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Contents Introduction
Participants at this year’s COP27 UN climate change conference in Egypt 

will face a radically different global market outlook to those who 
attended last year’s event in Glasgow.

For all the debate about the progress made – or lack of progress – on climate commitments at COP26, 
few could have envisaged the outbreak of war in Ukraine or the resulting sanctions placed on Russia. 
Nor could they have foreseen the largely unexpected return of high inflation levels across many 
major markets.

All of these factors have given environmentalists, investors and policymakers cause to reflect on wider 
priorities and commitments to mitigate climate change at a time when the world is facing a global 
energy squeeze and soaring demand for fossil fuels and shortages, felt most acutely in developing 
markets such as Sri Lanka.

Yet there are grounds for optimism. Rapid growth in clean energy has led to falls in the price of 
renewables such as solar and wind power1 – good news for both markets transitioning away from fossil 
fuels and those who invest in them. 

Many countries – including China and Russia – signed Paris Agreement pledges to reduce carbon 
emissions and the rapid adoption of electric vehicles. China is leading the way on EVs,2 which should 
make at least some impact in limiting future production of greenhouse gases. 

Much attention is focusing on developing markets. By dint of their geographies and poverty levels, 
it is expected many emerging markets will be hardest hit by global warming. There is a growing 
reassessment of how much such markets can achieve in the short run up to 20303 by way of reducing 
their carbon emissions. 

Increasingly, policymakers acknowledge financing cannot just target mitigation of environmentally 
damaging practises in emerging markets (EMs). Actions must also address adaptation to the 
seemingly inevitable rise in temperatures – demonstrated this year by record breaking heatwaves 
in the UK and Europe.

For all this, both EMs and developed markets hold huge potential for dedicated investors. In more 
developed markets such as Europe, evolving regulations are leading to a tightening in the classification 
of funds to concentrate their effectiveness and boost accountability. 

According to Bloomberg research, global environmental, social and governance (ESG) assets are 
on track to exceed US$53 trillion by 2025.4 Sustainable debt issuance alone also exceeded 
US$1.6 trillion last year.5 

Beyond environmental awareness, investors are also becoming increasingly cognisant of the social 
good corporates can do and the ways good governance can embed principles which are good for 
profits, employees and wider stakeholders.

While the wider responsible investment market does present significant challenges, particularly in 
developing meaningful comparison data in a world where definitions can blur and outcome 
measurement can prove obscure, few doubt its potential for long term growth.

Against this backdrop, BNY Mellon Investment Management firms examine the latest developments in 
this, our latest, Responsible Investment Special Report.
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1 IRENA. Majority of new renewables undercut cheapest fossil fuel on cost.
2 Sustainablitymag.com. China is leading the way I national EV adoption. 05 August 2021.
3 2030 is a target for aligning with so-called net zero carbon emissions set by a number of countries such as the UK.
4 Bloomberg. ESG assets may hit US$53trn by 2025, a third of global AUM. 23 February 2021.
5 BloombergNEF. Sustainable debt issuance breezed past $1.6 trillion in 2021. 12 January 2022.

* Insight Investment uses impact bonds as an umbrella term for fixed income issuances the proceeds of which are dedicated solely to projects intended to meet environmental or social criteria. 
This encompasses the universe of bonds referred to as green or sustainable as well as more specific outcome-oriented issuances such as blue, gender and transition bonds.



Staying in tune?
With the Intergovernmental Panel on Climate Change (IPCC) this year warning it is “now or 

never” to act decisively on climate change,1 how much progress is really being made and 
what impact will the Russia/Ukraine conflict have on our fight against global warming? 
Managers from BNY Mellon Investment Management weigh what this could mean for investors. 

No sooner had the global impact of the 
Covid-19 pandemic started to ease  
and the latest global United Nations 
(UN)-backed climate conference, COP26, 
concluded than the Ukraine/Russia 
conflict cast fresh doubt over the timing 
and efficacy of any major reset on 
sustainability and our stewardship of 
the planet.

Russia’s role as pivotal energy supplier to 
much of western Europe – and the sheer 
physical destruction wreaked by the war 
itself – have cast fresh doubts over 

already stringent carbon emission targets 
and deadlines designed to tackle climate 
change. 

According to a report by leading climate 
change researchers Climate Action 
Tracker (CAT) the world is currently 
witnessing a “gold rush” for new fossil fuel 
projects buoyed by the European energy 
squeeze and says it risks being locked 
into “irreversible warming”.2

Yet for all the potential hurdles ahead, 
there is some positive news. COP26 saw a 
new programme designed to define global 

goals on adaptation to climate change, a 
recognition that greater financial support 
is needed to help developing economies 
tackle the climate threat. Collective 
agreement on increasing action to bring 
down emissions was also matched by the 
finalisation of guidelines for the full 
implementation of the Paris Agreement.3

Beyond the UN, a record number of big 
polluters have also committed to cutting 
CO2 emissions according to a UN-backed 
report by the Science-Based Targets 
Initiative. The report says targets have 
now been embraced by over 2,000 
companies worth US$38 trillion across 
70 countries.4 

While the Russia/Ukraine war presents 
fresh challenges to tackling climate 
change, some analysts are hopeful these 
hurdles can be successfully negotiated 
given other global commitments and 
cooperation.

Newton senior research analyst Richard 
Bullock says: “A key question will be how 
the world tackles climate change without 
cooperation between the democratic and 
autocratic alliances. Does this make a 
1.5-2.0 degrees Celsius limit to global 
warming scenario unattainable? 

“Without access to some of the raw-
material inputs required for energy 
transition from Russia or other Eurasian 
countries, it will make the achievement of 
climate targets both more costly and 
more challenging. However, the 
democratic alliance includes countries 
with large clean-energy resource 
endowments such as Australia and 
Canada, and there are several 
strategically important countries that are 

also likely to remain unaligned, including 
Argentina and Chile.”

While Bullock is optimistic some climate 
targets can remain on track, he does feel 
some markets may look to fossil fuels 
such as coal in the short term while the 
Russia/Ukraine conflict plays out.

TRANSITION TIME
“Ultimately, energy transition – the shift 
from hydrocarbons to electrons – is 
consistent with higher levels of national 
security, and therefore we remain 
optimistic that policy is headed in this 
direction. In the short term, the current 
energy-supply shortage will put the 
emphasis back on the importance of 
fossil fuels in meeting economic needs. 
The key lesson is that governments will 
need to factor geopolitics into a more 
pragmatic energy-transition policy and 
investors are likely generally to want to 
accommodate both fossil fuels and clean 
energies in portfolios,” he adds.

BNY Mellon Investment Management 
head of responsible strategy Kristina 
Church agrees a short-term swing back 
to fossil fuels is likely but she is hopeful 
renewables can take up some of the slack. 

“In terms of the climate crisis, it really is a 
‘now or never’ that we need to reduce 
emissions by 50% by 2030 – which is an 
incredibly short space of time in which to 
do so – and we are not on track to do that. 

“Against the backdrop of the Ukraine 
crisis, we might even see a step up in 
emissions larger than any achievable 

short-term step down. While we might 
see a short-lived spike in demand for coal 
and gas the good news for the medium 
term is that there is going to be a 
significant ramp up in renewables.  
That said, all ramp ups take time and 
unfortunately there are no short-term 
fixes,” she says.

Even before the Ukraine crisis concerns 
about ‘greenflation’ – with new spending 
on green technologies leading to a rise in 
commodity prices and wider inflation – 
were becoming more vocal.5 

Some analysts estimate about  
US$100 trillion in global investment will 
be required to achieve net zero by 2050. 
They believe large scale spending on 
climate-friendly infrastructure and 
generation facilities could create a 
virtuous circle, boosting economic growth 
to compensate for any rise in prices.

According to BNY Mellon Investment 
Management chief economist, Shamik 
Dhar: “The standard view is that costly 
investment over the next 20–30 years will 
help avert an even costlier climate crisis 
in the second half of the 21st century. 

That’s probably right, but there’s a  
rosier world view that suggests our 
investments up front may not be as costly 
as most think if vast spending on clean, 
technologically advanced capital has spill 
over effects to the rest of the economy. It’s 
not impossible clean investment could 
boost productivity economy-wide, while 
raising living standards and reducing 
overall inflationary pressure.

“Even if green investment is costly, it’s not 
clear who will bear those costs over the 
longer term. It may be the consumer, if 
firms can pass costs on into prices. But 
if competitive forces prevent that, then 
firms and shareholders may have to 
shoulder some of the cost in the form  
of a lower return on capital, or workers 
in the form of lower real wages. Finally, 
taxpayers may share the burden too if 
many of these investments have to be 
subsidised. In truth, those costs will 
probably be shared, so once again 
‘greenflation’ doesn’t necessarily imply 
higher inflationary pressure, let alone 
actual inflation.”

In fact, the huge scale of investment 
needed to tackle the climate crisis could 
present a range of potentially attractive 
opportunities to longer term investors. 

According to the International Energy 
Agency, new capacity for generating 
electricity from solar, wind and other 
renewables rose by a record amount in 
2021 and is likely to do the same this year 
as governments increasingly take 
advantage of renewables’ energy security 
and climate benefits.6

Against this backdrop, areas such as wind 
and solar power, hydrogen, battery 
technology and mobility are just some 
areas which could benefit strongly from 
the global focus on net zero.

Newton head of mixed assets investment 
Paul Flood believes all of this could offer 
some major opportunity for investors.

RENEWABLES PUSH
“With Russia’s invasion of Ukraine, rising 
energy costs and widespread market 
volatility, alternatives – including 
renewables – could offer potential 
sources of return. On the renewables side, 
battery storage manufacturers that help 
with the transition to renewable power 
could be seen as having seen strong 
upgrades in revenue generation,” he says. 

“These companies can gain additional 
revenues from providing capacity 
availability to the power supply grid. 
Furthermore, renewable energy 
companies in general have contributed 
strongly to the high-power price 
environment following Russia’s invasion 
of Ukraine. Power prices remain elevated 
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1 Lexology/Freshfields Bruckhaus Deringer. ‘It’s now or never’: IPCC publishes climate change mitigation report. 19 April 2022.
2 BBC. Climate change: Ukraine war prompts fossil fuel ‘gold rush’ – report. 09 June 2022.
3 UN Climate Change News. 4 key achievements of COP26. 24 November 2021.
4 BBC News. Record number of polluters set CO2 emissions targets. 12 May 2022.

