in country
analysis. On the other hand, Devivier comments that
certain environmental indicators do not appear to be
material. “For instance CO2 is not well correlated with a
country’s credit worthiness,” she says, “[t]hus, if
materiality was the main component of our model, we
would not retain the CO2 or GHG factors…”

But how about the related, and arguably more
important, question: How does a country’s sustainability
profile overall influence its creditworthiness?

Work continues on a number of levels to evaluate
whether or not macro-social factors can impact credit
ratings or increase the risk of a downgrade. Drilling
down, Sustainalytics has identified 
several notable examples that appear to
illustrate how an individual company’s
management of ESG factors can impact 
a country’s economy and credit rating.3

The Rana Plaza factory collapse in
April in Bangladesh has been well
documented. Almost 1,200 lost their
lives and 2,500 more were injured,
making the incident one of the deadliest
industrial accidents in modern history.
But how does the building collapse relate
to the relevance of ESG factors in
sovereign bond analysis? In the case of
Bangladesh, Sustainalytics’ sovereign bond research
shows that the country scores poorly on governance
indicators such as corruption, human development
standards, and regulatory quality (which measure the
ability to formulate and implement regulations). What is
also undeniable is that the Rana Plaza collapse generated
significant social unrest within the country, widespread
global condemnation and economic backlash abroad,
and, in turn, exposed sovereign bond investors in
Bangladesh to the risk of a credit downgrade. 

The example of a work stoppage at Lonmin plc’s
Marikana Mine in South Africa goes one step further. In
August 2012, a wildcat strike quickly escalated due to
conflicts between competing unions. Subsequence
violence led to the death of more than 40 miners,
security force personnel and police, in addition to scores
of injuries. While this event happened suddenly and
unravelled quickly, it materialised within a cauldron of
socio-economic strain related to South Africa’s poor
labour rights and labour relations, and low socio-
economic equality. The Marikana incident resulted in
credit downgrades from Moody’s, Fitch and other
agencies in Q4 2012 and Q1 2013.4

While ESG analysis cannot predict a specific event
such as a factory collapse or wildcat strike, ESG metrics
can help increase investor awareness of country-specific
risks and can help investors avoid or reduce their
exposure to countries where incidents of this nature are

“Sovereign bond risk
is not determined
merely by public
budgets and policies,
but is believed to be
correlated to other
socio-economic
factors ”

“Work continues on a
number of levels to
evaluate whether or
not macro-social
factors can impact
credit ratings or
increase the risk of 
a downgrade ”

“over longer time
horizons unsustainable
resource management
could increase the risk
of destabilising factors
such as resource
scarcity, social unrest,
inequality, or
corruption ”
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more likely to occur. Of course the challenge is to identify
and prove the predictability of ESG issues as leading
indicators, as opposed to looking in the rear-view mirror.

In that regard, the challenge of time horizons rears
its ugly head just as it does in other asset classes. It’s
often difficult to find a link to the materiality of a
particular ESG factor over the short term. However, over
longer time horizons large scale issues, such as climate
change or resource use and management, could have a
significant impact on a country’s stability; and therefore,
should be considered as potential risk factors.

Another example is governance, where investors are
beginning to find material links to credit worthiness. The
global financial crisis has prompted investors to look
more carefully into corruption, which shows signs of
being a leading indicator. The correlation between
governance factors and countries’ credit ratings is
highlighted by Transparency International’s Corruption
Perception Index (see below), and supported by Devivier
who states: “By looking at governance criteria you can

already see signs of crisis, especially for Greece or even
for Italy, through governance deterioration. Governance
deterioration was a common trend in the Eurozone,
especially within the peripheral countries which suffered
during the crisis.” 

What’s Next?
Like all things associated with responsible investment,
interested stakeholders will continue to seek a better
understanding of the links between ESG and sovereign
risk. Whether those efforts will be championed by the
credit agencies 
(which have only started to include governance factors
into their rating models), ESG sell-side firms, leading-
edge investment managers, or by long-term-oriented
asset owners is yet to be determined. In this case, the
best recipe for success probably lies in having as many
cooks in the kitchen as possible – in other words, all
parties continuing to gather for discussions and debate
within networks such as the PRI.

Figure Two: Control of Corruption versus Foreign Credit RatingSource.

PRI, Sovereign Bonds: Spotlight on ESG Risks (2013)

Footnotes:

1 The author gratefully acknowledges the assistance of Kenneth Bergsli-Hansen, Associate Analyst and Philip McKellar, Analyst at Sustainalytics in the preparation of
this article.

2 Global Capital Markets 2013, McKinsey Global Institute, p. 2.

3 More analysis is required to determine how corporate behaviour impacts a country’s economy, its sustainability profile and, in the end, its creditworthiness. Of
related interest is the question: How does a country’s sustainability profile relate to the performance of companies that have operations in that country?

4 The conflict’s investment relevance should not have come as a surprise, given that mining accounted for six per cent of South Africa’s GDP in 2011 and 60 per cent
of its exports at the time. See “A debate that will persist,” The Economist at: http://www.economist.com/node/21541040. 

