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Das Interesse von Kreditanlegern an der Ermittlung von Umwelt-, sozialen und Corporate-Governance-Faktoren
(kurz ESG-Faktoren; environmental, social und governance factors) und ihren möglichen Auswirkungen auf die
Kreditwürdigkeit von Unternehmen steigt stetig. Institutionelle Anleger bedienen sich der Strategien, die für an-
dere Anlageklassen genutzt werden. Sie betrachten zunehmend die langfristigen Perspektiven von Anlagen und,
was am wichtigsten ist, sie reagieren auf die Forderung der Kunden nach einer eingehenderen ESG-Analyse. Sie
beginnen, ESG-Faktoren als Frühindikatoren für Kreditwürdigkeit und Rendite zu berücksichtigen. Dieser Bericht,
der in Zusammenarbeit mit der Corporate Fixed Income Working Group der PRI entwickelt wurde, beleuchtet, 
inwiefern Anleger, die in festverzinslichen Unternehmensanleihen investieren, ESG-Faktoren in ihre Anlageent-
scheidungen einfließen lassen sollten.

Die Arbeitsgruppe verschaffte sich einen Forschungsüberblick und kam zu dem Ergebnis, dass die Studien zum
Thema, auch wenn ihr Volumen beschränkt sein mag, überzeugende Belege dafür liefern, dass eine Wechsel -
beziehung zwischen ESG-Faktoren und Kreditwürdigkeit besteht. In ähnlicher Weise liefern Fallstudien von Mit-
gliedern der Arbeitsgruppe konkrete und deutliche Belege dafür, dass sich ESG-Faktoren für Inhaber von Unter -
nehmensanleihen als relevant erweisen. Auch sich abzeichnende Probleme – wie der Verlust von kohlenstoffin-
tensiven Anlagen, Wasserknappheit und der demografische Wandel – haben das Potenzial, die Kreditwürdigkeit
zu beeinflussen.

Die PRI-Unterzeichner berichten, dass 67 % ihrer festverzinslichen Anlagen vor dem Hintergrund von ESG-Erwä-
gungen verwaltet werden. Investoren gehen also tatsächlich auf die Forderung nach einer eingehenderen Analyse
der ESG-Faktoren ein, und auch Kreditratingagenturen, Broker der Verkaufsseite, Aufsichtsbehörden und die 
Finanzpresse richten ihr Augenmerk in der Anlageklasse stärker auf ESG-Faktoren.

Es sind jedoch weitere Studien erforderlich. Besondere Prioritäten dabei: die Aufnahme von ESG-Faktoren in 
die Kreditratingmethodik, der Zusammenhang zwischen Kreditwürdigkeit und ESG-Faktoren und die Identifi -
kation von ESG-Frühindikatoren für Kreditanalysten.

Die Ergebnisse des Berichts in der Zusammenfassung

• Die verfügbare Fachliteratur spricht dafür, dass ESG-Faktoren bei Investitionen in festverzinslichen 
Unternehmensanleihen berücksichtigt werden sollten

• Kreditmanagern sind Anlagestrategien zu empfehlen, die eine ESG-Analyse berücksichtigen

• Der Zusammenhang zwischen ESG-Faktoren und Anlageperformance ist möglicherweise nicht so 
deutlich wie in anderen Anlageklassen

• Investmentmanager reagieren angesichts der Forderungen der Kapitaleigner, fordern aber eine 
stärkere Unterstützung seitens der Kunden und Dienstleister

Zusammenfassung
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Umwelt

• Klimawandel

• Biodiversität

• Energieressourcen und 
-management

• Luft-, Wasser-, physikalische 
Verschmutzung

• Erneuerbare und nicht 
erneuerbare natürliche 
Ressourcen

Soziales

• Arbeitnehmerbeziehungen

• Menschenrechte

• Community-/Stakeholder-
beziehungen

• Produktverantwortung

• Gesundheit und Sicherheit

• Diversity

• Verbraucherbeziehungen

• Zugang zu qualifizierten 
Arbeitskräften

Corporate Governance

• Stakeholderrechte

• Anreizstruktur

• Auditpraktiken

• Unabhängige Verwaltungs-
ratsmitglieder

• Transparenz/Offenlegung

• Finanzpolitik

• Geschäftsintegrität

• Transparenz und Rechen-
schaftspflicht

Faktoren, die Einfluss auf die Kreditwürdigkeit eines Unternehmens haben

• Rentabilität

• Produktivität der Mitarbeiter
• Wettbewerbsvorsprung/-
fähigkeit

• Kapitalkosten

• Leverage

Indikatoren für die Kreditwürdigkeit

• Kreditratings

• Nichteinhaltung von
Kreditbedingungen

• Volatilität

• Anleiherendite
• Kreditausfälle

• CDS-Spreads

Abbildung 1:
Beziehung zwischen ESG-Faktoren, Kreditfaktoren und Kreditwürdigkeitsindikatoren

Quelle: PRI Corporate Fixed Income Working Group
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Wichtigste Schlussfolgerungen

In diesem Paper wurden die Zusammenhänge zwischen ESG-Faktoren, der Kreditwürdigkeit von Unternehmen
und der Performance von festverzinslichen Unternehmensanleihen untersucht. Es wurde angesichts des wachsen-
den Interesses der Investoren an dem Thema erstellt, das insbesondere unter den PRI-Unterzeichnern besteht. 
Die Ergebnisse sind nachfolgend zusammengefasst.

Die von der Forschungsgruppe gesichtete Literatur liefert überzeugende Argumente für die 
Berücksichtigung von ESG-Faktoren bei Investitionen in festverzinslichen Anlagen

Wissenschaftliche und praktische Studien deuten darauf hin, dass ein gutes Management der ESG-Faktoren in
einer starken Wechselwirkung mit der Kreditwürdigkeit steht. Die Wesentlichkeit von ESG-Faktoren variiert je
nach der Gesamtverschuldung eines Unternehmens, seiner Branche und Region sowie nach der Laufzeit seiner
Anleihen. Corporate-Governance-Fragen werden bei der Kreditanalyse bereits weitgehend berücksichtigt, aber in
den meisten Fällen versäumen die Märkte es, Umwelt- und Sozialfaktoren einzurechnen. Die Beleuchtung dieser
Faktoren bietet jedoch insbesondere aktiven Anlegern die Möglichkeit, zusätzliche Aufschlüsse über ihr Risiko 
zu gewinnen, das Risiko ihres Gesamtportfolios zu reduzieren und von Marktineffizienzen zu profitieren.

Anlagestrategien, die eine ESG-Analyse beinhalten, sind Kreditmanagern zu empfehlen ...

Angesichts der Langfristigkeit und relativ schlechten Liquidierbarkeit von Anleihen sowie der Konzentration von
Anleihegläubigern auf Abwärts- oder Ausfallrisiken empfiehlt sich den meisten Anleihegläubigern eine verantwor-
tungsbewusste Anlagestrategie. Anlegern, die aktiv mit Anleihen oder CDS handeln, bieten ESG-Faktoren zusätz-
lichen Aufschluss über finanzielle Chancen – sie berücksichtigen diese in ähnlicher Weise wie Aktionäre.

… auch wenn der Zusammenhang zwischen ESG-Faktoren und der Anlageperformance nicht so
deutlich oder direkt sein mag wie in anderen Anlageklassen

Die geringere Volatilität auf den Anleihemärkten, die relativ schlechte Liquidierbarkeit und die bevorzugte Stel-
lung von Anleihegläubigern in der Kapitalstruktur von Unternehmen bedeuten, dass die Preise von Anleihen im
Verhältnis wohl weniger sensibel auf ESG-Faktoren reagieren als Aktienpreise. ESG-Faktoren spielen bei Unter-
nehmen mit einer niedriger eingestuften Kreditwürdigkeit intuitiv eine wichtigere Rolle. Der Fokus bei festver -
zinslichen Anlagen liegt deshalb wahrscheinlich auf den höheren Abwärtsrisiken im Zusammenhang mit ESG-
Faktoren, insbesondere auf katastrophenartigen einmaligen Ereignissen, die sich sowohl auf den Cashflow als
auch auf die Reputation auswirken.

