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At Candriam, we believe investments
should consider the environment.
That's why our experts develop stra-
tegies to invest in companies which
are acting responsibly. We work with
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through sustainable practices.
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SUSTAINABLE DEBT

Investors and conservationists have found common ground. In
March, the World Bank raised $150m (£120m) to help save black rhi-
nos in South Africa from extinction. The Wildlife Conservation Bond,
known as the “rhino bond”, is quite an innovative product in that the
returns are performance related. So, the more black rhinos there are,
the more money investors earn.

The rhino bond shows how the debt markets are evolving. There was
a time when looking at a bond, investors asked: how much does it
pay? And how likely is the issuer to pay it? Now they also want to
know what its carbon footprint is. How is it going to protect the planet
or improve equality? In short: sustainability is no longer limited to
equities.

The emergence of bonds specifically labelled green, sustainable,
social or blue, has made such investing easier. Yet more than half
(57%) of the average institutional investor portfolio in Europe is
exposed to the bond markets, according to Mercer. There simply is
not enough supply of green labelled bonds to meet demand. Pension
schemes and insurers are, therefore, having to look for traditional
bonds with positive environmental or social credentials that offer a
suitable risk-return profile.

The rhino bond is certainly funding a good cause. Yet it may not be
for every pension fund in that there are no potential returns until the
bond matures in 2027, but it is a sign of how radical issuers are
becoming when it comes to closing the funding gap to build a sus-
tainable future.

The following pages of this supplement look at how investors are fac-
toring sustainability into their debt portfolios as demand for greener

portfolios is growing.

Mark Dunne

m.dunne@portfolio-institutional.co.uk
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SUSTAINABLE DEBT

The size of the sustainable bond market in 2021,
45% higher than in the previous year

Source: Refinitiv

...of bonds issued in 2021 were labelled sustainable

Source: Refinitiv

The number of sustainable investment funds globally at the
end of 2021, thanks to 266 new launches in the fourth quarter

Source: Morningstar

The rise in emerging and frontier market ESG-labelled debt
issuance during 2021 at $230bn, up from $75bn in 12 months

Source: Institute of International Finance

The projected size of the sustainable bond market in 2022
Source: S&P Global

The estimated annual size of the green bond market by 2025

Source: Climate Bonds Initiative

France is the largest sovereign issuer of green bonds in Europe,
almost double the €24bn raised by Germany

Source: Capital Monitor
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Senior vice president, manager research
Redington

Christoforos Bikos is responsible for manager
research and selection in liquid and semi-
liquid fixed income strategies. Before joining
Redington in 2015, he spent three years in
manager research at Towers Watson and was
previously a researcher at the Aristotle Univer-
sity of Thessaloniki in Greece.

He has served in the Hellenic Air Force and
has studied in Macedonia and London.

= -

A

Principal, fixed income manager research
Mercer Investments

Lewis Emmons is a principal in Mercer’s fixed
income research team. He researches public
market bond strategies and is a member of
the benchmark agnostic and liability-driven
investment research committees.

Emmons joined Mercer in 2008 from Moody’s
Investors Service where he was a financials
credit analyst. Before joining Moody’s, he
was an emerging market sovereign analyst at
Informa Global Markets specialising in Latin
America and Central Europe. He began his
career in the structured capital markets team
at Barclays Capital.

Global head of fixed income
Candriam

Nicolas Forest became Candriam’s global
head of fixed income in 2013, joining the
firm’s executive committee three years later.
He is responsible for the fixed income strat-
egy and global bond funds as well as co-man-
aging the total return funds. Forest started
his career as assistant structured products
manager at CDC-Ixis in 2003, before joining
Candriam in 2004 as a money market fund
manager. In 2008, he was appointed head of
the rates strategy.

Investment manager,
financial investments portfolio
Grosvenor Family Office

Henrietta Gourlay has been an investment
manager at Grosvenor Family Office since
2018. Her previous roles have included run-
ning the high-yield sales desk at Mizuho and
spending a decade investing in high-yield
bonds in Europe and Asia. She started her
career at Mercury Asset Management in 1999.

Senior portfolio manager
Border to Coast Pension Partnership

Daniel Loughney is a global multi-sector fixed
income portfolio manager currently specialis-
ing in developed and emerging market bonds.
He has more than 25 years’ experience of
asset management, during which time he was
head of institutional sovereign fixed income
at Legal & General, head of emerging market
debt at West LB and senior vice president,
head of EMEA rates and currency at Alliance-
Bernstein.

Fund manager,
head of environmental solutions
Jupiter Asset Management

Rhys Petheram joined Jupiter in 2006 hav-
ing worked as an analyst at Towers Perrin
Australia. Prior to that he was a utility-focused
credit analyst at Moody’s Investor Services.

Chair of trustees,

investment committee member
Several pension funds

il

Mark Thompson has been investing on behalf
of pension schemes for more than 35 years
and currently works for the retirement funds
sponsored by UBS, M&G and Lloyds. For
almost a quarter of a century, Thompson held
several senior investment roles at Prudential,
which included being a trustee of its pension
scheme. He then spent eight years as chief
investment officer of HSBC’s UK pension
scheme.

ESG credit analyst
Phoenix Group

Katie Yu is the main gatekeeper for fixed
income in Phoenix’s ESG investments. She
joined the insurer in late 2021 after spend-

ing four years as a corporate credit portfolio
manager at DWS, where she was responsible
for non-discretionary client portfolios with a
focus on investment-grade corporate credit
and global convertible bonds.

Yu has also been an equity research analyst at
Standard Chartered.
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There was once a time when bond investing was considered straight-
forward and uneventful. Times have changed. Today there is a new
approach in deciding which companies and governments you lend your
money to. It is all about benefiting the planet and society, not just earn-
ing a desired return.

Sustainable debt




We sat down with pension schemes, an insurer, asset managers and

consultants to find out how institutional investors are navigating the

debt markets to meet their sustainability targets while generating the
secure returns they need to pay their members’ benefits. The discus-
sion starts on the next page.

Sustainable debt
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Henrietta, at a roundtable we hosted last year you said that
despite building sustainable portfolios you do not invest in green
bonds. Has that changed?

No. I need more reassurance that the money
we invest will be used properly.
My biggest concern is that while green bonds are ringfenced
for certain projects, if an issuer gets into financial trouble the
proceeds could be used to pay a debt.
Investment banks should get more involved by implementing
stronger controls, while the rating agencies could take more of
a stance. For example, a bond losing its sustainable rating
should impact the issuer’s rating. You need proper buy in for
that, but it isn’t there. That's why I'm cynical.

Henrietta is right to be cynical. The frameworks
used in the green bond market are loose. There is no definition
of what is green and only 20% of green bonds are certified.

To get comfortable with investing in green bonds there has to
be a verification process alongside an assessment of the issuer.
Itis all about the issuer’s journey. The green bond connects the

dots between where they are and where they want to get to.