5 FT. ‘Greenflation’ threatens to derail climate change action. 02 August 2021.
6 IEA. Renewable Energy Market Update – May 2022.
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7 Bloomberg as at end April 2022.
8 Ibid.
9 Nature. COVID curbed carbon emissions in 2020 — but not by much. 15 January 2021.
10 BBC Future. Covid-19 paused climate emissions – but they’re rising again. 15 March 2021.

and while this could partially reverse in 
the short-term, we expect long-term 
power price assumptions will have to rise 
as Europe tries to reduce its power 
dependency away from Russia. This 
should, we believe, benefit many of the 
renewable energy companies.”

Beyond renewables, Church says 
emerging markets (EMs) are another 
area in urgent need of support in tackling 
climate change. 

“Developing economies face some of the 
most immediate threats from climate 
damage and urgent need for climate 
adaptation financing. We would expect 
policymakers to concentrate more work 
there to try and encourage more private 
money and investment across these 
markets and towards climate mitigation 

solutions too – not just in the energy 
space but also in all the sectors where 
they need to decarbonise, such as 
transport. It may be possible for some 
less developed markets to ‘leapfrog’ more 
developed ones in terms of implementing 
new technologies in areas such as 
mobility,” she says.

Insight portfolio manager Simon Cooke 
adds: “Investing responsibly in fixed 
income in emerging markets is 
increasingly seen as a way to support 
meaningful positive environmental and 
social outcomes in developing markets. 
Initially the market was dominated by 
financials and sovereign issuers from 
China, Korea, and India. Since 2019 
however, the asset class has rapidly 
evolved and grown, with more than 
US$250bn outstanding as at April 2022, 

issued by 49 countries overall.7 The hard 
currency emerging market impact bond 
universe now includes over 200 issuers,8 
across all major sectors.” 

While Church welcomes such 
developments, she also hopes the fact 
this year’s COP27 event is to be hosted by 
Egypt may help focus minds on the needs 
of emerging economies and ways of 
helping them to adapt to a changing 
climate. 

“What didn’t come across strongly enough 
at COP26 is the need to address 
adaptation – the idea that financing can’t 
just go on mitigation but will have to help 
adaptation and provide infrastructure 
spending to support those countries 
facing some of the deepest risks from 
climate damage,” she concludes. 

Finding net zero
Removing fossil fuels from the global economy has become increasingly imperative as the 

world battles to tackle climate change. But what makes a good ‘net zero’ commitment from 
a company? Here, Newton and Walter Scott managers give their views.

Russia’s invasion of Ukraine and the 
cost-of-living crisis have thrust global 
energy security into the spotlight. Spiking 
energy prices threaten to derail efforts to 
meet Paris Agreement targets on climate 
change, ramping up pressure on 
corporates and asset managers to fully 
prepare for net zero1 transition.

The energy crisis has illustrated the 
magnitude of countries’ reliance on fossil 
fuels, particularly developing nations, 
complicating the picture for governments, 
companies and investors over their own 
climate change commitments. Are 
corporates on the right path and what 
role can asset managers play in the net 
zero transition?

Alan Lander, investment manager and 
co-head of research at Walter Scott, 
welcomes the steps global corporations 
have taken to address climate change in 
recent years, but he says it is important 
for investors to cut through any bluster by 
scrutinising net zero claims with the 
same rigour they would any other 
long-term corporate strategy. 

“Not all climate claims and targets stack 
up and we are wary of the potentially 
overly ambitious use of the ‘net zero’ label 
and other tactics that can be used to 
make a business seem greener than the 
facts might indicate,” Lander says. 

“Too many net zero claims are vague, 
lacking both detail and strategy and too 
often the details we do see are not 

stretching enough for the company in 
question to be on the right trajectory.” 

In isolation, a net zero target brings no 
obligation for a company to change its 
behaviour in the short term, Lander notes, 
while the long-term time horizon involved 
– often stretching decades into the future 
– means the management team that 
announces the target will rarely be 
around to carry the can if it is missed.

UNDERSTANDING 
TRANSITION
To better understand the transition, 
Lander says it is important to establish 
what scope of emissions are included in a 
net zero target and to what extent carbon 
offsetting mechanisms will be used in 
achieving that goal. Lander believes a 
company’s net zero target should cover a 
broad scope of emissions, including the 
full gamut of so-called scope 3 emissions 
under the widely respected Greenhouse 
Gas Protocol (see box below), and 
incorporate only high-quality offsets for 
emissions that are hard to abate with 
today’s technologies. 

“When appropriate and when properly 
structured, a net zero target should 
form part of a company’s overall climate 
strategy,” he adds.

In a portfolio context, Walter Scott believes 
all companies should be relevant in a 
‘global energy system’ compatible with 
limiting global warming to 1.5 degrees. 
This means looking at a company’s 

contributions through its influence on 
the system as a whole, not just its own 
consumption and production of energy.

System-wide emissions are the most 
important factor, argues Walter Scott, 
because “a company that is contributing 
to system-wide emissions reduction (net 
of its direct emissions) can form part of 
an equation that solves for lower global 
temperature rise (irrespective of those 
direct emissions)”.

“The global energy system is too complex 
to adopt a one-size-fits-all solution to 
emissions reduction,” it adds. 

AVOIDING DIVESTMENT
Divestment is not always the right way to 
approach net zero says Newton 
Investment Management, which 
advocates engaging with companies and 
allocating to those that are doing their 
utmost to create credible and effective 
transition plans.

But ultimately Newton global head of 
sustainable investment Therese Niklasson 
says when companies are not committed 
to and planning for their transition there 
must come a time when a line is drawn in 
the sand. Companies that ignore their 
externalities would not present the best 
investment opportunities over the long 
term, she says.

“While investment managers must make 
sure we strive to make investment as 
‘just’ as possible there will be winners 
and losers from this,” she concludes. 

GREENHOUSE GAS PROTOCOL EMISSIONS SCOPES

The GHG Protocol supplies the world’s most widely used greenhouse gas accounting standards. Its scopes include:

Scope 1 –  
a company’s direct GHG emissions such 
as from running boilers and vehicles.

Scope 2 –  
relates to indirect emissions, for 
example when the energy a company 
uses is being produced on its behalf.

Scope 3 – 
all emissions associated with a company 
that it is indirectly responsible for up 
and down the value chain.  

1  According to the United Nations Net zero means cutting greenhouse gas emissions to as close to zero as possible, with any remaining emissions reabsorbed from the atmosphere by forests and oceans. 
Source: Deloitte. Scope 1, 2 and 3 emissions. What you need to know. 
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LESSONS LEARNED?: COUNTING THE COVID COST 

As skies and roads fell silent at the 
height of the coronavirus pandemic, 
some commentators believed a 
paradigm shift had occurred in 
transport and human lifestyle with 
the prospect of a golden era of 
sustainability ahead. 

Yet two years on – as much of everyday 
life returns to ‘normal’ across many 
major economies – some are asking 
what lessons we can really learn from 
the events of 2020-2022. 

Global carbon dioxide emissions fell by 
6.4%, or 2.3 billion tonnes, in 20209 – 
roughly double Japan’s annual 
emissions – as the pandemic curbed 
global travel and wider economic 
activity.

According to Church, this fall in CO2 
during lockdown stages of the 
pandemic, while smaller than some 
had anticipated,10 could teach us 
lessons about how we could curb 
emissions in the future.

“Perhaps the only good thing to come 
out of the pandemic lockdowns was the 
temporary drop in emissions. While we 
wouldn’t want to revert to lockdowns to 
solve decarbonisation, we can certainly 
learn from the way emissions fell and 
perhaps look at some of those ways we 
can replicate that without causing too 
much pain from a social and economic 
point of view,” she says. 

“Transportation could be one of the key 
areas which can help with this as 
working patterns change in developed 
markets and we look to commute less 
as more flexible ways of working, such 
as working from home gain in popularity 
and less business trips are planned.

“Lockdowns provided many city 
policymakers a pause to rethink urban 
transport infrastructure and to 
discourage carbon-intensive modes 
such as the personal car and instead 
encourage commuters to smaller modes 
of personal transport, such as micro-
mobility, or to shared modes of transport.”

Far from withdrawing attention from 
climate change, Insight head of fixed 
income investment specialists April 
LaRusse believes the pandemic has 
focused more minds on its potential 
threat. 

“Initially, some felt if there were a 
pandemic people would stop caring 
about climate change and they would 
just focus on other things. In fact, the 
pandemic appears to have had the 
opposite impact. Interest in ESG and 
climate change spurred during the 
Covid-19 events has seemed to make it 
even more urgent to have some sort of 
opinion or investment focus on these 
issues,” she says. 

“In terms of social and governance 
actions, our response also proved that 
if we do all try and work together, we 
can move mountains. Creating a 
vaccine and vaccinating a large 
proportion the world rather rapidly 
shows that if you are really focused 
rapid change is possible.”
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Beat patrol
While China and India are giants of the emerging market 

investment world and offer huge potential, they also 
face some significant environmental, social and governance 
(ESG) challenges. Here, Newton portfolio manager Ian Smith 
and senior research analyst Richard Bullock weigh the 
prospects they may offer investors and some potential 
hurdles that could lie ahead.

strides, while planning carefully for a 
low-carbon future.

NEW GENERATION
“China is making very impressive 
progress in its energy transition. If you 
look at its power mix, just a decade ago, 
around 70% of its electricity generation 
was coming from coal and that has 
reduced by about 10% in just a decade. 

China now has a broad mix of electricity 
supply sources, including nuclear 
hydroelectric, coal and gas but has also 
seen some massive cumulative 
installation of wind and solar. 

“Encouragingly, the country is attacking 
energy transition on multiple fronts by 
being open minded and not just going 
with one technology. It also has the 
advantage of having an established 
domestic supply chain in the country for 
solar power, to a large degree wind power 
and increasingly for battery capacity.”

On this, Bullock points to the 
interventionist role the Chinese 
government is playing in nurturing this 

development, supporting lithium 
supplying companies which have been 
prolific in acquiring this key element for 
electric vehicle (EV) production and other 
key components of the supply chain. 