Investmentmanager reagieren angesichts der Forderungen der Kapitaleigner ...

Anleger berücksichtigen die ESG-Analyse beim Management festverzinslicher Unternehmensanleihen, um so 
bestimmte Emittenten auszusieben, auf bestimmte Umweltrisiken einzugehen oder Anleihen grundlegend zu
analysieren. Die Forderungen der Kapitaleigner verleihen Investmentmanagern den stärksten Antrieb. Größere
Rentenfonds und Versicherer erkennen mögliche Finanz- und Reputationsrisiken im Zusammenhang mit ESG-
Faktoren an und fordern in diesem Kontext von ihren Managern den Nachweis, dass sie über die Ressourcen 
und Prozesse verfügen, um diese Risiken zu identifizieren und zu managen.
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... aber sie fordern mehr Unterstützung von Kunden und Dienstleistern gleichermassen

Es liegt im Interesse der Investmentmanager, zusätzliche Aufschlüsse über die Kreditwürdigkeit zu gewinnen.
Durch die ESG-Analyse entsteht ein potenzieller Markt für stärker integrierte Produkte und Dienstleistungen 
anderer wichtiger Stakeholder wie etwa Kreditratingagenturen, Marktforscher und Broker der Verkaufsseite. Das
Netzwerk der PRI-Unterzeichner, das mit einer Stimme auftritt und einen einheitlichen Ansatz unterstützt, sollte
Gewicht genug haben, diese wichtigen Änderungen herbeizuführen und die Investmentbranche insgesamt zu 
unterstützen.
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This publication is intended to promote the application of Principle 1 of the Principles for Responsible Investment (PRI). The 
PRI Initiative was launched by the United Nations in 2006 after former UN Secretary-General Kofi Annan brought together 
a group of the world’s largest institutional investors, academics and other advisors to draft a set of sustainable investment 
principles. At the heart of the six Principles for Responsible Investment is the premise that investors have a duty to act in 
the best long-term interests of their beneficiaries, which means taking into account environmental, social and governance 
factors.

This discussion paper was written by Mark Nicholls of MRG Comms. Archie Beeching from the PRI Initiative edited. It was 
written with support from consultants Chris Wigley and Phil Preston. Members of the PRI’s Corporate Fixed Income Working 
Group also contributed. The working group is chaired by Dr. Solveig Pape-Hamich, vice president at KfW. A list of working 
group members appears in Appendix 1.

Copyright 2013

The information contained in this report is meant for the purposes of information only and is not intended to be investment, legal, tax or 
other advice, nor is it intended to be relied upon in making an investment or other decision. This report is provided with the understanding 
that the authors and publishers are not providing advice on legal, economic, investment or other professional issues and services. PRI 
Association and the PRI Initiative are not responsible for the content of websites and information resources that may be referenced in 
the report. The access provided to these sites or the provision of such information resources does not constitute an endorsement by PRI 
Association or the PRI Initiative of the information contained therein. Unless expressly stated otherwise, the opinions, recommendations, 
findings, interpretations and conclusions expressed in this report are those of the various contributors to the report and do not necessarily 
represent the views of PRI Association, the PRI Initiative or the signatories to the Principles for Responsible Investment. The inclusion 
of company examples does not in any way constitute an endorsement of these organisations by PRI Association, the PRI Initiative or the 
signatories to the Principles for Responsible Investment. While we have endeavoured to ensure that the information contained in this 
report has been obtained from reliable and up-to-date sources, the changing nature of statistics, laws, rules and regulations may result in 
delays, omissions or inaccuracies in information contained in this report. Neither PRI Association nor the PRI Initiative is responsible for 
any errors or omissions, or for any decision made or action taken based on information contained in this report or for any  loss or damage 
arising from or caused by such decision or action. All information in this report is provided “as-is”, with no guarantee of completeness, 
accuracy, timeliness or of the results obtained from the use of this information, and without warranty of any kind, expressed or implied.

PRI DISCLAIMER

THE SIX PRINCIPLES

We will incorporate ESG issues 
into investment analysis and 
decision-making processes.1
We will be active owners and 
incorporate ESG issues into our 
ownership policies and practices.2
We will seek appropriate 
disclosure on ESG issues by 
the entities in which we invest.3
We will promote acceptance and 
implementation of the Principles 
within the investment industry.4
We will work together to 
enhance our effectiveness in 
implementing the Principles.5
We will each report on our 
activities and progress towards 
implementing the Principles.6
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Interest is rising among credit investors in exploring 
environmental, social and governance (ESG) factors and the 
impacts they might have on corporate creditworthiness. 
Institutional investors are applying strategies from other 
asset classes, looking at investments through an increasingly 
long-term lens, and, most importantly, responding to client 
demand for enhanced ESG analysis. They are starting 
to consider ESG factors as leading indicators of credit 
quality and returns. This report — developed with the PRI’s 
Corporate Fixed Income Working Group — explores the case 
for corporate fixed income investors to consider ESG factors 
in their investment decisions.

An academic literature review undertaken by the working 
group found that available research, although limited in 
volume, shows compelling evidence that ESG factors can 
be correlated with credit quality. Similarly, case studies 
from working group members provide concrete and stark 
anecdotal examples of ESG factors proving material for 
holders of corporate debt. There are also emerging issues 
— including stranded high-carbon assets, water scarcity and 
demographic change — that have the potential to impact 
upon credit quality. 

Indeed, investors are responding, with PRI signatories 
reporting that 67 percent of their fixed income assets 
are managed subject to ESG considerations. Credit rating 
agencies, sell-side brokers, regulators, and the financial 
media are also paying greater attention to ESG factors in the 
asset class. 

EXECUTIVE SUMMARY

But more research is needed. Particular priorities are: 
incorporating ESG into credit rating methodologies; relating 
debt quality to ESG materiality; and identifying leading ESG 
indicators for fixed income analysts. 

To summarise the report’s findings: 

 ■ The research available makes a compelling case for 
considering ESG factors in corporate fixed income 
investments;

 ■ Investment strategies that incorporate ESG analysis are 
well suited to credit managers;

 ■ The relationship between ESG factors and investment 
performance may not be as clear as it is in other asset 
classes; 

 ■ Investment managers are responding, driven by asset 
owner demand, but they require more support from 
clients and service providers.

THIS PAPER AIMS TO PROVOKE THOUGHT AND DEBATE ON THIS IMPORTANT TOPIC. 
THE PRI INITIATIVE SEEKS FEEDBACK ON THIS REPORT AND WOULD ALSO LIKE TO HEAR FROM THOSE WHO HAVE 
CONDUCTED RELEVANT RESEARCH. 

PLEASE SEND ANY COMMENTS TO THE FOLLOWING ADDRESS: 
implementation.support@unpri.org 

mailto:implementation.support%40unpri.org?subject=CORPORATE%20BONDS%3A%20Spotlight%20on%20ESG%20Risks
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It should be second nature for institutional investors to 
pay careful attention to corporate governance as a source 
of both risk and opportunity. As owners of, or lenders to, 
companies, they have a duty to seek out good governance 
but also be on the alert for conflicts of interest between 
their objectives and senior management. Poor governance 
can lead to spectacular corporate failures. In most cases — 
Enron, Parmalat, Lehman Brothers, MF Global, and major US 
and European banks — shareholders aren’t the only ones to 
lose out; bondholders are also affected. 

The global financial crisis also exposed public finances to the 
effects of private governance risk and led to a dramatic loss 
of confidence in the underlying structure and operation of 
international financial markets.