So, this is how you avoid greenwashing?

A big chunk of our universe is weeded out. Some sec-
tors are more guilty than others, such as property, which is
challenging.

Sustainable bond issuance reached $itrn
(£816bn) in 2021. If we continue like that, the market will be
worth $5trn (£4.1trn) by 2025.
Then there is the Sustainable Finance Disclosure Regulation
(SFDR). A year after it was implemented, €4trn (£3.4trn) of
capital in Europe follows articles 8! and 92.
We have to invest in green bonds, but it is a huge market,
which makes it difficult to identify the best ones. So, there is
value in an ESG analysis of the issuer and a good use-of-pro-
ceeds analysis.
This is not just about following the Green Bond Principles, but
to check if the bond is consistent with what the issuer says as
well as to monitor the reporting and the KPIs.
This is the beginning of a decade of expected higher green and
social bond issuance. Rating agencies are not enough. A good
active fund manager is needed to select the best green bonds.

A key lever you can pull to relieve this anxiety is to tell
the issuer how you want their company to change and agree
the ESG or climate KPIs before they come to market.

That should come from the syndicated banks. Individ-
ual bond investors, even institutional investors, do not have
any power. It needs to come from the top.

On the use of proceeds point, it just takes one sentence — “...
and general corporate purposes” — for an issuer to use it for

something else.

8 Sustainable debt

The first pillar of green bond
analysis is issuer analysis.

Candriam

We have spent a lot of time with asset man-
agers discussing SFDR and Article 8. My perception is that
application of this regulation depends heavily on the compli-
ance department.

It is a tick box exercise rendering the Article 8 — and any SFDR
classification — useless for the vast majority of Article 8-compli-
ant funds.

The green bond market is oversubscribed, so you are buying
green bonds for a higher price than a standard bond from the
same issuer. Why would I pay $uo for a green bond when I
could pay $100 for a standard with identical characteristics —
maturity, duration, coupon — from the same issuer especially if
with the green bond credentials point to an issuer that moves
towards the right direction?

The majority of SFDR-compliant funds are forced buyers of



green bonds, which will continue to give the market a bad
name.

Petheram: The green bond market was created to close the
financing gap. The point is to get investment into the technol-
ogies needed to make this transition. So, when considering
paying 10obps or uobps, the question is: what is the issuer
doing from an investment perspective? That is going to become
increasingly important.

The funding needed to make the transition on climate change
is enormous. So, the capital potentially coming to market could
be considerable and even out the supply-demand in balance.
Forest: Coming back to the point about the greenium, in Euro-
pean investment grade it is between 2bps and 5bps. The aver-
age spread is close to 130bp, so I do not see the problem of hav-

ing such a greenium, depending on the issuer.

Bikos: That is a snapshot in time and markets change. In 2021,

the greenium was negative but over the long-term as more
issuers enter the market, I expect this to self-correct.

Lewis Emmons: This is a great opportunity for active managers.
The points made about the challenges of identifying the use of
proceeds in the green bond space and understanding and eval-
uating KPIs in the sustainability-linked bond space goes to the
importance of doing your own analysis, of evaluating manag-
ers who not only have access to the raw data but understand
how to utilise and apply it.

Daniel Loughney: For now, you need a strong research bench to
be a good sustainable bond investor. We are looking to set up a
fund and on the investment grade side and we will likely bring
in external managers to do that research.

Trying to square that circle and jump a few years ahead, Europe
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has developed standards to help small investors buy covered
bonds. They have been developing a green bond standard for
some time. It is well advanced and when it comes into effect
the authorities will bring in outside people to monitor it, such
as S&P or Moody’s. That will allow smaller investors, who do
not have the research capability, into the market.

We will get the supply — the $6trn (£4.8trn) or whatever we
need — which will coalesce with better regulation allowing
smaller investors into the market and compressing the
greenium.

That is the roadmap we are heading into, but from my experi-
ence of covered bonds, setting out to get a label takes five to six
years.

Mark Thompson: I come at this from another angle. I want my
bond funds to be sustainable, I do not necessarily want a sus-
tainable bond fund.

As a fiduciary, I have to make a good return. Therefore, I expect
my bond managers to assess the credit worthiness of the issuer,
taking into account all of the risks and opportunities pertain-
ing to that issuer. But I will never tell my bond managers to buy
green bonds, no matter the premium. My objective is to save

pensions, not the planet.
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However, if you incorporate the risks and opportunities in
assessing the credit worthiness of the issuer, and the manager
is doing it well, then you end up on the right side of the angels,
as opposed to starting with: “I want to save the planet.”

I do not know any pension scheme that only wants to invest in
green bonds.

Forest: The regulation will change. There are a lot of possibili-
ties to promote green bonds in pension funds with tax
incentives.

Thompson: That has not happened in the UK yet. I do not feel a
UK trustee board would go against their fiduciary duty of get-
ting an appropriate return just to invest in green bonds. Hav-
ing said that, it does not mean you cannot achieve an appropri-
ate return through green bonds.

The label of green is tricky. Some bonds are not labelled green
but are green. We need more of an understanding as asset
owners about what the fund manager is doing and why they
are doing it.

Stewardship is important, too. You cannot do the stewardship
part without thinking about how you are doing it from an

equity perspective. The equity and bond parts have to come

together.




How easy is it to build a sustainable debt portfolio if you are not
looking at green bonds?

It is not easy, but it depends what type of bond port-
folio you are putting together. Increasingly, defined benefit
schemes are looking for buy-and-maintain credit mandates.
So, it is about deciding what universe you want your manager
to fish in. That is going to pull you towards companies which
are more sustainable in the long run and, therefore, your port-
folio will move in that direction.

As an asset owner, I do not tell the fund manager what to do. I
set the parameters for them. [ worry about labels because they
can have unintended consequences.

This is an important point. If you look at most buy-and-
maintain mandates, due to the way the market is structured,
they have a lot of utility exposure. Utilities look bad on a CO2
emissions basis, but they have made strong commitments to
change.

Forget about the label, it is about the direction of travel. As long
as we can hold them accountable and issuers can demonstrate
a clear plan of action we will support their plans.

Mark made an interesting point around the different

approaches institutional investors are taking to build sustaina-

My biggest concern is that
while green bonds are
ringfenced for certain projects,
if an issuer gets into financial
trouble the proceeds could be
used to pay a debt.

Grosvenor Family Office

ble portfolios. In the fixed income space, everyone understands
the importance of good ESG integration as a risk management
tool. It is different from the equity space, where it is more
about upside capture. The asymmetry in bond markets means
that it is predominately about longer term risk management.
The evolution we are seeing today in the sustainable space is
just an extension of this.
Every client will have different priorities, but it should not be
about giving up returns. Good, solid ESG integration is the
minimum standard people should focus on as a risk manage-
ment tool.