“China really is now on the front foot of 
precuring resources for its EV industry,” 
he adds.

Either way, both China and India are 
markets where key local knowledge and 
detailed research can help avoid 
investment pitfalls the two agree. 

In India, limited understanding of ESG 
issues is not uncommon among 
companies, Smith says.

“It is always important to analyse the data 
points on companies and interrogate 
their ESG credentials. In markets such as 
India it can be helpful to work with 
companies to assess where any strengths 
and deficiencies lie in terms of ESG 
commitments, while understanding this 
approach is often more novel in EM 
regions than in developed markets and 
the approach to responsible investment 
can be less sophisticated,” he concludes.

As two of the biggest engines of 
emerging-market growth, China and India 
face a range of ESG challenges in both 
their domestic markets and in attracting 
responsible investors. From an 
environmental standpoint, they are also 
among the biggest emerging market (EM) 
contributors to carbon emissions, with 
China responsible for about 28% of 
carbon emissions and India seven per 
cent, ranking them first and third in the 
world, in terms of emissions.1 

Yet for all this, Newton portfolio manager 
Ian Smith queries the way both countries 
have been variously blamed for their role 
in the current climate crisis.2 He points to 
a historic carbon build-up over centuries 
that largely came from other sources and 
believes ignorance of the scale of carbon 
emissions in major markets such as the 
US is unhelpful.

“The bad environmental reputation some 
large EMs like China and India have 
gained may be, at least to some extent, 
quite unfounded. If you look at cumulative 
emissions since 1750 these countries 
really haven’t historically been the major 
source of the problem. It is also worth 
remembering that while India and China 
do make considerable emissions the US 
is also a major contributor.

“While critics point out a lot of offshoring 
of industrial and processing capacity has 
gone to EMs such as China and India, if 
you look at CO2 consumed and as a per 
capita basis it is roughly 10 times higher 

in the US than it is in India and almost 
three times higher in the US than it is in 
China. Some EMs are making strong 
progress and developing a strong track 
record in combatting CO2 emissions. 
China has made major strides in the 
development of its wind power. In terms 
of renewables and green commitments it 
is genuinely putting its money where its 
mouth is.”

GOOD COP, BAD COP?
Last year’s COP26 climate conference in 
Glasgow saw much debate over whether 
EM countries should set more aggressive 
carbon reduction targets. Here, Smith is 
again keen to defend the work markets 
such as China and India have already done 
– and are doing – to embrace renewables 
and tackle carbon emissions and believes 
it may be unfair to expect too much 
progress in the short to medium term.

“Given the many disparate challenges 
EMs face, it is not unreasonable to expect 
some will adopt a slower pace of change 
on carbon reduction than many more 
developed countries. There can be a 
tendency to overlook the progress that is 
being made. Encouragingly we are seeing 
India set carbon emission targets as 
China has done. 

“In our view, western countries need to 
recognise EM economies are making 
significant progress on this and that they 
too can help via investment and 
technology transfer. The climate 
challenges ahead actually present the 

potential for some huge addressable 
market opportunities.” 

From an investment standpoint, Smith 
sees the potential for a “win-win” scenario 
in India and China where major progress 
is being made in tackling climate change 
and the adoption of renewables, while at 
the same time creating a raft of attractive 
new investment opportunities. He points 
to energy transition, clean energy and 
electric vehicles – in an Indian market 
where auto ownership is now roughly 
where it was 100 years ago in the US – as 
obvious markets already being developed. 
Other areas such as energy efficiency, 
automation and the development of 
smart power grids could also hold major 
potential, he adds.

From a macroeconomic perspective, 
Newton senior research analyst Richard 
Bullock says that while India is making 
steady progress on transitioning its 
energy sources, China is making major 

MAKING AN IMPACT: EMERGING MARKETS EMBRACE ESG IN FIXED INCOME 

As the worst of the Covid-19 pandemic 
begins to fade, its legacy could provide a 
major boost to fixed income responsible 
investment in both developed and 
emerging markets (EM), according to 
Insight portfolio manager Simon Cooke.

Amid soaring new issuance in products 
such as impact bonds, Cooke believes 
lessons learned from the pandemic are 
helping to drive interest in responsible 
investment in areas which can help 
protect our environment and reduce 
inequality.

“The last two years have seen a wake-up 
call that has exposed the damage we’ve 
been doing to our environment and the 
sheer scale of inequality across the 
globe – both in emerging markets and 
even within large developed markets,” 
he says.

The good news, adds Cooke, is that 
reflection on these themes and growing 
awareness of connected environmental 
and social needs has led to a sharp rise 
in interest in impact-based investment 
opportunity over the last 18 months. 

Against this backdrop, he adds, the 
United Nations Social Development 
Goals (SDGs) are increasingly becoming 
an industry standard against which they 
are measured. 

EM impact bond issuance is also on the 
rise. According to Cooke, China, Korea 
and Chile are leading the way in 
issuance, though the wider EM market 
is also diversifying at a rapid rate. 

He adds that responsible investment 
has been gaining momentum since 
2019. The impact bond asset class 

has rapidly evolved and grown, with 
more than US$250bn outstanding as 
at April 2022, issued by 49 countries 
overall.3 The hard currency emerging 
market impact bond universe now 
includes over 200 issuers across all 
major sectors.

“As investors look to identify areas 
offering potentially attractive total 
returns and positive impact, emerging 
market impact bonds are becoming 
difficult to ignore.

“They are increasingly diversified, 
rapidly growing opportunity set with 
the potential for positive impact 
needed to help support the delivery of 
the UN’s Social Development Goals and 
address key issues facing people, the 
planet, and prosperity,” he concludes. 
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Over the last two years we have seen a 
giant leap forward in environmental, 
social and governance (ESG) milestones, 
driven in part by the health and economic 
crisis induced by the global pandemic.

The role fixed-income markets have in 
funding the journey towards a better 
environmental and social future is 
crucial, as the majority of support 
required is expected to come from debt 
issuance. This is very much a ‘journey’, 
as a large range of stakeholders will 
take time not only to agree on the 
roadmap and how best to achieve it in 
our lifetime, but also on how to put their 
plans into action.

Regulators have continued to work hard 
on developing sustainable rules and 
taxonomies, and, in our view, are the 
single biggest driver of shaping the 
sustainability journey. 

As policy evolves, there is a need for the 
development of local regulations to keep 
pace by implementing minimum 
standards and encouraging the 
expansion of ESG compatible fixed 
income products to finance the 
transition.

There is work underway globally on a 
number of taxonomies, with Europe 
continuing to lead the way. However, 
certain sectors of sustainable fixed 
income have yet to be covered in the 
European Union (EU) classification. 

This year we may see the formal 
adoption of the EU’s Complementary 
Delegated Act, which means the EU 
taxonomy will include specific nuclear 
and gas-energy operations within the list 
of economic activities covered. We may 
also see the adoption of the EU Green 
Bond Standard. This comprises rules on 
how issuers can use green bonds to 
finance ambitious investments, while 
simultaneously meeting tough 
sustainability requirements and 
minimum standards to protect investors 
and reduce the risk of greenwashing.

In the US, it appears the current focus is 
on improving disclosures rather than 
introducing new ESG legislation. Still, 
even that has the potential to drive a 
significant shift in mindset and activity 
towards more sustainable objectives, 
certainly by the private sector.

The COP26 announcement of the creation 
of the International Sustainability 
Standards Board (ISSB) was particularly 
noteworthy. The standards will provide 
the foundation for consistent global ESG 
reporting standards (IFRS Sustainability 
Disclosure Standards) that will enable 
companies to report on ESG factors 
affecting their business. 

The expectation is that the ISSB will 
carry out a thorough public consultation 
in 2022, to give all stakeholders across 
the world an opportunity to provide 
feedback. This includes the 

consideration of work involving both 
thematic and industry-based 
requirements.

Further details on the EU’s social taxonomy 
should be expected later this year, but 
this may take some time to agree, given 
the varying social constructs of different 
regions and countries, which means 
authorities may have diverse priorities.

LABELLED BONDS
We expect to see a continued growth in 
ESG-labelled bond issuance after 2021 
set new records, albeit the US$1.6 trillion 
(per ICE Green, Social & Sustainable 
Bond Index) is still a small amount in the 
context of the overall size of the global 
bond market today. 

Labelled bonds are also often an area of 
the market that creates much debate and 
receives much commentary.

In 2021, US investment grade bonds saw 
significant issuance of US$97bn versus 
European investment-grade issuance of 
€136bn. In high-yield bonds, the US and 
Europe saw US$16bn and US$28bn of 
issuance respectively, from close to zero 
in the previous year. However, what is 
notable is that in the high-yield area this 
represented 15% and 9% respectively of 
total bond supply.1

As central banks start to tighten 
monetary policy, and in some cases talk 
of reversing quantitative easing (QE), the 

reduced amount of fiscal stimulus means 
that some of the emergency-induced 
bond supply is unlikely to reoccur. This 
issuance has acted as an extra catalyst 
for growth in labelled bonds, often driven 
by governments and agencies. That said, 
we still expect governments to be the 
largest issuers of labelled bonds globally.

We would also expect to see a continued 
broadening out of sectors as issuance is 
still quite concentrated in the finance, 
utility and real-estate sectors. 

There is a risk that fragmentation and 
tiering begin to appear in some labelled 
bonds, such as new-format green bonds 
for example, with environmental targets 
within some sustainability-linked bonds 
starting to reference science-based 
targets. 

Our view is that the market needs a clear 
framework with consistent standards 
across regions of the world, which would 
help investors to compare and contrast 
issuers and bonds and better hold them 
to account. 

New labels may also be developed, but 
we believe that this could run the danger 
of creating ‘label fatigue’ and increasing 
the risk of so-called greenwashing or 
making exaggerated claims about the 
responsible investment credentials 
of products.

The investment community recognises 
the importance of focusing on social 
challenges, especially in the aftermath 
of the global pandemic. We don’t 
believe environmental and social 
factors should always be separated, 
given the importance of the idea of a 
‘just’ transition. 