AAA

AA

A

BBB

BB

B
• Greece R2:0,61

• Romania

• Hungary • Portugal

• Ireland

• Slovenia

• Poland
• Slovak Republic

• Czech Republic • Estonia
• Belgium

• Austria
• Denmark

Finland
•• Germany

• France

Transparency International’s
Corruption Perception Index

3 4 5 6 7 8 9 10

S&
P 
FO

RE
IG
N
 C
U
RR

EN
CY

 R
AT

IN
G
 (
20

12
)

• Spain

• Italy

• Lithuania

< High corruption Low corruption >

Bulgaria •

UK •

Latvia •

n



FEBRUARY 2014

31

www.responsible-investor.com

Over the past year the ESG department and
the fixed income team at Unipension – a
Danish labor market pension fund with

approximately EUR 14bn of assets under
management – have worked closely together to
develop an approach to implementing responsible
investment in sovereign bonds. The heart of the
matter is the task of merging responsible
investment guidelines into everyday portfolio
management. Holding approximately EUR 1bn in
Emerging Market Debt (EMD), this area is of high
priority to Unipension, not only from a financial
perspective but also from the perspective of the
fund beneficiaries who are individuals with a
higher education. They express a strong
preference for allocating their funds in a
responsible manner, taking into account
Environmental, Social, and Governance (ESG)
considerations.

As part of a small investment unit located in
Denmark, the Unipension Fixed Income (UFI) team has
outsourced the management of EMD securities to a
number of global investment managers having the
required analytical scale and depth to cover the market.
These managers undertake security selection and
bottom-up portfolio analysis subject to the current
macroeconomic environment. UFI oversees the overall
top-down management of the total EMD portfolio in
combination with the other sub-portfolios within the
universe of Fixed Income. However, external security
selection poses a challenge to how UFI ensures that
investments are indeed carried out in a responsible
manner according to particular responsibility targets,
without significantly limiting the managers’ flexibility
when investing. Limitations can have adverse
consequences for the ability to create outperformance,
not only if the managers face an excessive list of
countries for exclusion, but also if the ESG related views
on countries are not well-considered and relatively stable,
fluctuating substantially over time (e.g. intra-year).

For an institutional investor, the first task in
responsible investment is the basic question of how to
define responsible investment. In doing so, preferences
of the fund beneficiaries need specification, and a
mapping of these into investor decision making has to
be put in place. In order to reflect these preferences as
accurately as possible, Unipension has recently
conducted a member surveys to study the preferences
and priorities of the fund beneficiaries.
A prior survey was made a few years
ago and thus updated and refined
with the latest study. Taking this
thorough approach in order to
understand the preferences of the
beneficiaries is quite extraordinary in a
sector where responsible investment
takes many different formats which
may be more or less compatible with
the actual view of the owners of the
funds.

UFI carries out manager selection,
defines investment guidelines, and monitors relative
performance, all of which steers the total portfolio
interplay conditioned on the macroeconomic
environment and current financial themes. Importantly,
UFI is responsible for ensuring that Unipension’s
responsibility targets are met: consistency across
managers is crucial and UFI effectuates norm based
disinvestment decisions on the back of ESG related
concerns and evaluations made by the Unipension ESG
department. However, norm based disinvestment only
rarely becomes relevant as investment managers are
mostly on the forefront with irresponsible behavior of
sovereigns due to its contagious effects on financial
conditions, thus having seen the investment case
deteriorate. 

The external investment managers’ analysis of a
prospective investment is based on an integrated view of
financial risk, expected return, current investment
environment, and characteristics of the present portfolio.

Responsible
Investment in
Sovereign
Bonds 

“For an institutional
investor, the first
task in responsible
investment is the
basic question of
how to define
responsible
investment ”

Pernille Jessen, PhD, 
Fixed Income Portfolio Manager, Unipension
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Analyzing investment risks also comprises ESG-risks
having a direct or indirect effect on creditworthiness,
e.g., institutional strength, political stability, risk of
social unrest, corruption, and derivatives hereof. A large
part of the ESG risk universe is thus already integrated
into the investment decisions made in relation to a given
country.

Unipension is currently finalizing a due-diligence
process in order to hire an ESG specialist to provide

specified services related to processing
ESG data. The specialist collects and
analyses ESG data from acknowledged
sources and performs continuous
monitoring of each country as well as
interprets and monitors international
sanctions. This ESG analysis has a
broader context compared to the risk
analysis conducted by the investment
managers since the latter limits the
study to consider factors which with a
reasonable probability will affect
security performance and sovereign
creditworthiness. The ESG specialist
delivers a full ESG performance ranking

of the countries in the specified investment universe
using a quantitative weighting system approved by
Unipension such that preferences are reflected in the
best possible way and importantly, transparency is kept
intact. The ESG specialist also provides an ESG risk
summary for each country and a list of highly

problematic countries recommended for exclusion on
the basis of criteria defined by Unipension. Exclusion
happens either due to international sanctions or in the
wake of serious ESG risks emerging. Notably, the ESG
specialist also delivers a watch-list of highly vulnerable
countries which due to negative trends are at risk of
moving into the set of countries subject to exclusion.

The UFI team follows the watch-list countries closely
benefitting from synergies in comparing information,
views, and opinions from the ESG specialist and the
external investment managers. The latter are by
definition forward-looking in their analysis while the
ESG specialist may have a tendency to be backward-
looking due to the natural lag in data. The dialogue
with each manager is systematically recorded such that
ESG related decisions can be documented and easily
replicated at a later point in time. In case a manager
wishes to increase a position in a watch-list country, UFI
needs to take action in deciding whether it makes sense
in relation to the responsibility targets of Unipension. 

In summary, using customized ESG data evaluation
provided by a specialist, norm based exclusion decisions
are carried out in-house by UFI in close cooperation with
the ESG department. Preferences for responsibility of the
beneficiaries are mapped out and characterized
carefully, and they feed into an investment process
designed to be transparent, credible, and preserving
consistency across managers. Watch-list countries are
followed closely comparing market related and ESG
focused information. 

“Unipension is
currently finalizing a
due-diligence
process in order to
hire an ESG
specialist to provide
specified services
related to processing
ESG data ”
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Figure 1. Unipension tentative process for responsible investment in sovereign bonds
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