Aside from governance, environmental and social problems 
also present considerable, if less obvious, risks to investors. 
There are compelling examples where these factors have 
played a significant role in a credit rating downgrade, default 
or even collapse of a company. BP, TEPCO and Lonmin 
are recent examples of companies that have suffered 
significant financial losses due to issues outside traditional 
considerations of balance sheets and governance. These 
companies have seen their costs of capital rise (BP yields 
jumped to as much as 8.7 percent following the Deepwater 
Horizon oil spill), and the value of their outstanding bonds or 
credit default swaps (CDS) fall dramatically. 

The relationship between credit quality and, for example, 
a company’s health and safety performance or energy 
efficiency is inevitably complex. Creditworthiness is 
a function of a company’s profitability, productivity, 
competitive position, as well as estimated future value and 
cost of capital. All of these elements can be linked to ESG 
factors. Climate change regulations can increase capital 
expenditure and erode an energy company’s margins. 
Significant fines for polluting activities can reduce cash flow. 
Child labour scandals can destroy brand value. Corruption 
cases can lock companies out of government contracts, 
while the exposure of fraud can see investor confidence 
evaporate overnight. Equally, good employee relations can 
increase productivity or reduce the risk of damaging strikes.1                                                    

Clearly then, there is a case for bondholders to explore 
these issues and determine whether they are material to 
creditworthiness and, ultimately, investment performance. 
In response to considerable interest from its signatories, the 
PRI established a working group to explore this subject in 
2011. The Corporate Fixed Income Working Group (CFI WG) 
comprised 47 individuals representing signatories from the 

INTRODUCTION

PRI’s 1,200-strong base, and included some of the world’s 
largest fixed income managers, asset owners and service 
providers.2  

INVESTOR IMPETUS 
In signing up to the PRI, institutional investors commit 
to incorporating ESG factors into their decision-making 
processes. They do this in the belief that these issues can 
affect long-term investment performance across all asset 
classes. 

Pension funds, insurers and other asset owners allocate a 
significant proportion of their funds to fixed income. For the 
average pension fund, this is roughly a third of all assets.3  
Investment-grade corporate and sovereign bonds are 
typically considered the bedrock of institutional investors’ 
portfolios from a risk perspective. The characteristics of 
fixed income, combined with its role of providing a stable 
source of income, lend this asset class particularly well to a 
risk-averse approach. 

In interviews with working group members4, it seems 
the focus has historically been on assessing the potential 
exposure to downside risks. Christoph Klein, managing 
director at Deutsche Asset & Wealth Management, which 
manages US$1.24 trillion of assets, says the aim of using 
analysis on ESG factors is to uncover hidden risks. The 
CAD184.7 billion (US$176 billion) Canadian pension fund 
Caisse de dépôt et placement du Québec uses ESG as a risk 
flagging tool — effectively a starting point for discussions 
among the investment team, according to Director Marie-
Claude Provost. 

“This [ESG] can raise issues of risk that have not been raised 
by traditional analysis,” stated George Dallas, director of 
corporate governance at F&C Investments in London, which 
manages £90 billion (US$143.6 billion). His firm applies ESG 
analysis in fixed income because “it’s a more comprehensive 
way of looking at risk”. 

Aside from financial risks, failings relating to ESG factors 
pose significant risks to an investor’s reputation. Speaking 
at the PRI’s 2013 annual conference in Cape Town, Bill 
McGrew, a portfolio manager at US$261 billion US pension 
fund CalPERS, reported how important it was for the fund’s 
external managers to show they understand and consider 
ESG risks in their investment process, but stated that it is 
equally important that CalPERS’ reputation is not damaged 
by the actions of companies to which it lends. 

1 For more on employee relations see: PRI, 2013. Employee Relations Engagement Research on Human Capital Management Practices. Available to signatories online [login required]. 
2 Refer to appendix for a list of Corporate Fixed Income Working Group members.
3 Towers Watson, Global Pension Assets Study 2013. January 2013. The study covered US$30 trillion of pension fund assets in 13 countries including the fast-growing BRICS countries 

(Brazil, Russia, India, China as represented by Hong Kong, and South Africa) and seven developed nations including the US and UK. Available online.
4 Interviews were conducted by the PRI Secretariat during September and October 2013.

http://intranet.unpri.org/index.php?fuseaction=auth.login&return=%2Findex.php%3Ffuseaction%3Dposts.post%26post_id%3D7944%26category_id%3D1
http://www.towerswatson.com/en-AU/Insights/IC-Types/Survey-Research-Results/2013/01/Global-Pensions-Asset-Study-2013
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This question of reputational risk to underlying investors 
has a growing capacity to be exploited by a range of social 
interest groups and NGOs using social media channels as an 
initial platform. The recent divestment campaigns in the US 
are an early example.

Other drivers for responsible investment relate to an 
investor’s particular mission or mandate. Adherence by 
issuers to certain norms such as human rights conventions 
is a common requirement for investors. Many asset owners 
— especially those representing public sector workers or 
charities — consider long-term social and environmental 
stewardship to be part of their responsibility to their 
beneficiaries. 

“We have retirees who depend on us now for the income 
they live on, but today’s 25-year-old participant may well 
be relying on us four or five decades from now to translate 
those investments into a steady stream of lifetime income,” 
says Roger Ferguson, president and CEO of the US$542 
billion US teachers’ pension fund TIAA-CREF. “By virtue of 
our mission, we’re in it for the long haul.”5 

For investment managers, the impetus comes first and 
foremost from customers. “It’s all about client demand,” 
says Meg Brown, a consultant at £34.8 billion (US$56 billion) 
UK-based fixed income manager BlueBay Asset Managers. 
Brown estimates that up to a half of all clients ask about its 
capacity to identify and report on ESG-related risks. 

“There is almost always a 
question about ESG capabilities 
[in RFPs],” says Klein. “We don’t 
win [mandates] because we’re 
good at ESG, but we would 
certainly lose them if we didn’t 
cover it.” 
Discussions about corporate governance and sustainability 
in investment mandates, Request for Proposals (RFPs), 
and meetings between fund managers and their clients 
are currently focused on investment strategies rather than 
outcomes. Asset owners are more focused on mitigating 
downside risk than on outperformance, and tend not to be 
prescriptive. 

There may also be a case for looking at ESG factors as 
leading indicators of creditworthiness. Investment managers 
may overweight higher-yielding bonds where the rest of the 
market has failed to identify the potential for significant ESG 
improvements, e.g. a brewery introducing new technology 
to improve water efficiency or to better manage energy 
demand or emissions profiles in its supply chain.

Whatever the impetus for learning and taking action, 
interest is clearly growing, with over 150 individuals having 
been involved in the PRI’s fixed income programme since 
2011. This discussion paper addresses how ESG factors 
can be material to credit risk, what variables determine 
materiality, and what investors and the PRI are doing to 
address these issues. 

The framework used by the working group to explore this 
topic is shown below in Figure 1. This links various key ESG 
factors with commonly considered credit factors and looks 
for evidence of this relationship in common measures of 
creditworthiness.

5 Remarks to the TIAA CREF Annual Meeting, 19 July 2011. Available online. 

https://www.tiaa-cref.org/public/about/news/gen1107_267.html
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Figure 1. The relationship between ESG factors, credit factors and measures of creditworthiness. 
Source: PRI Corporate Fixed Income Working Group

SOCIAL
 ■ Employee relations
 ■ Human rights
 ■ Community/stakeholder 

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

 ■ Profitability
 ■ Employee productivity

 ■ Competitive advantage
 ■ Cost of capital

 ■ Leverage

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

accountability

ENVIRONMENTAL
 ■ Climate change
 ■ Biodiversity
 ■ Energy resources and 

management
 ■ Biocapacity and ecosystem 

quality
 ■ Air/water/physical 

pollution
 ■ Renewable & non-

renewable natural 
resources

FACTORS INFLUENCING CORPORATE CREDITWORTHINESS

 ■ Credit ratings
 ■ Breach of covenants

 ■ Volatility
 ■ Bond yield

 ■ Default
 ■ CDS spreads

CREDIT RISK INDICATORS

FIXED INCOME IN THE RESPONSIBLE INVESTMENT CONTEXT

Many of the themes covered in this paper have been 
looked at from a listed equity perspective. But there are 
key differences between fixed income and listed equity 
that will require an alternative approach to responsible 
investment in this asset class.