It is important to remember there are 
social consequences to funding the 
climate transition, such as the change in 
profile of workforce skills required and 
the robustness of ethics within new 
supply chains, i.e., ensuring an 
environmental focus does not cause any 
significant harm to any social factors.

This concept lends itself to 
sustainability-linked bonds which 
incorporate a broader range of key 
performance indicators (KPIs) and 
include social targets for which the 
issuer should also be held accountable.

Sustainability-linked bonds contain 
covenants, which create penalties for the 
issuer if they do not meet set targets 
within a determined timeframe. The 
severity of the penalties continues to be 
debated, and some issuers have tried to 
establish loopholes at the outset. 

It is clear the market would benefit  
from greater consistency around bond 
documentation and robust incentives for 
management teams to deliver on credible 
and stretching targets. The latter because 
they recognise the importance of being 
responsible citizens, and because the 
penalties are material enough to 
encourage a behavioural change.

FLAWED APPROACH
Whereas some green and social-bond 
issuers are to be commended for  
having a genuine focus on improving 
environmental and social outcomes, 
there exists a standout flaw. There is  
no penalty for not delivering on 
intentions set out within green and 
social-bond issues. 

It is not unreasonable to suggest if these 
bond structures contained some of the 
same covenant tests as the newer 
sustainability-linked bonds, the risk of 
so-called greenwashing would be lower. 

There is the risk that a slight premium 
that can exist for green bonds today 
could potentially limit the growth of the 
market, but the demand for green 
products continues to grow. Over the 
next few years, there should be less need 
for bond issuance to be in labelled-bond 
form. The increasing accountability of all 
stakeholders, including governments, 
companies, investors and asset owners, 
should mean less need for labels but 
more emphasis on differences in the 
cost of capital between issuers.

While investors cannot rely on the sheer 
size of climate spending required being 
absorbed by the labelled bond market 
with greater accountability from many 
stakeholders, it doesn’t need to be.

Although a lack of questioning of 
management teams around ESG topics 
persists, there is a growing sense that 
issuers are becoming more cognisant of 
the higher expectations placed on them 
and the need to demonstrate the 
efficacy of their ESG strategy.

From a broader responsible investment 
perspective, issuers will likely come 
under more pressure not only to have an 
emission-reduction strategy. 

From a broader ESG perspective, issuers 
will increasingly need to demonstrate 
their ESG strategy, as well as considering 
assets at risk and mitigation strategies. 
We believe investors will also follow up 
with increasingly informed testing of 
management teams and governments 
on sustainability issues.

While progress from an industry-wide 
perspective in terms of credit and equity 
investors working together on ESG issues 
still appears somewhat limited, the level 
of accountability faced by issuers does 
look set to rise. We believe this could 
result in a more resilient and effective 
business models and governance 
structure, and, ultimately, improved 
societal and environmental outcomes.

Growth in ESG-labelled bond issuance and a growing awareness of the importance of 
 fixed income in responsible investing are creating both new market opportunity and 

challenges. Here, Newton portfolio manager Scott Freedman highlights some key trends 
 likely to influence the sustainable fixed-income sector in the months ahead.

ANNUAL ISSUANCE OF GREEN, SOCIAL, SUSTAINABILITY AND 
SUSTAINABILITY-LINKED BONDS 
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6 S&P Global. Green hydrogen costs need to fall over 50% to be viable: S&P Global Ratings. 20 November 2020.
7 FT. Hydrogen power forecast to bring new dimension to energy geopolitics. 15 January 2022.
8 Hydrogen Council/McKinsey & Company. Hydrogen for net zero. November 2021.

1 National Library of Medicine. Hydrogen. 2022 website.
2 ACS. The Chemical Revolution of Antoine-Laurent Lavoisier. June 1999.
3 Michelin. Jules Verne’s dream. January 2022.
4 IRENA. Hydrogen Economy Hints at New Global Power Dynamics Tweet. 15 January 2022.
5 Hydrogen Council. Path to hydrogen competitiveness: A cost perspective. 20 January 2020.

With hydrogen tipped to play an important role in the global 
transition to renewable energy, Walter Scott investment 

manager Ashley-Jane Kyle takes a look at the market and 
assesses recent developments.

Over the last couple of years, a surge in 
the number of new projects and a flood 
of capital into the hydrogen industry 
suggests the pace of development is 
increasing fast. Yet, as with many other 
sectors, factors beyond its control may 
influence the pace of its development.

Among these, Russia’s invasion of 
Ukraine has had significant economic 
consequences – including the triggering 
of huge volatility in the price of crude oil 
and natural gas.

Such price gyrations highlight the 
fragility of the global energy market. 
Commentators have speculated these 
ructions could curtail the movement 
towards renewable energy by 
encouraging a return to coal and oil. 

Yet we think it likely some countries will 
look to restart their own exploration and 
production of fossil fuels to secure supply, 
which is worse for the environment, but 
potentially better than having to import 

fuels which are carbon intensive, to 
transport. 

However, at the same time, many of these 
countries may also look to accelerate 
their investment in renewables to cut 
emissions and diversify away from 
particular geographical areas such as 
Russia or the Middle East.

In the renewable energy space, solar, 
wind and tidal often take the limelight, 
overshadowing another fuel with a long 
history. Hydrogen, the lightest and most 
abundant element in the universe, was 
identified as a discrete substance in 
1776 by scientist Henry Cavendish1 and 
given the name ‘hydrogen’ by Antoine 
Lavoisier in 1783.2 The first hydrogen 
fuel cell, in which oxygen reacts with 
hydrogen to produce energy and water, 
dates back to 1838.3

Hydrogen offers a number of benefits in 
the energy market. It supports the 
transition towards lower-carbon sources 

of energy from natural gas, it can be used 
as a store of renewable energy and it can 
be generated using renewable energy by 
electrolysis. Another benefit, particularly 
pertinent at this time of conflict in 
Ukraine, is that hydrogen trade flows are 
unlikely to become ‘weaponised’ or 
‘cartelised’. Hydrogen can be produced 
from many energy sources across a wide 
variety of locations worldwide, so the 
trade in hydrogen is unlikely to lend itself 
as easily to geopolitical influence as has 
been the case with oil and gas.4

FLEXIBLE FUEL
Hydrogen is considered a relatively 
flexible fuel which can be compressed 
into gas or liquefied to make it easier and 
cheaper to transport. Currently, most 
hydrogen is used in chemical plants or 
refineries, but it will have a future role to 
play in transport, especially in hard-to-
electrify areas such as heavy-duty freight, 
trains and buses, ferries and ocean-going 
shipping.

It has been suggested that by 2030, 
hydrogen-powered vehicles could achieve 
cost parity with internal combustion 
engines, leading to a significant 
expansion in their use.5

At the moment, most hydrogen is 
produced from natural gas, so-called 
‘grey’ hydrogen or, if combined with  
the process of carbon capture and 
sequestration (storage of carbon dioxide 
so it is not released into the atmosphere), 
‘blue’ hydrogen.

The most environmentally friendly type 
is ‘green’ hydrogen, produced using 
sustainable energy from water molecules 
broken apart by the process of electrolysis 
into hydrogen and oxygen.

We are still in the early phases of the 
development of green hydrogen. The 
costs of production, both in terms of a 
renewable energy source and the 

electrolysis infrastructure, are still high. 
Research suggests the cost of producing 
hydrogen from renewables will need to fall 
by more than 50 per cent to make it a 
viable alternative to traditional energy.6

However, this could occur over the next 
decade as substantial amounts of 
investment are flowing into the industry. 
About US$65bn has been earmarked  
for hydrogen production over the next 
decade, with Germany, France and Japan 
set to be the biggest investors.7

The hydrogen industry is presently 
experiencing a significant growth spurt 
around the globe with more than 520 
projects announced in 2021, up 100% from 
2020.8 More than 15 countries across 
Europe, Asia and North America have 
integrated hydrogen into their national 
strategies with significant stimulus plans. 
In April 2022, the International Renewable 
Energy Agency (IRENA) estimated 
hydrogen could provide 12% of the world’s 
energy needs by 2050.

A study by the Hydrogen Council, 
established in 2017 as a global CEO-led 
initiative bringing together leading 
companies to promote the use of 
hydrogen, suggests the global hydrogen 
market could be worth €2.5 trillion 
by 2050.

Hydrogen is therefore likely to become an 
increasingly important part of the global 
renewable energy mix and a number of 
leading industrial gas groups are active in 
the production, transport, storage and 
distribution of hydrogen and are supporting 
the growth of green and blue hydrogen.

Among the factors encouraging change in 
the hydrogen sector, government policy is 
an important driver of hydrogen adoption 
by industry in the European Union where 
regulation requires refiners to use 100% 
renewable electricity in new plants.

SUPPLY CONTRACTS
Refiners, therefore, have no option but to 
use green hydrogen and a number of 
companies are signing 15-year supply 
contracts. However, the rules for 
European steelmakers are less strict, 
allowing low-carbon alternatives.

As the European industry gradually 
recognises that sufficient renewable 
capacity is not being added quickly 
enough, management teams are 
becoming more pragmatic. In this respect, 
blue hydrogen offers significant near-
term emissions reduction, cost savings 
over green hydrogen, the ability for 
customers to meet regulatory and 
internal carbon life cycle assessment 
requirements, as well as the potential to 
charge end-customers a premium for low 
carbon products.

Beyond Europe, another example of 
ambitious hydrogen energy production is 
a new US investment by a leading 

industrial gas group in a liquid hydrogen 
production plant in North Las Vegas, 
Nevada, due to come on stream soon. It is 
the first large scale investment dedicated 
to the hydrogen-fuelled mobility market 
in the US, which includes automobiles, 
buses, coaches, forklifts and heavy- duty 
vehicles. The plant is aiming to produce 
30 tons of liquid hydrogen and supply 
40,000 vehicles every day by 2025 .

The start-up of this plant is a significant 
step in decarbonising the transportation 
sector in the west of the US, and will use 
biogas, landfill gas and waste-water 
treatment gas, rather than natural gas, to 
drive down carbon emissions.

In the pipeline

TURNING UP THE GAS?  
EUROPEAN HYDROGEN DEVELOPMENT IN FOCUS

The EU hydrogen strategy, adopted in 
July 2020, aims to accelerate the 
development of clean hydrogen.  
The European Clean Hydrogen 
Alliance, established at the same 
time, is a forum bringing together 
industry, public authorities and civil 
society, to coordinate investment. 