ESG integration started with excluding controversial sec-
tors. Now we are thinking about ESG scores.
But the major focus we have as an asset owner is meeting our
net-zero goal and how that is reflected in our fixed income
portfolios. Climate risk is key when focusing on this space and
green bonds could be a climate-solution investment.
For the majority of the portfolio, we should have a common
framework for investing in the climate KPIs we are looking at
to harmonise our investment approach.
For example, there are more sustainability-linked bonds today
and each has different clauses, so we need a common frame-
work to assess them. There needs to be regulatory changes on
the sustainability-linked bonds side.

Green bond is not just a label. We decided to finance a
project with a clear KPI, to accompany a specific issuer in their
transition.

So, if an issuer has a green bond and a traditional
bond, which have the same duration, but the green bond is
more expensive, as a fiduciary, should I buy the green bond?

It goes back to fundamental research. Ask why there is a

basis point difference between bonds with the same maturity,
duration and credit rating.
Perhaps, investors put credentials on these green bonds as,
given their dialogue with the company, they understand the
ESG strategy. If you believe in the strategy and believe there is
an opportunity for value creation, there is an incentive to put
money into that bond.

Where is the value creation coming from because it
is the same issuer?

I agree with what you say from a buy-and-maintain per-
spective, but benchmark and absolute return investors could
make money from selling their green bonds, if the market is
strong.

So, for buy and maintain, there is a problem, and that is why I
expect a tax change to create an incentive to invest in green
bonds.

So, a tax will change the way a fiduciary assesses
green bonds?

There is some interesting analysis in the US and Europe

Sustainable debt 11



on investors who receive tax credits from green bonds instead

of interest payments. The government could introduce some-
thing like that.

For our Ecology funds, we focus on issuers we feel
are delivering these solutions. If a company is issuing a green
bond alongside a conventional bond and that issuer is offering
those solutions, I will buy the bond that is better value.
Vodafone, which did not pass our green bond framework,
issued two conventional and a green bond on the same day
with no pricing difference. The money goes into the same bank
account.

Fast forward 12 months, you probably will find reporting
advantages from the green bond market as the UK Taxonomy
comes in.

Tax advantages make more sense to me. What is the
objective of better reporting?

We have talked about labelling, the point of which is

12 Sustainable debt

to identify green investment activity and
avoid greenwashing. It was not about transi-
tioning companies. It was about how we ena-
ble those companies to transition as an
investment activity.
This is what the EU and UK taxonomies are
designed to identify, to facilitate the flow of
funds into that activity. So, we all have to
report on how our funds are delivering on
that investment activity.
That is where green bonds could come into
favour from that perspective. Rightly or
wrongly, we will be able to report a number
based on the projects rather than a company.
For our impact reporting, we want to present a
number of investing activities for the bond,
and outside of the bond here is the number for
the corporate. It is up to the individual investor
to decide where they sit on that spectrum. It is
right to give them those numbers, but you do
not see that in any green bond report.

More transparency is better.

Why didn’t Vodafone’s bond pass
muster? s it because it is not actively helping
the environment?

One of my other issues when looking at a
green fund is that they have a couple of bonds
which are pro-actively trying to help the envi-
ronment and then bonds which are neutral in
that they are not harming the environment.
For us, when we sat down with
Vodafone, it came down to intentionality. I
have looked at telcos for 15 years and not one
has said they are building a network upgrade for the environ-
ment. Now, suddenly, they are.
It is about increasing bandwidth and data usage. From a social
perspective it is quite interesting, but the intentionality was not
there from a green perspective.
It is also controversial to claim that network upgrades are more
efficient and save energy. Network upgrades encourage people
to use more data.

I have a big issue with companies like Meta. The
impact on the environment is almost Scope 23, it is not direct.
Would green bond funds consider that?

Put it this way, I see telcos throughout my competitor

funds.
The first pillar of green bond analysis is issuer analysis.
Then we make a use-of-proceeds analysis. We need consistency
between what an issuer says and what they are doing with the

green bond to avoid greenwashing.



50% OF GLOBAL GDP
DEPENDS ON NATURE.
A NATURAL BOND SCAN ME

JUPITER GLOBAL ECOLOGY BOND

Through thoughtful, active decision-making, we believe it is possible to give
investors an edge, and the planet a chance. We launched the Jupiter Global
Ecology Bond fund in recognition of the symbiotic relationship between a
healthy natural environment and long-term investment returns, building on
our long and successful track record in the management of sustainable solutions.
We call this human advantage ‘the value of active minds’. To discover more
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As with all investing, your capital is at risk. ASSET MANAGEMENT

For investment professionals only. Not intended for retail investors. Past performance is no guide to the future. This advert is for informational purposes only and
does not constitute investment advice. The fund is a sub fund of the Jupiter Global Fund SICAV, a UCITS fund incorporated in Luxembourg. The Key Investor Information
Document and Prospectus are available for download from www.jupiteram.com. *Source: The climate warming stripes graphic depicts annual mean global temperatures
(1850-2018, from World Meteorological Organization data). The graphic represents Jupiter’s firm-wide, public commitment to playing its part in actively addressing one of the
greatest challenges facing our planet. Credit: climate scientist Ed Hawkins, University of Reading, UK. Use of the graphic does not imply endorsement of any product or
service by its creator. Graphic used under licence: Creative Commons — Attribution-ShareAlike 4.0 International — CC BY-SA 4.0. Issued by Jupiter Asset Management International
S.A. registered address: 5, Rue Heienhaff, Senningerberg L1736, Luxembourg, authorised and regulated by the Commission de Surveillance du Secteur Financier. JAM02156-003-0122




To answer your question about green bond funds, Candriam
targets the Sustainable Development Goals. For all green and
social bonds, we can see how we identify and target specific
sustainable development goals with different projects and KPI.
For that we need clear transparency and reporting. If we do not
have that, we will not invest or will start an engagement with
the company.

Gourlay: How do you deal with conflicts? The environment is
important and in the West we are rich enough to have luxury
and not think about it, but in parts of Asia, where the world’s
carbon footprint is coming from, the S is more important.
How would you deal with a coal company, for example, where
if you do not fund it, lots of people could lose their jobs? It is
good for the E but not the S.

Forest: That is a challenge when you have to invest in emerging
markets. We have to be creative in selecting issuers. We could
also invest in social bonds.

There are also working groups. In Indonesia, for example,
there is an investor group which has a dialogue with compa-
nies concerning deforestation and the government. Candriam
is working with the asset managers which are part of this
organisation to make an impact.

Emmons: Green, sustainable and environmental are also about
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the transition pathway. While it is fair to say that certain parts
of the emerging world generate a lot of emissions, it is perhaps
true that parts of the developed world have been doing that for
longer and may be outsourcing their carbon footprint. It is dif-
ficult when you talk about China and other countries outsourc-
ing their carbon footprint. It comes back to the need for trans-
parency, strong independent research and raw data to identify
idiosyncratic risk and where the best opportunities are. It is not
enough to assume that carbon emissions are weighted towards
a particular geography or sector, in-depth analysis needs to be
conducted.