A buy-and-hold strategy for investing in long-term, 
relatively illiquid bonds requires consideration of all 
pertinent risk factors over the relevant time period. 
Bondholders should carefully consider significant long-
term issues such as events risks, demographic and 
regulatory changes rather than more granular issues, 
ultimately fixed income is about the downside, and in 
particular, default risk. 

As lenders of capital and not owners of shares, 
bondholders generally have fewer obvious opportunities 
to engage with companies, such as exercising voting rights 

and speaking at AGMs. Engagement is a key tool for equity 
investors to mitigate ESG-related risks, and bondholders 
can consider engagement as well during investor 
roadshows, debt reissuance and in collaboration with other 
bondholders. 

Issuers may not be aware of who their creditors are 
and have less impetus to listen to smaller fixed income 
investors, particularly when a debt issue is oversubscribed. 
Collaborative engagement by bondholders gives them 
greater influence and is a useful tool for mitigating major 
downside risks.

Further details can be found online in the PRI’s discussion 
paper on responsible investment in fixed income. In 2014 
the PRI will publish a more comprehensive guidance 
document on this subject.

http://intranet.unpri.org/resources/files/2011-06-14_PRI_Fixed_Income_Discussion_Paper.pdf
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Fewer than 20 academic articles were identified by the 
working group on this topic — far less than the hundreds 
exploring the links between ESG and share prices. 
Nonetheless, the studies reviewed by the working group did 
present compelling evidence that ESG factors are correlated 
with credit quality. Presented below are the highlights from 
these papers.6 

ENVIRONMENTAL FACTORS 
A study of bonds issued by 582 US corporations between 
1996 and 2005 found that firms with environmental 
concerns and poor environmental management had a 
higher cost of debt, lower bond ratings and lower issuer 
ratings. It found that environmental misconduct can incur 
“costly penalties and evoke strong negative reactions 
from both financial and non-financial stakeholders, each of 
which affects their default risk and thus impairs the value 
of their fixed income securities”. Cost of debt could be up 
to 64 basis points higher, using conservative assumptions. 
“Environmental practices affect the solvency of borrowing 
firms, by determining their exposure to potentially costly 
legal, reputational, and regulatory risks.”7 

Lenders charge on average 20 percent higher interest 
rates to companies which manage environmental risks 
poorly compared to those where environmental concerns 
are offset with environmental ‘strengths’, according to a 
study of US firms between 1995 and 2007. This is because 
firms with environmental issues are avoided by socially 
responsible investors, reducing the pool of capital available, 
while those lenders who assess environmental risks either 
decline to lend, or charge a premium to compensate for the 
risk.8 

Environmental management in the US pulp and paper and 
chemicals sectors is a determinant of bond yields, as it is 
of equity returns, according to a study on environmental 
performance and bond pricing. The study found that 
firms with poor environmental performance face future 
liabilities associated with compliance and clean-up costs, 
amid tightening regulation, which can be large enough to 
bankrupt polluting firms and leave bondholders’ claims 
subordinate to environmental liabilities. It also found that 
this relationship weakens as the credit quality of the issuer 
rises.9   

KEY FINDINGS FROM 
ACADEMIC RESEARCH

SOCIAL ISSUES 
According to a study of 2,265 bonds issued between 1995 
and 2005, firms with stronger employee relations have a 
statistically and economically significant lower cost of debt 
financing, with the quality of employee relations explaining 
22–42 percent of the spread over US Treasuries paid by 568 
US companies. The study finds that firms where employees 
quit, perform poorly or take action against the firm see 
reduced or more volatile cash flows, posing a source of risk 
to bondholders.10  

An understanding of the state of employee relations is a 
useful additional indicator for assessing the likelihood of 
financial distress, according to a study of data from index 
and research provider KLD from 1991 to 2001. The study 
found that companies with good employee relations are 
better placed to bear financial distress, as they are more 
likely to win concessions from their workforce in difficult 
periods.11   

GOVERNANCE ISSUES 
There is a positive relationship between anti-takeover 
mechanisms — such as weaker shareholder rights and 
poison-pill provisions — and credit ratings for investment-
grade firms, and a negative one for speculative-grade 
firms, according to a study of 775 companies over 2002–07. 
This suggests that board stability and direction, rather than 
anti-takeover measures, may be the greater determinant of 
credit quality and lower spreads.12   

A study of corporate bonds issued by US industrial firms 
between 1991 and 1996 found that they carried lower 
yields if levels of governance were higher, because 
shareholders were effectively monitoring management. 
However, it found that high levels of block institutional 
ownership — defined as an institution holding more than five 
percent of a company’s stock — have a negative relationship 
with credit ratings. It also found that better governance had 
stronger effects on yields for lower-rated bonds.13   
 

6 The full review by working group members is available to PRI signatories online [login required].
7 Bauer, R. and Hann, D., 2011. ‘Corporate Environmental Management and Credit Risk’, Working Paper, Maastricht University.
8 Chava, S., 2011. ‘Environmental Externalities and Cost of Capital’, Working Paper, Georgia Institute of Technology.
9 Schneider, T., 2010. ‘Is environmental performance a determinant of bond pricing?’, Contemporary Accounting Research 20, 1–25.
10 Bauer, R., Derwall J., and Hann, D., 2010. ‘Employee Relations and Credit Risk’, Working Paper, Maastricht University.
11 Kane, G. D., Velury, U., and Ruf, B. M., 2005. Employee relations and the likelihood of occurrence of corporate financial distress, Journal of Business Finance and Accounting 32, 1083–

1105.
12 Bradley, M., Chen, D., Dallas, G. S., and Snyderwine, E., 2010. ‘The effects of corporate governance attributes on credit ratings and bond yields’, Working Paper, Duke University.
13 Bhojraj, S. and Sengupta, P., 2006. ‘Effect of Corporate Governance on Bond Ratings and Yields’, The Journal of Business 76, 455–475.

http://intranet.unpri.org/resources/files/2012-10-19_PRI_Corporate_Fixed_Income_Academic_Review.pdf
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CARBON 
INTENSITY  
(tCO2e per 
USD million 

sales)

DIRECT AND 
INDIRECT 

WATER 
WITHDRAWAL  
(liters per USD 
million sales)

AIR 
POLLUTION 
INTENSITY  

(tons per 
facility)

HAZARDOUS 
WASTE 

INTENSITY  
(tons per 
facility)

1,237 79 1,853 149
524 26 550 9,643
583 44 1,270 7,534
67 121 164 71
176 25 147 477
34 10 9 112
37 19 85 546
63 23 40 56
52 23 33 121
44 8 14 53

FATALITIES  
(per million 
employees)

LABOR 
INTENSITY  
(employees 

per USD million 
sales)

0.1 1.6
0.3 1.5
0.1 3.5
0.0 4.0
0.1 4.4
0.0 3.1
0.0 3.4
0.0 5.5
0.0 4.4
0.0 2.1

CORRUPTION 
INDEX  

(10 = highest 
bribe incidence)

6.8
7.0
5.6
5.5
6.1
6.3
6.8
5.4
5.4
5.8

Utilities

Energy

Materials

Consumer Staples

Industrials

Telecommunication Services

Health Care

Consumer Discretionary

Information Technology

Financials

Sources: 
Carbon
Water
Air Pollution
Hazardous Waste
Fatalities

Labor
Corruption 

MSCI ESG Research, Carbon Disclosure Project (CDP), Comprehensive Environmental Data Archive (CEDA), Eurostat   
MSCI ESG Research, CEDA, Canadian Industrial Water Survey, Australian Bureau of Statistics     
MSCI ESG Research, US Environmental Protection Agency (EPA) AirData Facility SIC Report     
MSCI ESG Research, US Environmental Protection Agency (EPA) Resource Conservation and Recovery Act (RCRA) 
MSCI ESG Research, US Occupational Safety and Health Administration (OSHA), UK Reporting of Injuries, Diseases and Dangerous 
Occurrences (RIDDOR)         
MSCI ESG Research, Thomson Financial         
MSCI ESG Research, Transparency International       

Scope: Based on analysis of companies on the MSCI All Country World Index (ACWI) as of Nov 18, 2013; n = 2,388 companies

ENVIRONMENTAL SOCIAL GOVERNANCE

While the academic research makes the link between ESG 
factors and corporate credit quality, the studies by their 
nature tend to be carried out across entire markets or 
sectors, and are predominantly US-focused. Practitioners 
indicated, however, that the materiality of ESG factors 
tends to be dependent upon sector, region, timescale and 
leverage, and is often highly company-specific. 