Almost all EU Member States 
recognise the important role of 
hydrogen in their national energy and 
climate plans for the 2021-2030 
period. About half have explicit 
hydrogen-related objectives, focussed 
primarily on transport and industry. 
The Council adopted conclusions on 
the EU hydrogen market in December 
2020, with a focus on renewable 
hydrogen for decarbonisation, recovery 
and competitiveness.

Elsewhere, post-Brexit, the UK 
announced its first ever Hydrogen 
Strategy, with a new 10-point plan for 
how it will work with industry to meet 
its ambition for 5GW of low carbon 
hydrogen production capacity by 2030.

The UK government believes a 
booming, UK-wide hydrogen economy 
could be worth £900m and create over 
9,000 high-quality jobs by 2030, 

potentially rising to 100,000 jobs and 
worth up to £13 billion by 2050 . By 
2030, it says hydrogen could play an 
important role in decarbonising 
polluting, energy-intensive industries 
like chemicals, oil refineries, power 
and heavy transport like shipping, HGV 
lorries and trains, by helping these 
sectors move away from fossil fuels.

Marking the launch of the Hydrogen 
strategy in August 2021 the UK 
Department for Business, Energy  
and Industrial Strategy said: “With 
government analysis suggesting 
that 20-35% of the UK’s energy 
consumption by 2050 could be 
hydrogen-based, this new energy 
source could be critical to meet our 
targets of net zero emissions by 2050 
and cutting emissions by 78% by 
2035 – a view shared by the UK’s 
independent Climate Change 
Committee.”
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The social factor

1 Guardian. Hitting global climate target could create 8m energy jobs, study says. 23 July, 2021.

How important is the social side of ESG and what challenges 
do inclusion of social goals within portfolios and data 

management on this present to investment managers and their 
clients? Here managers from Newton, Insight and Walter Scott 
share their views in a special responsible investment Q&A.

Chair: Kristina Church,  
head of responsible strategy  

BNY Mellon Investment Management

EXPERT INVESTMENT PANEL

Therese Niklasson 
global head of sustainable investment,  

Newton

Rob Sawbridge  
head of responsible investment, 

Insight Investment

Alan Edington 
investment manager –  

responsible investment, Walter Scott

Church: How would you define a ‘just 
transition’ and is it possible to tie social 
elements into a broader more climate 
focused agenda?

Niklasson: It is very difficult to separate 
the social aspect from anything 
investment managers do on the 
environmental side. The net zero pledge 
and the effort of investors to try and do 
their bit and really understand the energy 
transition around the world brings to life 
the importance of a ‘just’ transition. We 

have been though many stages of deep 
economic and social shifts throughout 
history – all the way back to 
industrialisation. Today’s shift towards a 
low-carbon economy needs to be not just 
environmentally sustainable but also 
economically fair and socially inclusive.

There are pros and cons to transitioning 
our energy generation. About 18 million 
people work in jobs that directly support 
the energy industry. Some forecasts 
suggest we might lose millions of jobs by 

2030 as we shift to a low-carbon economy. 
But there are also forecasts of new 
employment opportunities, with the 
low-carbon economy being forecast to 
create over eight million new jobs.1 

Church: Working collectively is 
increasingly more important in 
engagement. What key trends are you 
seeing on the social side?

Sawbridge: A just transition – and the 
social responsibilities tied up with this – 
cannot be delivered purely by companies. 

It’s really important there is an investor 
dialogue with governments as well. That is 
something fixed income investors are 
really starting to explore and definitely 
need to focus on. 

Fixed income investment offers a unique 
way of enabling investors to target 
specific outcomes. Over the past few 
years, we have seen an explosion in the 
sustainable bond market and much of 
that market is defined by so-called 
“use-of-proceeds” bonds, typically green 
bonds, designed to contribute to specific 
projects and therefore outcomes. Looking 
ahead I think we will see much more 
use-of-proceeds debt issuance designed 
to achieve specific outcomes to help us 
with a just transition. 

Church: On the sustainability side we can 
see a huge number of growth 
opportunities emerging for both 
companies and investors. However, we 
cannot ignore the wider macroeconomic 
environment and the real-world impact of 
recent change such as the crisis in 
Ukraine. Has that event changed 
investment opportunities and investment 
risk in your view?

Edington: It has been interesting to see 
the various ways corporates have reacted 
to the Russia/Ukraine crisis. Some 
businesses have completely pulled out of 
Russia, while some healthcare companies 
providing critical products for human 
health have made the decision to stay and 
support their workers and the customers 
they serve there. There are a broad range 
of responses corporates can take in terms 
of decisions like these. It can be a 
balancing act. Categorising things and 
considering what is most appropriate in 
terms of the social side of ESG is really 
challenging from a bottom-up lens in 
Russia, just as it is when you think about a 
just energy transition in some of the more 
heavily polluting developing markets.

Church: On the social side of ESG, a lack 
of data and how to analyse the data we do 
have is still a challenge. One set of values 
in one part of the world can differ very 

widely from another. Can engagement be 
used as a way to better understand social 
data?

Niklasson: The challenges around data 
have evolved significantly in the past 
couple of years and the key issue is not so 
much a lack of data but how it is 
interpreted and used. It is hard to get 
universal alignment on the correct 
reporting methods. 

When it comes to responsible 
investments, one size does not fit all. 

Factors like gender diversity on boards for 
example are a very common statistic and 
data point that people look for. But is that 
really the best way to gauge whether a 
company is truly inclusive? Either way it is 
important to challenge the data and drill 
down beneath the surface of what might 
ultimately be quite superficial 
conclusions.

Edington: We do need reliable data to 
measure factors and outcomes on the 
social side of ESG. But provision of data in 
this area is in a bit of a mess at the 
moment. I would agree understanding the 
culture of a business does not come down 
to how many women there are on the 
board. There is a much bigger suite and 
range of questions needed to get a real 
understanding of how corporates ‘tick’. 

More widely we are seeing a proliferation 
of new data in this area but not all of it is 
helpful. A real risk we run with some of 
this ‘datafying’ of responsible investing is 
to think data will provide the answers 
when we are really only raising more 
questions.

Sawbridge: On the environmental side 
everyone understands the long-term 
sustainability and financial materiality 
are completely aligned. One of the issues 
in analysing social factors is that there is 
not always an obvious link to current 
financial materiality. When you are 
thinking about social issues, you need to 
think about what your investments are 
actually trying to achieve, what the 
product that has been sold to the client 

actually is and making sure that the way it 
is invested and the way it uses data 
corresponds with that.

Church: In terms of client demand in the 
‘S’ space are you beginning to see more 
focus in that area or are you still seeing 
climate/environmental concerns being 
the most topical issues within 
sustainable/responsible investing? 
Can investment funds really be 
structured to deliver on the social side?

Edington: I think where we still see 
most interest from investors is on the 
environmental side rather than the social 
side. Many we speak to are most interested 
in how they can optimise environmental 
and climate protections within their 
portfolios. There does appear to be a lot of 
demand for ‘net zero friendly’ portfolios, but 
how these could be reasonably structured 
is a point of some debate. 

Sawbridge: Recent market research 
suggests there is a geographical split on 
how markets view the social aspect of 
ESG. Some US investors actually put 
diversity and inclusion above climate 
in terms of the importance of their 
objectives and where they want their 
investment focus. This would tend to 
be a less common view in Europe. 

Constructing social thematic portfolios 
does present some challenges as data in 
this area is still at a fairly nascent stage. 
That said, a number of social bonds do 
exist and are under development, and as 
the investment landscape evolves and 
definitions become clearer we definitely 
see this as a potential area for growth.

Niklasson: How investment managers 
assess and think about social issues in 
their process can be quite a challenge. 
A lot of underlying investors want to 
understand the objective of the products 
they invest in, including social aspects, 
and want evidence of achievement in this 
area. That said, many have different views 
on this and values and ethics can 
complicate conversations around the 
social side of responsible investing.
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Making their mark
While the burgeoning impact bond market is driving greater choice 

and diversity of products, just how impactful are some of these 
investments and how can their positive influence best be measured? 
Here, Insight Investment considers market evolution in the sector.

1 ESG Today. Impact Bond Issuance Tops $1 Trillion in 2021 as ‘Greenium’ Expands: ICE. 07 February 2022.
2 Ibid.
3 Insight Investment. Investing for Impact. Making the most of impact bonds. March 2022.

The world is in flux with rising geopolitical 
risks, public health concerns and the 
threat of global warming coming into 
increasing focus. Combined with mega-
trends such as the effects of climate 
change and rising social inequality, they 
represent some of the biggest risk factors 
investors face today.

Finding ways to measure and analyse 
these risks are increasingly important. 
Yet these trends have become so 
pervasive they are also causing an 
evaluation of whether ‘financial success’ 
is the only metric on which investment 
portfolios should be judged. Articulating a 
‘purpose’ is also becoming an essential 
part of the modern investment world.

Increasingly, it is necessary for investors 
to think about the outcomes they wish to 
achieve through their investment beyond 
purely financial ones. For many investors, 
this will involve expressing their values in 
portfolios as both a way of reducing risk 
and ensuring a broader positive societal 
and/or environmental impact. 

Impact bonds can offer access to impact 
key performance indicators (KPIs) such as 
the annual greenhouse gas emissions 
avoided or the new renewable energy 
generated annually via targeted 
investments. By pulling this data from an 
issuer’s impact reporting, investors can 
measure the impact generated for 
strategies focusing on impact bonds.

By any measure this is a growing market. 
Outstanding impact bond issuance 
surged to more than US$1 trillion in 20211 
and the rise in issuance of over 70%2 
since the first corporate impact bond was 
launched in 2013 marks an important 
development for fixed income investors. 
Sovereign and supranational impact bond 
issuance has continued to grow, with the 
UK and European Commission both 
issuing their first green bonds last year.

BOND CATEGORIES
“Use-of-proceeds” bonds are debt 
instruments issued with the proceeds 
raised being directed towards projects 
that will meet an environmental or social 
objective. This is the type of instrument 
most commonly referred to when people 
use the term impact bond. The three 
most common types of use-of-proceeds 
impact bonds are green, social and 
sustainability bonds.