Thompson: We haven't talked about stewardship being harder in
the bond world. For me, it is about how we, as asset owners, put
pressure on our fund managers to engage with issuers to see
how they are progressing over time. If you have labels, such as
green bond, it helps, but it doesn’t get away from the pressure
you can still apply as an asset owner on those issuers.

It could be a case of a bond being issued which is not labelled
green but knowing from your stewardship that the issuer will
use the proceeds to make themselves more sustainable.

Forest: In 2020, Candriam started an engagement framework
for high-yield issuers. We want to invest in high-yield sustain-

able debt, which is a challenge.

You need a strong
research bench to be a
good sustainable bond
investor.

Daniel Loughney, Border to Coast Pension
Partnership



| do not know any
pension scheme that
only wants to invest in
green bonds.

Mark Thompson, a trustee/investment
committee member of several pension funds

The idea was to identify two types of issuer. One is having a
lack of disclosure about indicators and no ESG score and then
another is a bad ESG score. An issuer can have a bad score
because of poor transparency. We have started to engage with
German companies, for example, to improve the transparency
of their reporting. Thanks to that we are more comfortable
investing in their bonds.

Petheram: I lead a mixed asset team, so equity, fixed income and
multi-asset funds. We all come together to plan our engage-
ment strategy for the year.

In the UK, it is now part of the Stewardship Code that fixed
income investors have to engage. But it is not part of the Cor-
porate Governance Code. It is a two-way street, right? Compa-
nies need to have to engage with you. So, there are still hurdles
and barriers.

Thompson: You are talking about codes, but if it just makes
sense, you do it.

Petheram: You have to be realistic about the efficacy in certain
sectors and choose your battles. So, which companies and
countries could I effectively engage with?

70% of the investment required to meet our climate goals has
to be in emerging markets. It is going to be a big part of our
funds, so how do traditionally developed market-focused funds
deal with that.

I find it amazing that Egypt’s green bond was hoovered up by

sustainability funds despite the human rights violations.

That didn’t feel right. We did not have a framework to engage,
so we have built one using the UN’s Global Compact initiative
and we screen out governments we feel we cannot engage with.
Emmons: Engagement is key. A manager will not achieve a high
ESG rating if they cannot show evidence of strong engage-
ment. Just integrating ESG is not enough.

There has been a step change in the extent to which fixed
income investors can engage. It used to be the purview of the
equity investor.

These days there are many examples of how fixed income
investors can engage with an issuer, but it varies between asset
classes. In the government bond space, you could argue it is
easier in certain emerging markets to have influence, particu-
larly if you have size and scale. You can also have influence in
some of the more nuanced sectors of the market.

You tend to have most influence in credit, and it can differ by
sub-asset class. There can be a differential between investment
grade and high yield. You might argue that you have more
influence in the high-yield market. It is a topical point but cer-
tainly engagement is essential.

Loughney: On engagement, are active sustainable investors get-

ting together as industry groups?
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Forest: When we want to engage with a government issuer, yes.
Petheram: There are legal constraints, which have been a mas-
sive barrier for a long time. There are a few, but it is early days.
Forest: Engagement has become the focus and this is only the
beginning.

Petheram: Where the market could do better is in improving the
frameworks. The Green Bond Principles, for example, is a
group of investors, issuers and non-government organisations.
Investors have not formed a good enough group themselves to
improve the rigour of those frameworks.

Yu: An engagement can take three years minimum to make an
impactful change. It is a long and heavily-resourced activity.

A way that small asset managers can take advantage is to not
just rely on the asset managers, but also leverage on the ESG

data providers. ISS [Institutional Shareholder Services], for
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example, has a collective engagement programme. When they

engage with companies about the ESG perspective, it will
include questions from asset owners in the engagement pro-
cess. Investors can then track what improvements the company
has made.

Thompson: Engagement has certainly grown on the bond side,
but to the fund managers among us: are you getting pressure
from the institutional investors to engage more or is it some-
thing you believe is the right thing to do?

Forest: There is pressure, especially when you invest in emerg-
ing markets or high yield. We know that ESG scores are not
great, so we need to engage with these issuers.

Petheram: There is a double lens to this. It is not just about com-
panies producing responsible outcomes, it is also about max-

imising your risk-adjusted returns.



There is a double lens to this.
It is not just about companies
producing responsible
outcomes, it is also about
maximising your risk-adjusted
returns.

Jupiter Asset Management

But are you getting enough push from the people
whose money you are managing to do more of that?
It is difficult as a bond investor to engage with all the
issuers. We have to be realistic here.
And for them to have all their bondholders call up to
engage. It must be a nightmare.

There is pressure. Some of our partner funds have
set a target of when we have to get our carbon emissions down.
So, there is a dialogue. We are all involved and are all engaged
and there is no reason why we should not start that journey.
The pressure and the understanding from the larger institu-
tions is lower, because they have more political objectives on
the governance side.

There is going to be more of that. It is where the

consultants can help.

Yes, all industry participants have a role to play here.

How measurable are a bond’s sustainable outcomes?

[t is not easy. The reporting from companies is mixed
on the green bond side. Only half of issuers produce an impact
report and two-thirds a use-of-proceeds report.

It is improving. But I worry about the efficacy around some of
the numbers coming out. It is particularly challenging in green
bonds, which is a market that is supposed to make it easier yet
it seems harder in some respects.

There is a pathway for making it better. Data provider groups
are starting to build out data on green bonds. But if an issuer
issues a green bond they report against a pool of green assets,
so you do not know what the impact of that one particular bond
is.

For me, the most useful component of an impact report is real
world examples.

It goes back to the importance of evolving the report-
ing framework. At COP26 initiatives were put forward by ISS,
IFRS [International Financing Reporting Standards] and TCFD
[Task Force on Climate-related Financial Disclosures].

We are heading in the right direction, but it needs greater
industry standardisation which would make it easier to con-
clude that what we are being presented with is right.
There are many ways investors are evaluating the efficacy of
their strategies. They are comparing ESG scores to representa-
tive market indices, which is not perfect but is a good starting
point. They are assessing manager’s ability to avoid ESG land-
mines such as, say, Volkswagen. By understanding the govern-
ance framework and a company’s policies you are less likely to
be susceptible to that headline risk. They can assess the extent
to which a sustainable-linked bond deviates from its KPIs.
There are ways to evaluate this, but it is not perfect. The stand-
ardisation of the available data is sub-optimal in some cases.

It has to do with what you are trying to measure. When
it comes to carbon, there are frameworks we can apply but how
do you measure the sustainable development goals?
Itis hard to do it accurately. Then you force yourself to go down
the route of making assumptions on top of assumptions to get
to something “sensible”. We are not there yet, especially when
it comes to the sustainable development goals.
We have made significant progress on the carbon side with
scopes 1, 2, 3 and soon scope 4, which will be used to describe
avoided emissions. The point is, when it comes to sustainable
bonds, each of us around the table will have a different defini-
tion of what a sustainable bond portfolio is. This is the prob-
lem. We do not have a common definition, so we measure
things in a way that fits what each of us is doing.

