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SUSTAINABILITY STAYS STRONG
IN EMERGING DEBT MARKETS

In an otherwise ugly environment for bond issuers and investors,
the future for emerging market debt looks unquestionably green.
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ising global interest rates and
Rvolatile markets have weighed

heavily on both supply and
demand of bonds, particularly in
emerging markets (EM). Yet one
segment has remained surprisingly
resilient. Our research shows
that bonds with a tilt towards
environmental, social and governance
(ESQ) factors have continued to
increase in popularity among issuers
and investors.

This should prove supportive for
EM debt more broadly, ultimately
paving the way for better structural
development of the asset class. In
the first half of 2022, EM borrowers
issued a total of USD&1.9 billion of
ESG-labelled bonds — an increase
of 2 per cent compared to the same
period of 2021.

The resilience of ESG-labelled
issuance in EM stands in stark
contrast to what is happening in the
wider fixed income universe. For
emerging markets generally, issuance
dropped 48 per cent (although Asian
local currency supply bucked the trend,
rising nearly a quarter). Meanwhile,
overall global debt issuance dropped
14 per cent to USD4.8 trillion during
the first half of the year compared to
2021, according to Refinitiv.!

Emerging markets tend to have
more work to do on ESG factors than

developed peers, which is one reason
why investors particularly welcome
ESG-linked issuance from them. That
in turn underpins demand, which can
appeal to borrowers. Sometimes they
also benefit from a 'greenium' — the
potential that investors may be willing
to pay a premium for such bonds,
resulting in lower yields and thus
lower borrowing costs for the issuers.
ESG-labelled bonds have
proved particularly popular among
investment grade-rated issuers (which
accounted for over half of all issues
in the first six months of the year).
For investors, they can thus offer
comparable yields to developed
market high yield debt but with
a significantly better credit risk —
a particularly attractive proposition
in a time of heightened market
volatility and rising rates.

Accountability and transparency
More long term, the growth of ESG-
labelled bonds encourages sustainable
reforms which ultimately leads to
improving sovereign fundamentals.
However, not all ESG bonds are
created equal, and strict controls are
needed. As investors, we actively
engage with EM issuers to encourage
them to endorse the EMIA Enhanced
Labeled Bond Principles and to apply
them to future issues.

The creation of a robust framework
for the issuance of ESG-labelled
bonds provides us, as investors
with a better view of governments'
(or issuers' in general) policy
priorities and reform objectives.
This is true even if the issuance
does not eventually materialise.

We believe that improving
accountability, transparency and
reporting helps create a virtuous
cycle. Third party oversight is also
very important, although it is no
silver bullet — investors are still
very much required to do their own
work in assessing the credibility of
sustainable bond frameworks and
any issuance that follows.

Green priorities
Drilling deeper into the issuance data,
corporate borrowers in particular
have strongly embraced the benefits
of ESG-labelled bonds. In the first
half of the year, EM corporates issued
around 40 per cent more ESG labelled
bonds compared to the same period in
2021, totalling some USD56 billion.
Among sectors, such bonds remain
particularly popular with financial
and energy companies (about 54 per
cent and 7 per cent of the total year-
to-date, respectively) but the trend
has broadened into other sectors as
well, such as industrials, utilities and

cyclical consumer companies.

After the strong issuance in the past
two years, ESG bonds now make up
about 7.5 per cent of the JP Morgan
Corporate Emerging Markets Bond
Index (CEMBI). Perhaps as a result
of the widening universe, we have
noticed that in general ‘greeniums’
have declined, although this varies
a lot by sector and even issuer.
Greeniums are typically lower where
there is more supply of ESG bonds,
like for some Korean utilities or
Chinese financials where we have
seen increased issuance. In areas with
limited choices meanwhile, such as
in Indonesian green sukuk bonds,
greeniums can be high and persistent.

Chile's example

Among sovereigns, Chile remains
one of the leaders on ESG debt,
having issued green, social and
sustainable bonds. We see Chile as
an example of an issuer with a clear
focus on sustainability and would
expect this to continue given its
strategic aim to reduce carbon
emissions, as well as the social
pressures that have arisen following
the effects of the pandemic.

Notably, some of its issues have
been in local currency — in contrast
to most of the rest of the universe,
which is denominated in dollars or
euros. This could be a potentially
interesting growth area.

In aggregate, the volume of
issuance dipped slightly among
sovereigns, year-on-year, and was
down sharply among supranationals.
We believe this could be pandemic-
related. Last year, both countries
and supranational institutions issued
bonds to help pay for measures to
stem the pandemic and its effects.
But with mass vaccination this has
become less of a pressing need.

That can also be seen in the types

of ESG-labelled bonds being issued.
Social-linked bond issuance has fallen
sharply relative to 2021. In contrast,
issuance was up nearly 12 per cent
for green bonds and leapt 40 per cent
for sustainability bonds, which are
becoming increasingly popular with

We expect the growth
of ESG-labelled bonds within
EM to continue

corporates in particular. A spate of
extreme weather events — including
recent heatwaves and wildfires — has
helped keep climate change and the
environment top of the agenda around
the world.

We expect the growth of ESG-
labelled bonds within EM to
continue. Research from Pictet Asset
Management and the Institute of
International Finance suggests that
annual ESG-labelled bond issuance
in emerging markets could reach
USD360 billion by 2023. This, in
turn, will help emerging economies to
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generate more of the capital needed to
meet the United Nations’ Sustainable
Development Goals by 2030.

In our own emerging market
debt funds — both sovereign and
corporate — ESG considerations are
integrated into fundamental analysis
and decision making. While we don’t
automatically favour ESG bonds, we
assess each issue on its own merits,
and our exposure to such debt is
organically growing.

Overall, the trend should help
emerging markets to develop and
become more sustainable — which is
good news both for the economies
and for those who invest in them.

1 Data for non-SDG issuance from
Refinitiv, https://www.refinitiv.com/
perspectives/market-insights/
global-capital-markets-hit-the-brakes-
in-hl/
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