The classification of a bond as green, 
social, or sustainable is determined by 
the issuer based on its primary 
objectives for the underlying projects. 

There are some commonly used 
frameworks and standards that provide 
issuers with information on reporting, 
verification and bond frameworks (such 
as the International Capital Market 
Association’s (ICMA) Green Bond 
Principles). However, alignment with 
these principles is not mandatory and 
regulation is essentially voluntary.

Sustainability bonds are bonds where the 
proceeds will be exclusively applied to 
finance or re-finance a combination of 
both green and social projects and which 
can hold sustainability targets which, if 
achieved, may result in a change in terms 
of the bond.

Green bonds continue to dominate the 
impact bond issuance market. More 
than US$1.43 trillion has been raised in 
green bond issuance since 2007, with 
more than 500 other entities to issue 
green bonds since then.3 

In turn, social bonds have been following 
green bonds’ trajectory, particularly since 
the emergence of Covid-19. As the sector 
grows, the market is seeing the 
emergence of more varied impact bond 
type offerings as issuers cater to the 
sophisticated impact investor.

Emerging sub-classes in this area include 
blue bonds, gender bonds, transition 
bonds and even a rhino bond. Investor 
demand and global needs continue to 
bolster impact issuance. However, 
although issuance of social bonds in 2021 
increased by some 1.4 times compared to 
2020, the focus of the impact bond market 
has shifted to climate change. Issuance of 
green and sustainability bonds have both 
more than doubled over the same period.

Historically, impact bonds have been 
issued mostly by government, financial 
and utility issuers. However, more 
sectors have begun engaging in impact 
bond issuance, with other corporate 
sectors gradually catching up as well as 
sovereign bonds.

DUE DILIGENCE
However, against this backdrop of 
expanding issuance, and a lack of 
regulation, so-called ‘impact washing’ has 
become a concern. The term itself refers 
to issuers labelling their bonds as 
impactful in nature, with little intention 
of using the proceeds toward any 
demonstratable impact. 

The new EU green bond standards and 
the EU taxonomy – a classification 
system, establishing a list of 
environmentally sustainable economic 
activities – should introduce more market 
standardisation and give access to more 
complete information that will be 
genuinely relevant to investors over time. 
However, while markets await more 
formal frameworks to be enforced, it is 
vital for investors to carry out appropriate 
due diligence to avoid falling victim to 
impact washing.

For issuers, alignment with the ICMA 
Green Bonds Principles, along with 
external verifications, should help support 
them in avoiding making any unintentional 
impression of impact washing.
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1 JAN 23 

Non-financial undertakings start disclosing the full
KPIs on taxonomy-alignment under Art 8 TR DA

1 JAN 23 

Application of SFDR RTS, including
Art 5 and 6 TR product disclosures
for ‘all environmental objectives'

1 JAN 23 

Sustainable �nance
Implementation timeline for SFDR | TR | CSRD | MiFID | IDD | UCITS | AIFMD

H1&H22021 2022 2023 2024H1&H2 H1 H1&H2 H1&H2 H1H2 2025 2026

10 MAR 21
Application
of SFDR L1

1 Jan 24

1 JAN 22 – 31 DEC 23

Financial undertakings disclose proportion of assets exposed to taxonomy non-eligible and
eligible economic activities under Art 8 TR DA

1 JAN 22 – 31 DEC 22
Non-financial undertakings disclose taxonomy-eligible and non-taxonomy-eligible activities 
under Art 8 TR DA

Q1 2022-2023 (TBC)
COM adoption of DA bundling
SFDR and TR RTSs

13 JULY 22 

Q1 2022-2023 (TBC)
Periodic product disclosures in
Art 11(1)-(3) SFDR start to apply

1 JAN 22

Product disclosures under Art 5 and 6 TR start to 
apply for the ‘first two environmental objectives’

10 JUN 21
Large FMPs must
comply with Art 4
SFDR - transparency of
sustainability impacts
at entity level (can no
longer ‘explain’)

30 DEC 22 30 JUN 23

First FMP PAI
statement
under SFDR RTS

30 JUN 24

Second FMP PAI statement
under SFDR RTS

30 DEC 22

COM to issue
evaluation 

of SFDR

1 DEC 22

Member States to bring
into force measures
necessary to comply
with Art 1 to 3 of CSRD

1 AUG 22

Sustainability related provisions
under UCITS and AIFMD DAs apply

2 AUG 22
Sustainability related provisions 

under MiFID and IDD DAs apply

10 SEPT 22

Provisions in Art 1-3 CSRD 
and Art 4 of CSRD to apply 
for financial years starting 
on or after 1 January 2023

Art 7 SFDR 
disclosures on 

product-level PAI 
consideration 

applies

First report of COM 
on application of TR
(to be submitted every 
three years)

Financial undertakings start 
disclosing the full KPIs on 
taxonomy-alignment under 
Art 8 TR DA

ESAs to take stock of 
voluntary disclosures 

under SFDR (to be 
submitted every year)

Taxonomy Regulation (TR) L1

Taxonomy Regulation Article 8
Delegated Act (DA)

Sustainable Finance Disclosures 
Regulation (SFDR) L1

SFDR RTS - Joint ESAs draft Regulatory
Technical Standards (RTS)

Markets in Financial Instruments 
Directive (MiFID) and Insurance 
Distribution Directive (IDD) DAs

Undertakings for Collective Investment 
in Transferable Securities (UCITS) and 
The Alternative Investment Fund 
Managers Directive (AIFMD) DAs

Corporate Sustainability Reporting
Directive (CSRD) – EC draft proposal

KEY

EUROPEAN COMMISSION 
EVALUATION REPORTS

CURRENTLY UNDER DISCUSSION 
BY CO-LEGISLATORS

ESAS REPORT ON VOLUNTARY 
DISCLOSURES UNDER SFDR

ESMA is the European Securities and Markets Authority.
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The global financial system could be as 
much as US$3.2 trillion richer if women 
invested at the same rate as men, with 
more than half that amount flowing into 
responsible investments, according to 
BNY Mellon Investment Management’s 
Pathway to Inclusive Investment study.

The research, conducted in 2021, 
interviewed more than 8,000 women and 
men globally, and gained insight from 100 
asset management firms. Among its 
conclusions, the study also found women 
were more inclined to do good with their 
money if they were to invest. 

The study found on average women are 
more likely to make investments that  
have a positive social and environmental 
impact. What’s more, it revealed  
US$1.87 trillion of capital could flow into 
responsible investments, if the amount 
women invested were equal to that of men.

Showing a preference for investments 
that aligned with their personal values, 
53% of those surveyed said they would 
invest (or invest more) if a fund had a 
clear goal or purpose for good. Further, 
two-thirds (66%) of women who currently 
invest try to do so in companies that 
support their personal values. 

The age of individuals tends to affect 
how they view responsible investment, 
with the trend being more pronounced 
among younger women. The study found 
older men (aged over 50) – who make up 
the bulk of today’s investment industry 
– were less focused on their investments 
having a positive impact and aligning 
with their values.

While 69% of young women (aged 18 to 
30) currently select investments based 
on their impact, this is true of only a third 
(33%) of older men. In addition, 71% of 
women under 30 prefer to invest in 
companies that support their personal 
values, compared with 54% of men 
over 50.

YOUNGER WOMEN STRIVE TO 
COMBINE PURPOSE WITH PROFIT
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Source: The Pathway to Inclusive Investment. 26 January 
2022.

Bridging the gap
Responsible investment could see a US$1.87 trillion windfall if women invested more, 

according to research commissioned by BNY Mellon Investment Management. But how can 
the investment industry help achieve this?

THE AVERAGE AMOUNT OF MONTHLY DISPOSABLE INCOME WOMEN THINK 
THEY NEED TO START INVESTING

Source: The Pathway to Inclusive Investment. 26 January 2022.

PERCENT OF US-BASED ASSETS UNDER MANAGEMENT MANAGED BY 
MINORITIES AND WOMEN
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But while the report identified the huge 
potential benefit to responsible 
investment if more women were to invest, 
it also found three key barriers preventing 
them from doing so: a lack of confidence; 
a perception they need a higher level of 
disposable income; and a concern 
investing is too risky.

LACK OF CONFIDENCE
According to the research, globally, just 
28% of women feel confident about 
investing, falling behind other areas like 
savings, property and pensions. 

Japan is where women feel least 
confident investing some of their money 
(15%), followed by Italy (18%) and Canada 
(24%). By contrast, women in India have 
the highest level of confidence to invest 
(47%), followed by Brazil (46%) and the 
US (41%). 

The study notes these figures could be 
explained by demographic trends 
because India and Brazil have relatively 
young populations and, typically, younger 
women are more engaged with investing. 
For example, 60% of women aged 18 to 30 
are open to investing or have invested in 
the past, compared with 45% of women 
over 50, the study found. 

Education also plays a part. Half of the 
Indian women in the study, for example, 
said their parents educated them on 
investing, compared with an average of 
32% of women across all markets and 
just 12% in Japan.

Another barrier identified in the study is 
the fact women don’t think they have 
enough money to invest. On average, 
women consider US$4,092 of disposable 
income each month as the minimum 
required – in the US this assumption 
jumps to more than US$6,000 a month.

WOMEN’S INVESTMENT CONFIDENCE MAP

Source: BNY Mellon Investment Management. The Pathway to Inclusive Investment. 26 January 2022.

The study notes this is “clearly 
unrealistic”, given the fact more than a 
quarter of women (27%) describe their 
financial health as poor or very poor. It 
says the investment industry should 
make it a key priority to quash this 
misconception by clearly explaining that 
only a small amount of money is needed 
to start investing. 

LOOKING INWARDS
To empower women to invest, the asset 
management industry may need to look 
inwards. The report notes 86% of the 
global asset management firms 
participating in the study admit their 
default customer is male. 

Further, three-quarters of asset 
managers (73%) state their investment 
products are primarily aimed at men.

“The traditional stereotype of the person 
who is interested in investing – the 
wealthy older man – is outdated and 
needs to be dismissed,” says the study.