Why is that a problem? I have disagreed with official

country ratings. We did not invest in Russia because our anal-
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ysis differed from the rating agency. This is why we have active

fund management.

We have the Green Bond Principles, but we still have to look at
the reporting. A green bond was issued, for example, which
had not published a report for three years, so we decided not
the invest.

Bikos: What you define as sustainable may be a portfolio of issu-
ers with high ESG scores plus a carbon transition plan. Some-
one else may define it as a portfolio of bonds with sustainable
development goals. The point is there is no core definition.
Forest: You say there is a lack of KPIs in terms of the sustaina-
ble development goals. There are also more and more KPIs in
social bonds. It is a growing market and in social bonds we
have new KPIs to target the sustainable development goals
which are not linked to the environment.

Loughney: We will come to a standard. It is important because a
lot of issuers know people just want to buy green and they will
freeload and nothing will be solved.

There will be an improvement, but you will not get to critical
mass without a standard imposed from above that allows insti-
tutions with the big money to make that decision. Then issuers
cannot freeload anymore if they do not conform to that

standard.
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The majority of SFDR-
compliant funds are
forced buyers of green
bonds, which will
continue to give the
market a bad name.

Christoforos Bikos, Redington

The standard will not be 100% perfect, but if you get to 70% of
what you want to achieve then people who do not adhere to
those standards will not get the benefit from issuing green or
sustainable bonds.

Petheram: We have good standards in the Climate Bond Initia-
tive, which have their own taxonomy, but they are not used to
the extent they should be.

Forest: Let’s be realistic. It is difficult to have the same defini-
tion between France, the UK, the US and China.

Loughney: China maybe not, but we could in the US, the UK
and Europe.

Petheram: It is about developing the technologies and develop-
ing the investment to facilitate the change. That is what a tax-
onomy needs to do.

Emmons: Could I pick up on the point about the scope emis-
sions? I am excited but nervous about the introductions of
scope 4 when there are still so many challenges in evaluating
scope 3. There are challenges with understanding and evalu-
ating the risks companies are exposed to through their supply
chain. Some companies are good at understanding the car-
bon footprint of all the inputs into what they are doing, like
Apple. Other companies, however, are way off the mark on
that.



This is one of our biggest challenges. Take a bank, for example,
how do analysts understand the risks in their lending books?
Or electric cars. If you want to build electric cars, you need bat-
teries and to make batteries you have to mine seven rare min-
erals. Then you have to expand the national grid seven fold to
cope with everybody’s power requirements.

It is a journey, we are going to get there, but there are a lot of
challenges along the way when you are evaluating issuers from
the perspective of the supply chain.

Yu: Sectors like banks, utilities or car makers, when it comes to
new issuance, they are the ones who want to promote their cli-
mate transition strategies and to be more in line with market
standards. They are trying to engage more with investors and
data providers to understand how they can measure and better
disclose their Scope 3 emissions. More and more companies
are disclosing their Scope 3 emissions and their climate KPIs.
So, there are positive changes.

Forest: Green bonds could also be the answer. Toyota are com-
ing up with green bonds to finance hybrid cars, which have
KPIs around CO, emissions saved per vehicle.

Emmons: To what extent will Toyota be able to accurately report

A manager will not
achieve a high ESG
rating if they cannot
show evidence of strong
engagement. Just
integrating ESG is not
enough.

Lewis Emmons, Mercer Investments

on the emissions of all inputs into their unit production? Green
bonds may be positive in that regard.

Yu: There are other options. There are social bonds and sustain-
ability bonds. We engaged with the World Bank in their five-
year rhino bond, varying final payment depending on the
growth rate of rhinos. It is a symbolic development in the mar-
ket in that it makes a real impact.

We will see more bonds like this going forward and not just
green bonds. It is an interesting change.

Petheram: It was a great deal, but we couldn’t invest. We would
have had to sacrifice return. I do not have a mandate to do that.
Yu: We do not receive a coupon until the bond matures. Its
structure is focused on a real world outcome, compared to
existing bond structure with financial return focus.

Forest: Sustainability-linked bonds are good instruments to
promote sustainability strategies by monitoring KPIs.

Bikos: The problem our asset managers have with sustainabili-
ty-linked bonds are the step ups. They are marginal — 25bps for
missing your target for three years is nothing. They are not
incentivised to improve.

Yu: For a small company, the revenue impact of a 25bps hit
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could be larger than for a big corporate. We need to focus on
what KPIs are put in deals and, depending on the size of the
company, we could suggest a higher step up. That depends on
the engagement process before it comes to market.
It also depends on market conditions. It was 25bps
when the bund yield was -0.20.
It should be 500bps. You see that in hybrids when you
want to massively incentivise something to happen, so 25bps is
not right. The way it works is that they pay us when they miss

their ESG targets, so the whole mechanism should change.

Will inflation impact sustainable debt portfolios?

Not at the moment. Unless inflation is out of control
and a government is downgraded and what we have spoken
about falls off their agenda, but it is not having any influence at
the moment.

Generally, inflation is bad for real returns, but not any
more so in the green space than conventional bond markets.
Interestingly, to date there is no inflation-linked green bond
market, but we understand that France has been mulling its
first inflation-linked green bond, so that might be a catalyst for
that market to open up.

Floating-rate green bonds have built in inflation
protection.

The yield to maturity of a sustainable bond benchmark
is close to 1.7%, so 1% higher than six months ago.

You have made a subtle but important point: there is

no difference between green bonds and the conventional
market.
Our fund was hit the same as other global credit funds when
Russia invaded Ukraine. As long as I have the breadth of
opportunity to invest in, then my performance should be
judged alongside global credit funds. That is different to equi-
ties, where the tracking error risk or active risk of a green
equity fund versus the broad global market is dominated by
idiosyncratic stock-specific and sector risk that you do not get
in the credit markets.

You have raised an interesting point about the

greenium, which we mentioned earlier. It might be modest in
some areas and significant in others, especially at certain
points in the cycle.
The situation in Ukraine is forcing up energy prices, which
could induce more focus on renewable issuance, and so the
wider consequences of this conflict could have a compressing
effect on the greenium over the longer term.

It is the opposite in the long term. In the short term,
inflation and its relationship to financial conditions could
cause a squeeze as we move through this year. While market
share might go higher, issuance in the corporate bond market

is going to be lower than last year, but at the same time we have
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these box-ticking funds trying to buy green bonds, so it could
be an interesting year.

The impact of inflation on green and traditional bonds is
identical. The influence inflation is having on sustainability is
that big infrastructure projects especially the renewable infra-
structure ones are stalling because the prices of raw materials
that were let’s say $100 are now $170. This is the key problem
we may face in terms of the transition.