Figure 2 shows how MSCI, an investment index and ESG 
research provider, measures the impacts of ESG factors 
across different sectors. This data informs the weighting 

KEY FINDINGS FROM 
PRACTITIONERS

of each factor when determining an overall ESG ‘score’ 
for an issuer. Taking one example, carbon and air pollution 
intensity are most acute in high-emitting sectors such as 
utilities, energy and materials. Any future regulation on 
these carbon emissions or air pollution is a potential risk 
for those companies unable to control their emissions in an 
efficient way. It also looks at labour intensity as a measure 
of social factors and corruption as a measure of governance. 
Data is sourced from international organisations such as 
Transparency International and Carbon Disclosure Project 
(CDP) as well as data providers such as Thomson Financial. 

Figure 2. : Shows a heat map of key ESG factors across different sectors. 
Source: MSCI
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14 Breckinridge, 2012. A Sustainable Approach to Fixed Income Investing. Available online. 
15 BP quarterly results press release, 30 July 2013. Available online.

Despite the research conducted, it remains difficult to 
demonstrate, amid the multitude of factors that have 
a bearing on corporate performance, a discrete causal 
relationship between ESG factors and credit quality. There is 
rarely a direct or standalone transmission from, say, a poor 
human rights record and long-term profitability. “It’s wrong 
to say that there is a mechanical relationship between ESG 
and credit ratings,” stresses Dallas at F&C. “Materiality is a 
difficult issue,” agrees Adam Kirkman, Head of ESG at AMP 
Capital, Australian multi-asset manager of AU$130 billion 
(US$121 billion). 

This explains why governance — where the links to financial 
performance are clearest — attracts most attention. Many 
corporate collapses can be attributed to weak or even 
corrupt management and the links can be clearly defined. A 
focus on governance is nothing new to good credit analysis 
and these considerations are easily factored into investment 
decisions, which is why most are already captured by the 
market. 

Conversely, defaults resulting purely from environmental 
and social issues are virtually unheard of. In its meetings, the 
working group discussed some key reasons for considering 
environmental and social factors in their credit analysis. 

Firstly, a growing number of analysts consider the way a 
company manages environmental and social risks to be a 
proxy for good management. “ESG factors help our analysts 
determine […] the soundness of an issuer’s governance 
practices,” says US-based fund manager Breckinridge 
Capital Advisors.14 ESG analysis isn’t simply about exposure 
to these types of issues; it’s about a company’s management 
of that exposure.

Secondly, a larger and richer global population is putting 
ever-greater pressure on dwindling natural resources and 
communities themselves. New regulation, the widespread 
use of social media, and a shift towards greater corporate 
transparency (and integrated reporting) place pressure on 
companies to increase their accountability, identify potential 
externalities, and internalise costs that have historically 
been external. Companies looking to reduce supply chain 
costs, by buying from cheaper factories in developing 
nations, face a backlash from investors and consumers 
alike when this results in tragedies such as those seen 
recently in Bangladesh. Companies and their investors are 
more exposed to reputational risks than ever before. In 
short, environmental and social issues may not have been 
financially material in the past, but they are becoming 
increasingly important.

Evidence from case studies such as those presented below 
shows that ESG analysis could have provided (and in most 
cases did provide) early warning of material financial losses. 
But in most cases, investors were either not aware of or 
underestimated the potential risk to their investment.

BP DEEPWATER HORIZON DISASTER 
Poor health and safety procedures at BP caused the deaths 
of 11 contractors and took a heavy toll on providers of 
both equity and debt to the oil major. The explosion of the 
Deepwater Horizon rig off the Gulf of Mexico on 20 April 
2010 triggered the largest environmental disaster in US 
history, and the largest marine oil spill in the world. The spill 
is set to cost BP US$42.4 billion, the company said in July 
2013.15 

Some argue that this sort of ‘event risk’ falls beyond the 
purview of credit analysis. But running up to the disaster, BP 
suffered from a series of well-documented health and safety 
failings, having experienced relatively low levels of incident 
in preceding years. In March 2005, 15 people died and 180 
were injured in an explosion at BP’s Texas City refinery. In 
March 2006, a BP facility caused a major oil spill at Prudhoe 
Bay oil field in Alaska. 

BP’s share price more than halved in the two months 
following the disaster, and it still trades at a lower price-to-
earnings ratio than its oil major peers. But the disaster also 
affected the value of its debt. Its benchmark five-year Series 
2014 bond fell from a premium of 103 before the spill to a 
low of 82.9 on 25 June — a drop of 19.5 percent. While debt 
values eventually recovered to pre-event levels, BP’s five-
year CDS prices remained volatile well into 2012.
The disaster also affected the credit default swaps 
referenced to its bonds. Its five-year CDS rating was trading 
at 40 before the spill, spiking to as high as 611 in mid-June, 
implying a dramatic increase in the market’s perception of 
BP’s risk of default. While the bond price has recovered, 
CDS pricing remains elevated — at around 60 at the end 
of October 2013 — as a result of the use of measures of 
historic volatility in CDS pricing models. 

The incident led to downgrades of BP’s debt by the three 
largest credit rating companies, with Moody’s, for example, 
dropping it from Aa1 before the spill to A2 in the months 
following.

http://www.breckinridge.com/pdf/whitepapers/2012/A%20Sustainable%20Approach%20to%20Fixed-Income%20Investing.pdf
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DRAX DOWNGRADE OVER EMISSIONS 
CONCERNS 
Tightening carbon emissions regulations poses a medium-
term threat to a range of carbon-intensive businesses, 
such as UK-listed Drax Power Ltd. The company operates 
the largest partially coal-fired power station in the UK 
and is also the country’s largest single emitter of CO2. In 
2009, Standard & Poor’s (S&P) downgraded the company 
from investment (BBB-) to speculative grade (BB+). The 
downgrade was partly in response to the effect of the 
economic recession on power prices, but it was also a 
response to tightening targets in the EU Emissions Trading 
System (ETS).

“Drax’s earnings have been under pressure since 2008, 
when Phase II of the EU Emissions Trading Scheme began,” 
S&P’s analysts wrote, noting that “the increased cost of 
carbon allowances and higher coal prices resulted in a 10 
percent decline in EBITDA in 2008, despite relatively high 
power prices and dark green spreads.16 Moreover, Phase III 
of the ETS in 2013 will bring in another structural increase 
in carbon costs”.17 Part of Drax’s response to more stringent 
carbon constraints was to convert half of its boilers to run 
on biomass. 

LONMIN AND THE DEATHS AT 
MARIKANA 
Social issues pose risks to the operations of any company 
and can be profound for those with a relatively large work 
force. In August 2012, a breakdown in employee relations at 
platinum producer Lonmin culminated in 44 employee and 
police deaths at the Marikana mine in South Africa. In the 
months following the massacre, some 60 percent was wiped 
off the value of the company’s shares. 