ROLE MODELS
Another part of the problem singled out 
by the research is a general 
underrepresentation of women across 
the asset management industry. Half of 
the asset managers participating in the 
study said just 10% or fewer of their 
organisation’s fund managers and 
investment analysts were women.

The study says to address this, women 
and girls considering a career in asset 
management need to see more examples 
of females working in various roles in 
the industry. 

Indeed, nearly three-quarters (73%) of 
asset managers believe the investment 
industry would be able to attract more 
women to invest if the industry had more 
female fund managers.

A 2021 survey by the Knight Foundation 
found, across asset classes, minority 
and women-owned asset management 
firms are underrepresented relative to 
other firms. It revealed just 3.2% of 
funds in the US mutual funds industry 
are owned by women. Overall, the 
percentage of US-based assets under 
management by women is just 0.7%.1 

1 Knight Foundation and Bella Private Markets.  
7 December 2021. Source: Knight Diversity of Asset Managers Research Series: Industry 2021. Knight Foundation and Bella Private Markets. 

7 December 2021.
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According to research, globally, 
just 28% of women feel 
confident about investing, 
falling behind other areas like 
savings, property and pensions.



The ratings game
Environmental, social and governance (ESG) risks can have a clear impact on 

the creditworthiness of a company and be material for fixed income investors’ 
portfolios. Here, the Insight Investment team explains why. 

While ESG risks can be an important consideration for investors, those seeking to take them into account in 
their investment decisions can face some difficult questions. Even if you believe ESG analysis should be 
directly integrated within corporate bond research processes, there are challenges to overcome.

Dealing with these challenges is difficult, though we believe it is possible.

many sources to help make an informed 
view. ESG ratings, which aim to flag 
companies exposed to prominent and 
material risks, can play a clear role – but 
it needs to be clear how these ratings 
align with an investor’s own opinion on 
ESG credit risk.

It seems clear that to identify/manage 
ESG risks effectively, an investor needs 
to engage actively with issuers: both to 
understand the risks more clearly and 
how they are managed; and to encourage 
improvement where appropriate and 
necessary.

Qualitative judgement is still necessary 
to understand the implications of ESG 
ratings, which can be a result of multiple 
intertwined and complex data points. It is 
also necessary to discern the specific 
data driving ratings – so analysts can 
then consider how a company’s 
management may, or may not, be dealing 
with a specific risk.

THE CHALLENGES FOR 
RESPONSIBLE INVESTORS

 ● ESG risks are complex: The different 
factors and risks covered by the single 
term ‘ESG’ are extensive and complex 
– ranging from how climate change 
might affect a company’s supply chain, 
through to the political ramifications of 
upcoming regional elections, and the 
specific governance structures and 
processes of a corporate entity.

 These issues require time, knowledge 
and expertise to analyse, and to judge 
whether they are material for a 
company’s creditworthiness.

 ●  Gaps exist across the market: The 
lack of standardised ESG disclosures 
in many areas means gaps exist and 
comparability can be a problem.

 For many smaller issuers, particularly 
emerging market or high-yield 
companies, the availability of relevant 
non-financial data lags information 
from larger issuers – investors must 
make a judgement call as to how to 
fill such gaps.

 ● Different ESG data providers take a 
different view on these questions: 
Each ESG data provider generates 
useful information, but different 
providers reflect different emphases.

 These factors result in variance in  
ESG ratings for the same entities  
(see table).

ESG RATINGS FROM DIFFERENT DATA PROVIDERS CAN VARY SIGNIFICANTLY1

 
Issuer

ESG data  
provider 1

ESG data  
provider 2

ESG data 
 provider 3

US energy company 4 2 4

APAC utilities company 4 5 3

US food retail company 3 2 4

Source: Insight Investment. For illustrative purposes only.

 ● Fixed income investors need to focus 
on default risk: Default risk is the 
prism through which fixed income 
investors view potential investments, 
but the relevance of ESG factors to this 
risk can vary significantly across 
different sectors.

For example, health and safety, and 
waste management, can be considered 
important risks for companies operating 
in the mining sector, but may be of 
generally lower importance for financial 
services companies. One of the 
exceptions is with corporate governance, 
where risks can form an important part 
of evaluation for every type of issuer and 
credit quality.

Crucially, the relevance of ESG risks can 
differ across different fixed income 
instruments from the same issuer, given 
varying structures and maturities. This 
can add another layer of complexity.

Fixed income markets encompass a wide 
range of issuers and instrument types. 
While the basic principles of a 
responsible investment approach will 
remain consistent across them, the 

practical implications will be different. 
For example, most analysis of ESG and 
sustainability risks has focused on 
corporate debt, with research into their 
impact on sovereign debt. Work has been 
done to try and improve this with firms 
beginning to utilize the publicly available 
data from the World Bank, Transparency 
International and the International 
Monetary Fund among others.

The potential materiality of ESG risks is 
widely acknowledged. There are many 
examples of such risks having a material 
impact on the pricing of a bond, or leading 
issuers to default.

The Covid-19 pandemic highlighted the 
vulnerabilities of different sectors and 
industries, and demonstrated the 
importance of a sharp focus on ESG risks. 
The focus on governance also intensified 
after the collapse of a leading German 
payments company, where revelations of 
over-indebtedness and reported 
incidences of fraud led to significant 
losses for many investors.

We believe investors need a systematic 
way of digesting the information from 

KEEPING IT REAL: ASSESSING THE GREENWASH FACTOR

While specific ESG risks such as carbon 
emissions and corporate governance 
are important to investors, markets can 
hide other less obvious perils. 

A recent boom in responsible 
investment has seen the ESG 
credentials of some bond sellers 
coming into question, amid fears they 
are overstating their green credentials 
or ‘greenwashing’ their products2 in 
order to attract investment while 
paying only lip service to responsible 
investment requirements.

Greenwashing isn’t necessarily a result 
of an issuer intentionally misleading 
people. Yet the phenomenon has not 
gone unnoticed by policymakers and 
regulators with various governments 
and intergovernmental agencies 
seeking to find ways to identify and 
clamp down on the practice. 

In June 2021, the UK-hosted G7 
summit, saw members secure an 
agreement to mandate climate 
disclosures across member economies 
by 2025. The G7 agreement aims to 
globally standardise the approach to 
ESG compliance to minimise 
greenwashing.3

In turn, the European Union (EU) has 
said efforts to tackle greenwashing are 
among its three main priorities for 
sustainable finance work over the next 

three years.4 Indeed, the introduction of 
the EU taxonomy regulation in June 
2020 was partly designed to reduce 
fragmentation in sustainable financing 
practices and to prevent greenwashing 
in financial products. Wider consultation 
with the European investment industry 
is ongoing in this area.5 

The EU’s Sustainable Finance 
Disclosure Regulation (SFDR) also 
aims to channel €1trillion of funding 
into more sustainable sectors while 
guarding against greenwashing.6 

In the European Securities and Markets 
Authority (ESMA)’s new Sustainable 
Finance Roadmap 2022-2024 issued 
in February, tackling greenwashing and 
promoting transparency are among its 
key aims. 

ESMA has also published a call for 
evidence, in order to provide a mapping 
of ESG rating providers operating in 
the EU. 

The call for evidence also looks at 
possible costs of supervision would 
these providers become subject to 
some supervision. Subject to the result 
of this impact assessment, the 
European Commission would propose 
an initiative to foster the reliability, trust 
and comparability of ESG ratings by 
early 2023. 
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1 As at 30 September 2021. Ratings range from 1 (best possible) to 5 (worst possible).

2 FT. Investors probe ESG credentials of bond sellers on ‘greenwashing’ fears. 2 October 2022.
3 FT Adviser. How US and UK regulators are targeting greenwashing. 13 August 2021.
4 IPE. Greenwashing fight a priority for ESMA in new roadmap. 14 February 2022.
5 Mondaq. European Union: ESG: Greenwashing And The EU Taxonomy Regulation – Part 1 – Greenwashing, What Is It? 28 May 2021.
6 EUObserver. EU’s anti-greenwashing laws enter into force. 10 March 2021.

Qualitative judgement is still 
necessary to understand the 
implications of ESG ratings, 
which can be a result of 
multiple intertwined and 
complex data points. 



What lies beneath…
Sometimes the complex sustainable factors involved in making an investment are not all 

obvious on the surface. Here, Kristina Church, head of responsible strategy at BNY Mellon 
Investment Management, considers how managers can look beyond the headlines or 
conventional understandings to uncover what companies are actually doing to address 
environmental, social, and governance (ESG) concerns.

Achieving long-term sustainability goals 
will require far-reaching societal change, 
engaging all sectors of the economy and 
society. That may seem a tall order in a 
world facing threats as diverse as war in 
Ukraine, soaring inflation and a 
widespread cost of living crisis, yet in an 
increasingly responsibly-focused world, 
investments are routinely expected to 
deliver the benefits of financial returns 
and generate a positive impact on society 
and the planet. 

Does that mean that to invest responsibly 
we need to divest immediately from all 
perceived ‘bad’ companies? No – because 
in order to drive the wholescale transition 
so urgently required, the effort will require 
not only engaging with critical industries 
to impact change but also to ensure that 
these businesses are not starved of the 
capital they so urgently need to achieve 
their objectives. 

It is important to keep in mind that 
Responsible Investment is a spectrum of 
investing styles and that even the most 
sustainable investments can include 
companies which might today be scoring 
less well on the criteria checklist for 
investments that claim to have ESG 
friendly status. 

Further, for all those concerned, we need 
to see greater focus by investors on 
identifying companies that are not simply 
‘best-in-class’ on ESG issues today but 
also those which are transitioning to align 
with a lower-carbon world, or better 
social values. 

If we were to rely only on external 
providers of ESG data and static scoring 

systems, we might be limited to a small 
number of best-in-class or ‘ESG 
champion’ investments, while potentially 
missing out on the extensive 
opportunities others outside this 
classification might offer. 

Investing solely in best-in-class 
investments risks attracting a 
disproportionate amount of inflows to 
this area, not only creating the risk of 
‘overcrowding’ in favoured stocks and 
sectors but also risks directing flows 
away from sectors which are vital for 
future economic growth and most 
desperately need investment to achieve 
the necessary transitions.