The average duration of green bonds is longer because
we have to finance long-term projects. We have more inflation,
but “greenflation” — inflation coming from the transition - is
the real risk.

More than 50% of headline inflation comes from energy
prices. This is due to a lack of renewable capacity while capex
from fossil fuels is delayed as no one wants to look at that any-
more. At the same time carbon prices are going up. We are in
a long-term energy inflation trap. We need to focus on compa-
nies which have weak climate transition strategies, or coun-
tries like the US and China where the carbon tax regimes are
not well reflected and will be heavily hit in the medium to

longer term.

To make a real impact on the
economy, we want to invest in
climate solutions rather than
divest from brown companies.

Phoenix Group



We need to differentiate between energy price inflation and the

longer-term inflation in general.

What trends do you expect to emerge in sustainable debt?
Emmons: More and more investors are moving into funds with
a more explicit ESG focus. It is not really a case of changing
asset classes but rather one of improving the efficacy of your
exposure to an asset class with a more explicit emphasis on
risk and sustainable outcomes.

This is a journey but ultimately everyone knows that to build
viable long-term fixed income portfolios they have to be aware
of the ESG and the risks to sustainability.

Thompson: In the defined benefit space, as funds mature, inves-
tors are moving away from conventional funds to buy-and-
maintain. The pressure on buy-and-maintain managers to
incorporate ESG, particularly the E, is greater than it was three
years ago. There is more money going that way.

Bikos: There is greater demand for low carbon products from
our defined benefit, defined contribution and wealth manage-
ment clients. This is big right now and will continue for at least

two to three years.

Yu: When we interview bond fund managers, we have moved
away from traditional ESG rating or negative screening such as
controversial sectors. We want to know if they have a climate
transition framework and how that is reflected in the
portfolio.

Some managers talk about their climate transition framework
and climate solutions, but when we look at the model portfolio,
we often find focus on divestment on existing holdings. This is
not what we want.

To make a real impact on the economy, we want to invest in cli-
mate solutions rather than divest from brown companies. As
asset owners, we will be looking more at climate transition
bonds, not just the ESG rating of a bond. This is the change we

are seeing.

1) Article 8 funds promote E or S characteristics but do not have them as the ove-
rarching objective

2) Article 9 funds have sustainable goals as their objective.

3) Mindirect carbon emissions through electricity usage
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Sustainable debt

SUSTAINABLE BONDS - AN
INSTRUMENT FOR IMPACTFUL
CHANGE

In the first 10 years of their existence, sustainable bonds have
grown from a small, niche area to a rapidly expanding market.

As market participants strive towards transitioning to a greener
economy, sustainable bonds can provide a valuable source of
finance for environmental and social projects, as well as help
companies improve their sustainability credentials.

By placing project objectives at their heart, sustainable bonds
effectively move the focus of responsible investors from issu-
ers towards the actual environmental/social impact that their
proceeds are expected to make.

This innovative area of fixed income has enjoyed a healthy
organic growth (see chart), a trend we believe is set to acceler-
ate given the growth potential within fixed income markets;
today, they make up only 3% of the total fixed income universe.
Additionally, pension funds are expected to play an increasingly
important role in driving demand of these fixed income

instruments.

Issuance of sustainable and sustainability-linked (SLBs) bonds
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Bonds with impactful objectives

In contrast to being merely a lending transaction, sustainable
bonds offer investors and issuers with opportunity and respon-
sibility to:

— Evaluate the project(s) financed by the bond

— Track the use of bond proceeds

— Assess bond proceeds’ overall impact through the entire life

cycle of the project



For instance, green bonds issued by manufacturers of hybrid
vehicles (supporting the UN Sustainable Development Goal 1,
such as providing sustainable transport) would include KPIs
linked to the reduction of CO, that is achieved per vehicle.

In the utilities sector, the KPI based on CO,/kwh is used to
measure a project’s alignment with the Paris Agreement on

climate.

Pension funds’ challenges

For pension funds, the distinctive feature of sustainable bonds
is well suited for fulfilling their regulatory obligations about
demonstrating the responsible use of their investments, such
as the Task Force on Climate-Related Financial Disclosures
(TCFD) and pension funds’ own stewardship codes.

That said, the research and monitoring efforts required for
investing in sustainable bonds has proved to be an unsur-
mountable challenge for some pension funds. Key challenges

include:

1. Fundamental bottom-up research — In order to maximise
the impact of sustainable bonds investing, fundamental
research of issuers, thorough due diligence of the projects and

instrument selection are crucial.

2. Monitoring and engagement — Tracking of bond proceeds
and project impact evaluation depend largely on the issuers’
reporting meeting a certain level of disclosure and transparency.
International ESG reporting standards do not yet exist and
investors will have to perform this on a case-by-case basis

through rigorous engagement.
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Candriam’s approach to sustainable bonds

Our strategy aims to provide an efficient means for investors to
contribute towards the UN Sustainable Development Goals
(SDGs), whilst maintaining their fiduciary responsibilities by
offering a combination of long-term investment opportunities
and sustainable impact.

It is underpinned by our four-pillar Use of Proceeds Frame-
work that we use for sustainable bond selection:

1. Examine the issuer. For example, in a case of a green bond,
the company’s environmental strategy must be aligned with
the Paris Climate agreement.

2. Analyse the allocation of the proceeds to eligible projects
and KPIs — do they make a positive contribution to SDGs?

3. Management of net proceeds — how transparent is it?

4. Verify the reporting on the bonds’ KPIs and how the project
progressed.

With more than 25 years of experience in ESG and long-estab-
lished fixed income capabilities, Candriam’s sustainable analy-
sis of corporate and sovereign bonds has evolved into a robust
process which has been well tried and tested across global

markets.

Looking at the future

Sustainable bonds are not only an exciting, fixed income inno-
vation. Their distinctive objective of making a meaningful con-
tribution to the process of building a sustainable future —
should ensure them a prominent place in the financial markets.
By offering a partnership between bond issuers and investors,
sustainable bonds help facilitate a move towards a better future

for companies, countries and, ultimately, our societies.

CANDRIAM <

ANEW YORK LIFE INVESTMENTS COMPANY

This document is provided for information and educational purposes only and may contain Candriam’s opinion and proprietary information.

The opinions, analysis and views expressed in this document are provided for information purposes only, it does not constitute an offer to buy or sell financial instruments,
nor does it represent an investment recommendation or confirm any kind of transaction. Although Candriam selects carefully the data and sources within this document, er-
rors or omissions cannot be excluded a priori. Candriam cannot be held liable for any direct or indirect losses as a result of the use of this document. The intellectual proper-
ty rights of Candriam must be respected at all times, contents of this document may not be reproduced without prior written approval.