Lonmin has not issued any debt publicly. However, on 21 
August of that year, Lonmin warned private lenders that it 
risked breaching its loan covenants as it was forced to shut 
down operations. Shareholders ultimately suffered, with 
their shares diluted by a US$800 million rights issue at the 
end of 2012. In the long term, investors may turn down the 
opportunity to finance the miner, given the risks involved 
at a country and sector level. Interestingly, when Moody’s 
downgraded South Africa’s sovereign credit rating later in 
2012, it cited ongoing unrest in the mining sector as one of 
the key reasons for its decision. As with BP, few, if any, fund 
managers chose to adjust their investment in Lonmin due to 

its poor employee relations or health and safety record. 
Looking at data on these factors could have helped investors 
choose between two issuers with evenly priced bonds, 
thereby achieving the same return at lower risk levels.

GECINA’S CORPORATE GOVERNANCE 
FAILINGS 
Gecina SA is a real estate investment company specialized 
in the rental of commercial real estate and residential 
properties. 
 
In March 2009, S&P placed Gecina’s rating (back then BB+) 
on review for downgrade. The rating action was primarily 
based on weak corporate governance. Subsequently, in 
April that year, it downgraded Gecina to BB-, while still 
keeping the ratings on negative outlook. S&P said: “The 
rating actions reflect our negative opinion of Gecina’s 
corporate governance and the resulting risk we perceive 
of significantly reduced financial flexibility. We believe that 
several unexpected related party transactions reflected 
heavily credit dilutive corporate governance practices that 
may weaken the company’s access to financing”. The agency 
also referred to a clear lack of Board control, and the fact 
that compensation was ‘inadequately’ aligned with credit 
quality (namely predominantly based on increasing the 
absolute level of EBITDA).
 
In February 2010, S&P placed Gecina’s ratings back on 
Watch Positive based on improvements in corporate 
governance. A new CEO and new non-executive Chairman 
were appointed, the board of directors was strengthened 
through a number of new appointments and three board 
committees were created. These improvements supported 
S&P’s decision to upgrade Gecina to BB+ in 3/10. The group 
is currently rated BBB.

16 The dark green spread is the margin that a power company makes on its electricity sales, taking into account the cost of coal and of the carbon allowances it is required to surrender to 
offset the associated emissions.

17 “Drax Power Ltd. Issuer Rating Cut to ‘BB+’ On Weak U.K. Power Prices and Increasing Business Risk; Outlook Negative” Standard & Poor’s Research Update, 15 May 2009.
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Fixed income managers could consider ESG factors as 
part of their fundamental analysis, as is being done by 
many equity analysts. See, for example, PRI’s publication 
Integrated Analysis: How investors are addressing 
environmental, social and governance factors in fundamental 
equity valuation. Emerging themes include stranded carbon 
assets, water scarcity and demographic shifts.

STRANDED ASSETS AND THE CARBON 
BUBBLE
The ‘Unburnable Carbon’ thesis of the Carbon Tracker 
Initiative is gaining interest from the investment community. 
The NGO points out that if the world is to avoid significant 
impacts relating to climate change, up to 80 percent of 
proven reserves of oil, gas and coal will have to remain 
unexploited. If governments maintain or intensify their 
emissions targets, fossil fuels will become less viable as 
an energy source and demand is likely to fall, making it 
uneconomic to extract higher-cost reserves and potentially 
stranding fossil fuel assets. 

A number of equity analysts, including those at HSBC, Citi 
and Goldman Sachs, have produced research explicitly or 
implicitly embracing this thesis. Fixed income analysts are 
also considering the issue. S&P, for example, has identified 
high-cost Canadian oil sands developers as being first at risk 
of default from a slide in oil prices.  

WATER SCARCITY
Water scarcity has an impact on a number of sectors. 
Growing demand, over-exploitation of existing resources, 
and changing precipitation patterns are likely to affect 
agriculture, food and beverages, chemical production, and 
mining in particular. Consultancy Towers Watson placed 
resource scarcity — defined as food, water and energy crisis 
— at the top of their ranking of extreme risks, up from 11th 
the previous year.19 For fixed income investors, water and 
power utilities — many of which rely heavily on the bond 
markets for long-term finance — are likely to be of most 
concern. A 2010 report from Ceres, a US-based coalition 
of investors and environmental groups, highlighted the risk 
that water scarcity poses to US utilities, and argued that 
bond investors are “largely unaware of these risks”, blaming 
the “uneven scrutiny” applied by credit rating agencies to 
water exposures. 

Rating agencies are starting to research the issue. S&P 
has warned that power companies in eastern England 
“are likely to face both continued water shortages and 
increasing operating and capital costs”, which “could 

EMERGING SUSTAINABILITY 
TOPICS

harm the utilities’ credit quality over the long term if not 
appropriately mitigated”.  A report from Moody’s on water 
risks in the mining sector notes that water scarcity and 
other environmental issues will push up development and 
operating costs, meaning that “projects will take longer 
to complete, be costlier and riskier, with credit-negative 
implications for the entire industry”.21 

DEMOGRAPHIC CHANGE
Demographic shifts, most notably ageing populations in 
rich and, increasingly, middle-income countries, will put 
pressure on public finances and sovereign creditworthiness. 
This, in turn, potentially adds to the country risk to which 
companies and their fixed income investors are exposed. 
Many corporate pension funds are also feeling the pressure, 
with existing pension liabilities having a knock-on effect on 
corporate balance sheets. 

Deutsche Bahn, Germany’s national rail operator, employs 
almost 200,000 people of whom 80,000 are over the 
age of 50 and just 10 percent under 30. The state-owned 
company has struggled to maintain its usual services during 
busy holiday periods, causing cancellations and re-routings. 
This is due to a lack of sufficiently qualified staff. 

Preparations for a public sell-off in 2008 involved staff 
redundancies and pay cuts. However, the global financial 
crisis meant it remained state-owned but now understaffed, 
according to Deutsche Bahn’s own sustainability report. In 
2012, it explained that “the current age structure within DB 
Group will mean a significant increase in staff requirements 
in the future. At the same time, demographic changes will 
make it harder to recruit new staff”. While equity markets 
may adjust to these changes over time, long-term bond 
investors are likely to be more exposed to these types of 
long-term trends. Organisations which commit to holding 
bonds which mature over 20 years should consider how 
these trends will impact upon an issuer’s creditworthiness 
and whether they will be material to investment 
performance.
 

18 Standard and Poor’s, 2013. Oil From U.S. Unconventional Resources Is Unlikely To Displace Canadian Crude Oil Exports Any Time Soon. Available online.
19 Towers Watson, 2013. Extreme Risks 2013. Available online.
20 Standard & Poor’s, 2012. CreditWeek Special Report: Water, The Most Valuable Liquid Asset? Available online.
21  Moody’s Investor Service, Water Scarcity to Raise Capex and Operating Costs, Heighten Operational Risks, 13 February 2013.

http://www.unpri.org/viewer/?file=wp-content/uploads/Integrated_Analysis_2013.pdf
http://www.unpri.org/viewer/?file=wp-content/uploads/Integrated_Analysis_2013.pdf
http://www.unpri.org/viewer/?file=wp-content/uploads/Integrated_Analysis_2013.pdf
http://www.standardandpoors.com/spf/ratings/CA_CO_TCON_2013June17_CdnCrudeOil.pdf
https://www.towerswatson.com/en/Insights/IC-Types/Survey-Research-Results/2013/10/Extreme-risks-2013
http://www.standardandpoors.com/spf/swf/water/data/document.pdf
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Since the Fixed Income Work Stream was established in 
2011, the PRI has seen increased interest in responsible 
investment from bondholders. In meetings and interviews, 
signatories have discussed how they use ESG analysis to 
inform allocation, credit analysis, bond fund weighting, and 
overall portfolio risk analysis. This paper concentrates on 
why fixed income investors should consider ESG factors 
in their investment process; a guidance document, to 
be published in 2014, will build on those meetings and 
interviews to showcase how this can be done. For now, 
we include some examples of the investment industry’s 
response to the increasing evidence of a correlation 
between ESG factors and credit quality.