If we take climate as an example, ‘dirty’ 
carbon-intensive industries (such as 
cement, heavy-duty transport, steel, 
and chemicals) face the most significant 
net-zero transition challenges and costs. 
We will continue to need these industries 
for future growth, therefore without 
financing their transition, net zero will 
be impossible to reach. Since the latest 
COP26 climate summit, 90% of global 
GDP now lies within some form of 
net-zero ambition,1 and just over one 
third of the 2,000 largest publicly listed 
companies have similar commitments.2 

To stay on track with the targets outlined 
in the UN’s 2015 Paris Agreement, 
notwithstanding more recent geopolitical 
challenges, carbon emissions would 
ideally need to be halved from their 
2010 levels by 2030. The latest Inter-
governmental panel on climate change 
(IPCC) report2 on climate vulnerability 
underscores that addressing the climate 
challenge requires transition on an 

unprecedented scale and cooperation 
across all sectors of society and all 
nations. 

The report also highlights that the most 
vulnerable people and systems will be 
disproportionately affected by climate 
change. Forward-looking investment 
management firms are beginning to move 
away from simply making low-carbon 
investments to investing in companies 
that are engaged in this wholescale 
clean-energy transition to address either 
climate mitigation or climate adaptation. 

However, not all carbon-intensive 
companies have accepted the need to 
transition, nor are all able to do so 
profitably. To be investable, companies in 
carbon-intensive sectors need to have 
credible, public strategies to transition in 
line with the goals of the Paris Agreement 
and need to report their greenhouse gas 
emissions in line with recognised 
standards, such as the Science Based 
Targets initiative (SBTi) and Task Force on 
Climate-related Financial Disclosures 
(TCFD). It is vitally important to 
understand the decarbonisation pathway 
these companies are on, rather than just 
to view their current carbon footprint. 
Investors also need to be able to track 
how success is measured and set limits 
that might eventually drive divestment if 
the criteria are not met. 

Analysing entities for investment often 
differs by geography. Emerging markets 
(EMs) are already exposed to high risks 
from climate damage (unprecedented 
heat waves, rising sea levels, and 
destructive wildfires to name just some 
threats) and desperately need to finance 

the infrastructure to adapt to further 
climate damage. Many of these countries 
have different pathways to net zero and, 
as such, they cannot be treated uniformly 
by investors. 

The decarbonisation trajectory of a steel 
company in Europe, for example, may 
differ greatly from that of a competitor in 
Asia. There is often less data available on 
ESG issues in emerging markets, but this 
does not mean that investors should 
penalise EM-based companies, which 
urgently need to finance their transition.

Against this backdrop, engagement will 
be key. Engagement with companies and 
issuers can focus on simply seeking 
information to support investment 
decision-making, or it can seek to drive 
change on issues which are material to 
long-term value creation, such as 
delivering more quickly on net zero goals.

SOCIAL ISSUES
Social issues are also rising up 
investment agendas. Investors no longer 
rank the pursuit of profit as a company’s 
sole motivation, recognising that a strong 
culture and clear purpose to drive 
societal impact can be critical to long-

term value creation. If a company does 
not have a clear social purpose, this 
deficit can affect a company’s social 
license with stakeholders, access to 
capital, and customer acquisition. Again, 
engagement with companies and other 
issuers is key to assess and influence the 
social factors that are material to their 
longer-term success. However, it is not 
just about selecting the companies 
already best aligned with a client’s social 
values: engaging for change involves 
dialogue with companies and issuers to 
drive impact and delivery on social goals. 

For instance, as society and investors pay 
more attention to social needs, progress 
on diversity, equity, and inclusion (DEI) is 
increasingly becoming a differentiator for 
companies and can impact their ability to 
attract top talent, raise capital and reflect 
the profile of their customers.

Organisations with diverse experience, 
skills, and backgrounds are more likely to 
make optimal decisions and nimbly avoid 
the pitfalls of groupthink. 

Yet, unfortunately, investors do not always 
have access to consistent data to analyse 
DEI factors. The most forward-looking 

asset managers recognise the 
information and data gaps, are 
anticipating the changes that are needed, 
engaging with companies to actively try to 
fill the gaps, and are also focusing on 
companies that are delivering 
improvement on specific DEI credentials. 
The same is true for other key social 
issues which are rising higher on investor 
agendas.

NEW OPPORTUNITY
All of this presents tremendous 
opportunities for the asset management 
industry but only if it is prepared to 
satisfy the demands of increasingly 
aware clients who want to see their 
values reflected in their portfolios. 
Investing in companies and other issuers 
that are actively transitioning to more 
environmentally friendly and socially 
acceptable business models can deliver 
greater change to the wider environment 
and society than investing in entities 
already aligned to low-carbon or socially 
responsible models. Beyond this, 
stewardship can also play a key role in 
driving more consistency and quality in 
ESG data and determining the success (or 
not) of each transition model. 
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Achieving long-term 
sustainability goals will require 
far-reaching societal change, 
engaging all sectors of the 
economy and society.



1 Taskforce on Nature-related Financial Disclosures. First beta version of TNFD framework for market consultation. 15 March 2022.
2 PwC. Half of world’s GDP moderately or highly dependent on nature, says new report. 28 February 2020.
3 Science Based Targets Network. Science Based Targets for Nature. September 2020.
4 Ibid.
5 WWF Living Planet Report 2020.

Risks from natural capital depletion, including the loss of 
biodiversity, are often overlooked as investment risks or are 

sometimes considered too broad to assess, prepare for or 
negate. Here, Insight Investment considers how such risks can 
be assessed and ways investors can work to mitigate them. 

Every year, the World Economic Forum 
(WEF) publishes a paper entitled the 
Global Risk Landscape, which 
incorporates a survey of nearly 1,000 
global experts and leaders on their 
perception of global risks. 

The latest survey results, published in 
early 2022, identified the three most 
severe risks on a global scale over the 
next 10 years as climate action failure, 
extreme weather, and biodiversity loss 
respectively. Natural resource crises 
were also cited as one of the most severe 
risks on the same timeframe.

These risks are linked directly to the 
depletion of natural capital, the world’s 
stock of natural assets. 

Natural capital typically refers to four 
types of assets:

 ● biodiversity
 ● water
 ● atmosphere
 ● soil and sediments

The benefits flowing from natural capital 
to people and businesses are known as 
ecosystem services. These services are 
fundamental necessities for human 
well-being and a bedrock of many 
aspects of the global economy.

While it is becoming commonplace for 
investors and asset owners to act on 
reducing climate change risk in their 
portfolios, natural capital risk has 
received less scrutiny. 

However, progress is being made. 
Initiatives are in progress to understand 
the specific implications for investors, 
such as the Taskforce on Nature-related 
Financial Disclosures (TNFD), which is 
developing a framework for disclosures 
and risk management.1

In 2020, global consulting firm PwC 
estimated that over US$40 trillion of 
economic value generation (more than 
half of global total GDP) is moderately  
or highly dependent on nature and its 
services.2 Of this, industries highly 
dependent on nature – such as 
agriculture, fishing, mining, and tourism 
– account for around US$13 trillion.3

Businesses do not have to be based in an 
area of natural capital depletion to feel 
the effects of this dependency. Of the 20 
countries richest in biodiversity, 11 are 
categorised as key global exporters.4 

Globalisation means many businesses 
will have some potential risk exposure to 
these biodiversity-rich regions, be that a 
factory or an office space or a link 
through their wider supply chain.

Despite the clear importance of natural 
capital to the global economy, many have 
historically ignored the – often 
devastating – effect that human and 
business activities have had on the 
biome and the resultant unsustainable 
depletion of natural capital. A key 
measure of the depletion of biodiversity 
specifically is the WWF Living Planet 
Index. In 2020 it recorded that 
biodiversity declined by 68% between 
1970 and 2016 resulting from land use 
change, land exploitation, climate 
change, pollution and the introduction 
of foreign species.5

From an investment standpoint, there 
are challenges in effectively deciphering 
the natural capital risk associated with 
companies. There are no universally 
agreed metrics to assess a company’s 
exposure to natural capital risk and it is 
likely be some time before there is such 
agreement.

Science-based targets (SBTs), a growing 
focus of interest within the financial 
industry, offer a potential way forward. 
SBTs are measurable, actionable, 
time-bound objectives, anchored in 
scientific evidence and research that 
can be aligned with goals and targets set 
by international bodies (for ESG matters, 
the UN Sustainable Development Goals 
are one such yardstick).

There are potential ways to demonstrate 
that natural capital risk can be 
meaningfully analysed, while exploring 
companies’ dependency and impact on 
ecosystem services. 

In considering this, disciplines such as 
the following may prove helpful:

 ● Industry-level materiality 
assessment – by taking a view on the 
risk facing a company’s industry it is 
possible to analyse natural capital 
dependence and impact at an industry 
level and identify the industries most 
exposed to different risk types through 
their value chain.

 ● Geospatial mapping – assessing a 
company’s geographic exposure to 
capital depletion risks by mapping the 
locations of company operations to 
capital depletion hotspots. It is 
important to do this as natural capital 
is not declining at the same rate 
globally and to capture the diversity of 
ecosystem services.

 ● Mitigation analysis – companies can 
take steps to both minimise their 
damage to the environment and to 
reduce their risk exposure to natural 
capital assets depletion. 

Beyond this, investors can look to 
analyse and tackle natural capital risk 
within investment decisions. It can help 
to highlight some key risks faced by 
issuers and the potential impacts 
resulting from these factors on a longer 
time horizon which are not always 
adequately incorporated into traditional 
ESG analysis.
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We are the investment management arm of BNY Mellon, one of the world’s 
largest financial services groups. With a presence around the world, we look 
to connect investors with opportunities across every major asset class.

We have built our business around investors’ needs, offering eight expert 
investment firms, each with their own distinct culture, investment philosophy 
and process.

About BNY Mellon 
Investment Management

Insight is a London-based asset manager specialising in investment 
solutions across liability-driven investment, absolute return, fixed income, 
cash management, multi-asset and specialist equity strategies.

Newton is renowned for its distinctive approach to global thematic 
investing. Based in London and with over 30 years’ experience, Newton’s 
thematic approach is applied consistently across all strategies.

Established in 1983 and based in Edinburgh, Walter Scott offers global 
equity portfolio management to institutional investors around the world.
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