Warning: Past performances of a given financial instrument or index or an investment service, or simulations of past performances, or forecasts of future performances are
not reliable indicators of future performances. Gross performances may be impacted by commissions, fees and other expenses. Performances expressed in a currency oth-
er than that of the investor’s country of residence are subject to exchange rate fluctuations, with a negative or positive impact on gains. If the present document refers to a
specific tax treatment, such information depends on the individual situation of each investor and may change.
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Rhys Petheram is a fund manager and
head of environmental solutions at
Jupiter Asset Management
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GREEN BONDS: IN SEARCH OF
DISPERSION

Dispersion is an active manager’s best friend. For sustainably-
focussed fixed income funds, dispersion can take the form of
financial valuations, as well as the varied sustainability impact
of different investment vehicles and issuers. There is a high
degree of dispersion in the labelled green bond market with
regards to green bond framework quality, whilst significantly
less dispersion was evident in 2021 credit valuations.

With volatility returning in 2022, Rhys Petheram examines
dispersion in the green bond market; the investment opportu-
nities this presents; how it compares to the broader market and

whether it is a feature of green bond premiums.

Credit valuation dispersion (BBB corporate bonds)
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Entering 2022 dispersion within credit markets, including
green bonds, was tight. However, the Russia-Ukraine war and
global supply chain problems have subsequently created a
more challenging backdrop, while tightening financial condi-
tions and growing risks of policy error provide for an uncertain
outlook. With investors consequently taking a more discerning
approach to credit selection, this brings opportunities. Credit
spreads have increased along with levels of dispersions in
green bond markets.

Dispersion of the premium paid in the secondary market for
green bonds (the “greenium”) has also increased, reflecting

shifting supply and demand.
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Amidst tightening financial conditions, we expect green bonds
to continue gaining market share but overall issuance volumes
to remain constrained, while demand should continue to rise,
buoyed by supportive regulatory and industry commitments to
environmental challenges. However, the widening dispersion
in greenium is suggestive of a more discerning investor base
in the face of selling pressure.

Currently, the data set for analysing the level and dispersion of
greeniums is limited so we should be wary of drawing too
strong a conclusion. However, as industry standards for green

bonds start to ratchet up over the next 12 months, we are wary
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of the effects of growing greenium dispersion and continue to
emphasise the merits of internal green bond verification
processes.

The largest contribution to credit valuation dispersion within
green corporate bond markets comes from the real estate sec-
tor, presenting a conundrum for investors as it arguably has
the highest degree of dispersion in terms of green bond frame-
work quality. Typical property green bonds take a light touch
approach to the greenness of the “use-of-proceeds” within their
green bond frameworks, often falling back on building certifi-
cation levels that are unambitious. Alternatively, the certifica-
tion itself may be unreliable as a proxy for real world environ-
mental impact. We are encouraged by moves to harmonise
certifications and the shift away from design phase certifica-
tion to operational emissions and reporting that captures emis-
sions footprints per square metre. The Climate Bonds Initia-
tive’s building criteria are helpful, although we feel the EU
Taxonomy’s watered-down version will leave investors with
work to do to discern which property green bonds are consist-
ent with their environmental objectives.

The real estate sector faces a myriad of structural head-
winds, now compounded by the cyclical impact of a rising
interest rate environment — this is why credit valuations are
weaker than similarly rated bonds. This provides opportuni-
ties for credit investors willing to take a long-term view on
company fundamentals and focus on those green bond
issues whose frameworks are more consistent with our

environmental objectives.

JUPITER

ASSET MANAGEMENT

1) Dispersion as measured by the difference between 20th and 80th percentile credit spreads of BBB-rated bonds within the BAML Green Bond Index and the

BAML Global Corporate Index.

2) We used a matched pair approach to calculate 6 month MA of greenium in the secondary market.

Important information

This document is intended for investment professionals and is not for the use or benefit of other persons, including retail investors. This document is for informational pur-
poses only and is not investment advice. Market and exchange rate movements can cause the value of an investment to fall as well as rise, and you may get back less than
originally invested. The views expressed are those of the individuals mentioned at the time of writing, are not necessarily those of Jupiter as a whole, and may be subject to
change. This is particularly true during periods of rapidly changing market circumstances. Every effort is made to ensure the accuracy of the information, but no assurance
or warranties are given. Holding examples are for illustrative purposes only and are not a recommendation to buy or sell. Issued in the UK by Jupiter Asset Management
Limited (JAM), registered address: The Zig Zag Building, 70 Victoria Street, London, SW1E 6SQ is authorised and regulated by the Financial Conduct Authority. 28943
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GREEN MONEY

With demand for sustainable debt growing,
Mark Dunne looks at how ESG is influencing
the bond markets.

Rishi Sunak turned green last year. The chancellor
raised £1obn from issuing a green sovereign bond in
September, which was so popular that he returned a
month later to collect a further £6bn. The proceeds
are funding projects that tackle climate change, cre-
ate “green jobs” and improve the UK’s
infrastructure.

These issuances highlight the strong demand for
debt that seeks to protect our planet or improve
equality. Indeed, the first green gilt received orders of
around f1oobn and Sunak is planning to raise a fur-
ther fiobn this year. It appears that ESG is not just a
strategy for picking equities but is establishing itself
as a method of assessing risk in the bond markets.
Indeed, in 2021 the value of the sustainable bond
market jumped 45% to $itrn (£792bn), or 10% of the
global debt markets, according to Refinitiv. This was
20 times larger than the market was worth in 2015.
Regulation and the need to diversify sources of fund-
ing are driving this growth in fixed income, along
with an increasing awareness of ESG risks.
“Alongside price, operating risk and financial risk,
ESG is part of the core investment process,” says
Mitch Reznick, head of sustainable fixed income at

Federated Hermes.

Going your own way

Green bonds are not the only way to make debt port-
folios sustainable. Other fixed income vehicles
designed to fund specific projects have emerged,
including sustainability-linked bonds, social bonds,
transition bonds and blue bonds, which focus on
ocean conservation.

“There are several paths to building a sustainable
bond portfolio,” Reznick says. And this includes
looking beyond labelled bonds, a strategy that has
seen issuers of traditional debt being questioned
more and more on their ESG policies.

“It does not have to be labelled for us to like a bond’s
ESG credentials,” says Scott Freedman, a fixed
income portfolio manager and credit analyst at New-
ton Investment Management. “It is looking at the E,
S and G credentials of an issuer, and the extent to
which it considers the material risks of its impact on
society and the environment. Is the bond achieving

good outcomes without having to be labelled?”
Picking a winner

Judging a bond’s ESG credentials may not prove too

much of a departure from existing assessment meth-
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ods. “People separate equities and fixed income into different
approaches, but in a lot of cases you are looking at the same
companies,” says Madeleine King, who is head of research and
engagement at Legal & General Investment Management. “So,
as much as each asset class has its idiosyncrasies, there are a
lot of commonalities.”