According to the PRI’s 2009 survey of its signatories, 
an average of 56 percent of fixed income assets under 
management were invested subject to ESG considerations.22  
In 2010, this figure had jumped to 67 percent. In a 2012 
survey by the European Sustainable Investment Forum 
(Eurosif), the allocation of assets to socially responsible 
(SRI) bond funds stood at 51 percent of total SRI funds.23 
The report also states that “SRI investors on aggregate 
favour a higher allocation to bonds over more exotic assets”.

German signatory KfW Bankengruppe describes itself 
as a “responsible bank”. The bank is both an issuer and 
lender and its liquidity portfolio of EUR21 billion (US$28.2 
billion) consists purely of fixed income securities invested 
to maturity. KfW’s approach is to adjust internal credit 
ratings of issuers based on their “ESG score” provided 
by Sustainalytics, a research provider. Issuers are ranked, 
relative to peers, on their performance on certain ESG 
criteria such as CO2 emissions. Those ranked in the top 20 
percent of ESG scores retain their original credit rating. 
Issuers ranked between 20 and 80 percent have their credit 
rating adjusted down by 10 percent. For the lowest-scoring 
20 percent, credit ratings are reduced by 30 percent.

In addition to ranking issuers on their ESG performance, 
KfW also screens out issuers from its portfolio based on 
criteria found on the IFC Exclusion List published by the 
International Finance Corporation (IFC), such as production 
or trade in tobacco and munitions.24 

In addition, KfW communicates its investment strategy to 
issuers in order to engage with them on how they manage 
certain ESG criteria. 

HOW THE INVESTMENT INDUSTRY 
IS RESPONDING 

At the start of 2013, KfW sent 95 engagement letters 
to issuers explaining its investment approach, the ESG 
assessment methodology, and informing recipients of their 
overall ESG scores. 

Investors are not the only ones showing interest; sell-
side brokers, regulators and mainstream financial media 
are starting to pay greater attention. In September 2013, 
the capital markets publication EuroWeek published a 
special report setting out investor sentiment on this part 
of the fixed income market.25 The report also contained a 
framework for green bonds26 written by Bank of America 
Merrill Lynch and Citibank. This type of framework is 
important for issuers and investors to have a clear sense 
of what green bonds are and where funds are allocated, 
thereby encouraging the growth of the market. In 2013, 
the Climate Bonds Initiative estimated the scale of the 
green bonds universe to be at US$346 billion, significantly 
increased from US$174 billion in 2012.27  

OTHER STAKEHOLDERS
Brokers and rating agencies also have an important role to 
play in helping corporate bondholders recognise the risks 
and opportunities related to ESG factors. But activity in 
this area is unlikely to grow until investors show significant 
collective demand for research and credit ratings which 
incorporate these factors. Members of the working 
group regularly discussed the role of these organisations, 
expressing concern that ESG criteria are not incorporated 
into the quantitative models that form part of their opinions 
on creditworthiness.  

In June 2013, Barclays and MSCI released a family of ESG 
fixed income indices as a benchmark for investors. Three 
indices in total cover a negatively screened set of issuers, a 
positively screened or “best in class” set of issuers, and an 
ESG-weighted index based upon MSCI’s ESG ratings. Further 
work is being conducted on this topic by other initiatives, 
including CERES (US), UNEP Finance Initiative, and the 
National Association of Pension Funds (NAPF UK).28 

22 PRI, 2011. PRI Report on Progress 2011. Available online. 
23 EUROSIF (2012) European SRI Study. Available online.
24 Details of the IFC Exclusion List can be found online. 
25 EuroWeek (2013). Sustainable and Responsible Capital Markets. Available online. 
26 Green bonds are defined as fixed-income securities intended to raise capital for a project with specific environmental (and occasionally social) benefits such as the mitigation of climate 

change.
27 HSBC and Climate Bond Initiative, 2013. Bond and Climate Change: The State of the Market in 2013.
28 Ceres, 2013. 21st Century Investor: Ceres Blueprint for Sustainable Investing. Available online.
 UNEP FI & Global Footprint Network, 2012. A New Angle on Sovereign Credit Risk. Available online.
 NAPF, 2013. Responsible Investment Guide 2013. Available online.

http://www.unpri.org/viewer/?file=wp-content/uploads/2011_report_on_progress.pdf
http://www.eurosif.org/research/eurosif-sri-study/sri-study-2012
http://www.ifc.org/wps/wcm/connect/Topics_Ext_Content/IFC_External_Corporate_Site/IFC+Sustainability/Sustainability+Framework/IFC+Exclusion+List/
http://www.ceres.org/investor-network/Ceres%20Blueprint%20for%20Sustainable%20Investing
http://www.unepfi.org/fileadmin/documents/ERISC_Phase_1.pdf
http://www.napf.co.uk/PolicyandResearch/DocumentLibrary/0308_NAPF_Responsible_Investment_guide_2013.aspx
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Responsible investment activity is developing quickly and 
the industry is still trying to build a consensus on best 
practice, a highly subjective concept in itself. The surge 
of bondholder interest in ESG analysis in recent years has 
prompted a range of questions which this paper only goes 
part way to answering. Three priorities were identified by 
the working group to move responsible investment in fixed 
income forward.

INCORPORATING ESG IN CREDIT 
RATING METHODOLOGIES
Credit rating agencies play a vital role in fixed income 
markets. Members of the working group would like to see 
more systematic and transparent consideration of ESG 
factors in their ratings. Some rating agencies have published 
reports which show in-depth understanding of major ESG 
themes such as demographics and water scarcity, and yet 
there is little transparency about how these might be used 
as rating criteria.

Michael Wilkins, S&P’s London-based head of environmental 
finance, notes that the rating agency has looked at the 
effects of carbon pricing and water risk in some markets and 
at risks of stranded fossil fuel assets, and is beginning work 
on natural capital. 

“The issues need to be material, 
and have some level of visibility,” 
meaning S&P’s work in this area has tended to focus on 
the potential impact of environmental policy and regulation 
rather than attempting to anticipate ‘black swan’ events, 
such as the Fukushima disaster. 

RELATING DEBT QUALITY AND ESG 
MATERIALITY 
Are ESG factors likely to be more material for investors in 
high-yield bonds relative to investment grade? Intuitively, 
lower-grade, higher-risk companies are likely to be more 
vulnerable to ESG factors — and some of the academic 
research29 suggests that the potential for materiality of 
these factors grows weaker as an issuer’s credit rating 
climbs. 

OPPORTUNITIES FOR 
FURTHER RESEARCH

Meg Brown at BlueBay reports particular interest from 
clients on ESG risks in emerging markets’ portfolios. To 
many, ESG analysis adds a reassuring additional layer of 
scrutiny in markets where risks are not fully understood. 

IDENTIFYING LEADING ESG 
INDICATORS FOR FIXED INCOME 
ANALYSTS
Can analysts use ESG data as leading indicators of credit 
strength and predict a deteriorating credit story, or is poor 
ESG management simply symptomatic of poor financials? 
While the data and examples in this paper show strong 
correlations between ESG factors, credit factors and 
investment outcomes, a crucial next step is to explore 
evidence of causality.  

This presents an opportunity for both the academic 
community and for sell-side analysts. In terms of academic 
research, particularly, almost all of the studies to date have 
looked at US companies, given the size of the US market 
and the availability of data. Research into other corporate 
fixed income markets is to be encouraged.  

29 Schneider, T., 2010. Is environmental performance a determinant of bond pricing? Evidence from the U.S. pulp and paper and chemical industries. Contemporary Accounting Research 
20, 1–25.

 Bhojraj, S. and Sengupta, P. (2003). Effect of Corporate Governance on Bond Ratings and Yields: The Role of Institutional Investors and the Outside Directors, The Journal of Business, 
76, pp. 455–475.
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This paper has explored the links between ESG factors, 
corporate credit risk, and the performance of corporate 
fixed income investments. It was prepared in the context of 
growing investor interest in the subject, especially among 
the PRI’s signatory base. Its findings can be summarised as 
follows. 