King’s colleague Jonathan Lawrence, who is a responsible
investment analyst, adds that the issuer is just as important as
the bond. “Irrespective of a bond’s label, investors are exposed
to the balance sheet and cashflows of the issuer. Therefore, you
are exposed to the same risks as when buying a normal bond.
“When we construct a portfolio, it is important to invest in
companies which are taking sustainability seriously, even
when participating in the vanilla bonds of a good ESG company
as opposed to buying green bonds of a weaker ESG company,”
he says.

This is a big issue when assessing the sustainability of a bond.
“Not all bonds labelled green are deserving of the label,” says
Eric Nietsch, head of ESG Asia at Manulife Investment Man-
agement, who explains that they have decided not to invest in
some green bonds due to concerns relating to the company’s
framework.

“You have to assess what an issuer is doing overall. Although
you can get some comfort around a project that a green bond is
funding, you have to be careful that other parts of the balance
sheet are not being used to expand its overall emissions,” he
adds.

Reznick agrees that bonds should be assessed at the corporate
level, not just the project it is funding. “The labelling is impor-
tant from a communications point of view, but it is about the
companies you invest in that shows how the portfolio is indem-
nifying itself against the risk of climate change.

“Green bonds are necessary but not sufficient — you need
change at the corporate level, which has an impact on all secu-

rities in the cap structure, not just project based,” he adds.

Is it worth it?

It is an issue as old as the concept of sustainable investing and
people are still talking about it: does buying green mean mak-
ing less money? “There is always the question of who gets paid
for being green — the investor or the company?” Nietsch asks.
“It is becoming reasonably established that there is a premium
for issuing green bonds in that they tend to price a little tighter
than non-green issuances.

“That does not necessarily mean lower returns,” he adds. “We
believe green debt can help companies become more resilient
and we have not seen many green bond defaults. This debt can
contribute to de-risking a company, so it can provide an attrac-
tive risk-return profile, which, we believe, could enhance

returns over the long term.”
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When it comes to green bonds, Freedman sees a slight spread
premium, or a ‘greenium’, to vanilla bonds, making it clear
that he is talking low single digits.

“Labelled bonds are stickier capital,” he says. “There are less
sellers during times of crisis, so they hold in better during less
favourable periods for fixed-income markets.”

The greenium can be a little more pronounced in some of the
brown industries, Reznick says. “There is greater demand here
because if you are building a diversified sustainable portfolio,
it is difficult to include the brown industries, which have an
element of cyclicality in them. But if a brown industry company
issues a green bond, you obtain the diversification and sustain-
ability benefit from the debt.

“As a result, they can be overbought because no one wants to
sell them,” Reznick adds. Ultimately, when it comes to the
return, it is equal to the risk taken.

“A good ESG company is a company with lower risk,” King
says. “Risk and reward are linked in bond markets, and so
strong ESG companies tend to trade tighter than problematic

names.”

It’s good to talk

Creditors do not get a vote at AGMs, so the influence they have
over a corporate may not be as strong as it is for shareholders.
But where bondholders could be effective is by refusing to lend
money to corporates, especially as they typically make several
visits to the bond markets. “We can influence the cost of capi-
tal,” Freedman says.

“In terms of who has more power — the lenders or the issuers
— it ebbs and flows depending on the conditions in financial

markets,” he adds.

Risk and reward are linked in
bond markets, and so strong
ESG companies tend to trade
tighter than problematic
names.

Legal & General Investment Management



Engagement is different in the
bond market than for equities,
but it does not prevent bond
managers from engaging with
issuers.

Amundi ETF

Issuers typically need to refinance their debt when it matures.
This is the time when investors should discuss the steps they
want the issuer to take to reduce their climate impact.

So, there is a point when a bondholder has influence over a cor-
porate. “Timing is crucial when working to make issuers more
sustainable,” Nietsch says. “The conversations that happen
before issuance are when we have the greatest influence.”
Newton has been working closely with a couple of issuers to
help them understand what constitutes best practice in ESG,
and to enhance and refine their ESG disclosures and
reporting.

“Bond issuers recognise they have to be more accountable,
and, therefore, more open to hearing input from investors.
Ultimately, that communication will improve the sustainability
of issuers and their unlabelled bonds,” Freedman says.

For some, bondholders have as much right to a say in how a
corporate is run as shareholders do. Voting should not come
into it. “The right to engage with a company is predicated in
the financial stake-holding that you bear,” Reznick says. “In the
US and EMs, we have seen companies we have engaged with
establish science-based targets and issue sustainability-linked
bonds.

“If the largest companies at the end of the value chain are
responding to government calls to reduce their carbon foot-
print, companies are a lot more amenable to engagement than
they were because of the direction of regulatory change and
increasing disclosure requirements,” he adds.

So, speaking with management as a bondholder can be just as
effective as speaking with them as a shareholder, says Matthieu

Guignard, global head of product development and capital

markets at Amundi ETF. “Engagement is different in the bond
market than for equities, but it does not prevent bond manag-
ers from engaging with issuers,” he adds.

Giulia Pellegrini, a senior emerging market debt portfolio
manager at Allianz Global Investors, calls for investors to take
a “humble and realistic” approach to what can be achieved in
engagement. “We can push issues and make emerging market
sovereigns and corporates aware that we demand explanations
on certain points.

“We expect a high level of engagement with the emerging mar-

ket corporates and sovereigns that we invest in,” she adds.

Setting the standard

To encourage further growth in the green debt space, the EU
has introduced a taxonomy to define what a sustainable asset
is. “The regulatory landscape is evolving fast,” Guignard says.
“Anything that helps define standards is welcomed by asset
managers and investors.

“There is a diversity of local labels or regulations and it is diffi-
cult to find a consensus between them,” he adds. “The EU’s
initiative is creating standards and will help the consensus on
ESG matters.”

Such an initiative is needed. “It is an important evolution,”
Reznick says.

The EU Taxonomy will help develop the market as access to
information has been described as “patchy” by some. “It is
interesting how ESG has gone from being a “wouldn’t it be
nice to make the world a better place” approach to being data
driven. That trend is accelerating,” King says.

“Our clients and regulators are not only asking for proof of
how we assess companies, but also the engagement we do and
how our portfolios look at an aggregate level. This is data-in-
tensive work. We do a huge amount of quantitative analysis to
support that and it is only going to grow.”

However, it is not perfect. “It could fuel growth in the bond
market, but the taxonomy is a narrow set of criteria, so a lot of
capital will be chasing a small group of issuers, which could
mean that some areas of the market overheat,” Freedman says.
It has also been criticised for labelling nuclear and gas as green
assets.

Despite these concerns, the future looks bright. Demand is
high and with regulation and pressure from stakeholders,
including pension scheme members, thematic bonds have
succeeded in introducing the sustainability agenda to actors
that never look at it — regulators and central banks. This is
something that could change how the market works.

These are exciting times in fixed income and they look set to be
so for many years to come.

*) This is the updated version of an article that appeared in portfolio institutional in
June 2021
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