THE RESEARCH REVIEWED BY THE WORKING 
GROUP MAKES A COMPELLING CASE FOR 
CONSIDERING ESG FACTORS IN CORPORATE FIXED 
INCOME INVESTMENTS. 
Academic and practitioner research suggests that good 
management of ESG factors correlates strongly with 
credit strength. The materiality of ESG factors will vary 
depending on a company’s overall indebtedness, sector, 
region and the maturity period of its bonds. Governance 
issues are already largely captured in credit analysis, but in 
most cases, markets are failing to price in environmental 
and social factors. This offers active investors in particular 
an opportunity to gain additional insights into risk, reduce 
overall portfolio risk, and benefit from market inefficiencies.

INVESTMENT STRATEGIES WHICH INCORPORATE 
ESG ANALYSIS ARE WELL SUITED TO CREDIT 
MANAGERS…
A responsible investment strategy is particularly well suited 
to most bondholders, given the long-term and relatively 
illiquid nature of bonds, and bondholders’ focus on downside 
or default risk. For investors actively trading bonds or CDSs, 
ESG factors also offer additional insights into financial 
opportunities — more akin to the way shareholders might 
consider those factors.

…BUT THE RELATIONSHIP BETWEEN ESG FACTORS 
AND INVESTMENT PERFORMANCE MAY NOT BE 
AS CLEAR OR DIRECT AS IT IS IN OTHER ASSET 
CLASSES.
Less volatility in debt markets, relative illiquidity, and 
bondholders’ preferred position in corporate capital 
structures mean corporate bond prices are likely to be 
proportionately less sensitive to ESG factors than share 
prices. It is intuitive that ESG factors will be more material 
for companies with lower levels of creditworthiness. 
The focus in fixed income is therefore likely to be on 
major downside risks related to ESG factors, particularly 
catastrophic one-off events which impact upon both cash 
flows and reputations. 

INVESTMENT MANAGERS ARE RESPONDING, 
DRIVEN BY ASSET OWNER DEMAND… 
Investors are incorporating ESG analysis into their 
management of corporate fixed income as a way of 
screening out certain issuers, in response to particular 
environmental risks or as part of their fundamental 
analysis of bonds. The most powerful driver for investment 
managers is asset owner demand. As major pension funds 
and insurers come to recognise the potential financial and 
reputational risks related to ESG factors, they are requesting 

KEY TAKEAWAYS

evidence from their managers that they have adequate 
resources and processes to identify and manage them.

…BUT THEY REQUIRE MORE SUPPORT FROM 
CLIENTS AND SERVICE PROVIDERS ALIKE. 
It is in investment managers’ interests to gain additional 
insight into credit risk. ESG analysis creates a potential 
market for more integrated products and services from 
other key stakeholders such as credit rating agencies, 
research providers and sell-side brokers. The PRI’s signatory 
network, acting in unison and supporting a consistent 
approach, should have a sufficiently loud voice to bring 
about these significant changes and support the investment 
industry as a whole. 
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There is no single approach to responsible investment 
that suits all organisations. Investors should consider their 
clients’ and beneficiaries’ needs and how responsible 
investment fits with their overarching investment philosophy 
before developing a responsible investment policy.30 This 
may detail different policies for each of the major asset 
classes. From this should stem a formal process for analysts, 
portfolio managers and other investment professionals to 
follow. Asset owners should consider how they can align 
their investment manager’s interests with their own to 
achieve their responsible investment goals.

Investors can engage with the PRI to learn more about 
this important area of responsible investment. The PRI 
Secretariat regularly establishes working groups to address 
specific subjects, giving investors the opportunity to learn 
from peers and share their knowledge as well as raising their 
profile.31  

HOW THE PRI IS RESPONDING
At present, there is little visibility on responsible investment 
practices in this area. To address this, the PRI will publish 
a guidance document in 2014 highlighting interesting and 
innovative examples of bondholders putting the Principles 
into practice. This will be based on interviews with a number 
of direct and indirect investors as well as brokers and credit 
rating agencies.

Bondholders can also use the fixed income module of the 
PRI’s new Reporting Framework to communicate their 
responsible investment approach to clients and other 
stakeholders. The module covers policy and practice on ESG 
incorporation, the financial and ESG outputs and outcomes, 
and how this is communicated to stakeholders.

In more general terms, the PRI helps signatories by 
showcasing investor strategies in case studies and webinars. 
It also hosts events to build communities of like-minded 
practitioners. 

In the longer term, the PRI’s Fixed Income Work Stream 
will turn its attention to the role of credit rating agencies 
and environmentally and socially themed bonds. It will also 
look at how bondholders can be active owners, in line with 
Principle 2 of the Principles for Responsible Investment, 
by engaging with corporate issuers to encourage improved 
disclosure, management and performance on ESG issues.

NEXT STEPS 

30 Guidance for asset owners on writing an investment policy can be found online on the PRI’s website.
31 Contact implementation.support@unpri.org for more information.

http://intranet.unpri.org/resources/files/PRI_tool_Writing_a_responsible_investment_policy_Guidance_for_asset_owners.pdf
mailto:implementation.support%40unpri.org?subject=
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APPENDICES 

AEGON Asset Management

AllianceBernstein 

Allianz Global Investors

Allianz SE

AMP Capital Investors

Amundi Asset Management

ATP - The Danish Labour Market Supplementary 
Pension

BlueBay Asset Management

Breckinridge Capital Advisors

Caisse de dépôt et placement du Québec

Carbon Tracker Initiative

Danske Bank

Deutsche Asset and Wealth Management

EIRIS 

F&C Asset Management

Generation Investment Management 

Hermes Fund Managers Limited

imug 

KfW Bankengruppe

Legal & General Investment Management

Mercer 

MN

MSCI

National Employment Savings Trust 

NEI Investments

Newton Investment Management

oekom research 

Pension Protection Fund

PGGM Investments

PIMCO

Robeco

Sustainalytics

UNEP Finance Initiative

Union Investment

Unipension Fondsmaeglerselskab

CORPORATE FIXED INCOME 
WORKING GROUP MEMBERS

THIS PAPER AIMS TO PROVOKE THOUGHT AND 
DEBATE ON THIS IMPORTANT TOPIC. 
THE PRI INITIATIVE SEEKS FEEDBACK ON THIS 
REPORT AND WOULD ALSO LIKE TO HEAR FROM 
THOSE WHO HAVE CONDUCTED RELEVANT 
RESEARCH. 

PLEASE SEND ANY COMMENTS TO THE FOLLOWING 
ADDRESS: 
implementation.support@unpri.org 

mailto:implementation.support%40unpri.org?subject=CORPORATE%20BONDS%3A%20Spotlight%20on%20ESG%20Risks
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The PRI is an investor initiative in partnership with
UNEP Finance Initiative and the UN Global Compact.

UN Global Compact

Launched in 2000, the United Nations Global Compact is a both a policy platform 
and a practical framework for companies that are committed to sustainability and 
responsible business practices. As a multi-stakeholder leadership initiative, it seeks 
to align business operations and strategies with 10 universally accepted principles in 
the areas of human rights, labour, environment and anti-corruption, and to catalyse 
actions in support of broader UN goals. With 7,000 corporate signatories in 135 
countries, it is the world’s largest voluntary corporate sustainability initiative.

More information: www.unglobalcompact.org

United Nations Environment Programme Finance Initiative (UNEP FI)

UNEP FI is a unique partnership between the United Nations Environment Programme 
(UNEP) and the global financial sector. UNEP FI works closely with over 200 
financial institutions that are signatories to the UNEP FI Statement on Sustainable 
Development, and a range of partner organisations, to develop and promote linkages 
between sustainability and financial performance. Through peer-to-peer networks, 
research and training, UNEP FI carries out its mission to identify, promote, and realise 
the adoption of best environmental and sustainability practice at all levels of financial 
institution operations.

More information: www.unepfi.org

http://www.unepfi.org
http://www.globalcompact.org
http://www.globalcompact.org
http://www.unepfi.org
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