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For some, incorporating environmental, social and 
governance (ESG) factors into fixed income investing may 
be limited to having a small allocation to green bonds, or not 
investing in the debt issued by tobacco companies. These 
efforts are worthy, but only scrape the surface. Our main 
objective for integrating ESG analysis into our investment 
process is to enhance returns and protect value for our 
clients, across the full spectrum of financial instruments. 

Our credit(bond) portfolios offer investors a platform to  
invest in idiosyncratic opportunities. To deliver that promise,  
we employ a holistic approach to credit combining 
fundamental analysis with ESG insights. For a company  
to be a long-term holding in our portfolios, we require 
cashflows that are sustainable in every sense of the word  
and ESG analysis is central to this work. Some may 
argue that it is sufficient to rely on the rating agencies’ 
assessments of these factors. Our experience is that 
rating agencies largely deal with explicit ESG risks in their 
most formal manifestations on an ex-post-facto basis, 
e.g. mandatory regulation, product recalls and consumer 
boycotts. This often is too late to have a positive impact on 
our portfolio performance. 

While fundamental analysis of individual issuers is important, 
especially at initiation, we take a thematic approach to ESG 
issues, conducting proprietary in-depth research on ESG 
topics and their impact across our holdings. We will draw 

on granular information sources such as official government 
statistics on meteorological data, employee turnover or 
wage trajectories to determine how a factor will impact 
issuers across countries or sectors. This deep exploration of 
how external factors will affect a company’s operating model 
and its operating environment ensures that we are capturing 
broader structural trends across portfolios. 

Our engagement concentrates on each company’s ability 
to create sustainable value, and we question or challenge 
companies about issues that we perceive might affect the 
future value of those issuers’ bonds, including those relating 
to ESG factors. It has been through the combined efforts 
of our fixed income, equity and ESG teams that we have 
been able to effectively interact with companies, stimulating 
awareness of and highlighting potential solutions for key  
ESG issues.

It is the deep resources Schroders has across asset classes, 
combined with the efforts of our dedicated ESG team that 
truly differentiates our credit process from competitors. 
Schroders is gifted with an extensive reach across the world 
into multiple industries, giving us a reputation as a long-term 
investment partner with both companies and investors. We 
now have one ESG policy and this unified and consistent 
policy encourages the routing of information and insight 
across our network, which seeks to ensure we can continue 
to guard and grow our client capital.

Executive summary 
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Figure 1: Size of bond versus equity markets Figure 2: Global bond market performance  
losses since US presidential election  
(7 November 2016 to 30 November 2016)

Source: Datastream, November 2016 Source: Bloomberg, November 2016¹

¹ Bonds are based on Barclays Global Aggregate Bond Index 
  Equities are based on MSCI ACWI IMI Index
  Past Performance is not a guide to future performance and may not be repeated
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Our experience in credit investment leads us to believe that 
considering ESG factors is an important way of identifying 
potential downside risks to a borrower’s ability to fulfil its 
outstanding debt obligations. In light of reduced liquidity  
in fixed income markets, investors need to ensure that they  
are positioned well ahead of any ESG issues materialising. 

The below shows that the global bond markets are worth 
approximately 2.5 times the global equity markets, and how  
the rapid re-pricing of yields since the US presidential election 
has forced substantial losses upon bond investors.

Having conducted research into these factors for almost 
20 years, we know what we classify as “ESG” is actually 
much broader than the three letter anonym suggests. Our 
ESG team has looked at everything from banking culture 
to process safety. Increasingly, our work is taking us in the 
direction of analysing these issues not only at a company 
level but also across industries and portfolios. It is our belief 
that rigorous, systematic ESG analysis benefits our entire 
fixed income investment process, leading to better returns for 
clients. This paper specifically examines the impact on our 
credit research. 

Summary
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Our credit portfolios offer investors a platform to invest in 
idiosyncratic opportunities. To deliver that promise to our 
clients, we employ a holistic approach to credit combining 
fundamental analysis with ESG insights. For a company 
to be a long-term holding in our portfolios, we require 
cashflows that are sustainable in every sense of the word. 

Companies do not operate in a vacuum; global industries 
face social, economic, environmental and industrial changes 
on a larger scale and faster pace than ever before. The gap 
between the values of companies on the right or wrong 
sides of those trends is growing ever-wider as a result. 

Profit, growth and other measures of financial strength 
are firmly in investors’ sights, and product portfolios, cost 
positions and competitive characteristics feature in most 
researchers’ toolkits. Integrated ESG analysis focuses 

on a company’s capacity to develop valuable products in 
the future, to maintain cost efficient operations and other 
activities that will lead to long-run competitive advantages, 
growth and profitability. Thus we focus on management 
teams, their track records, their values, and how they 
employ debt and equity capital, in addition to their product 
portfolios and profitability.

This kind of fundamental analysis into a company is 
very important, regardless of which part of the capital 
structure you are investing in. Outstanding global debt of 
approximately $48.4 trillion2 dwarfs outstanding equity, 
making it arguably more important to consider ESG issues  
in credit investing than in equity portfolios. 

Why do it? 

2 Bank for International Settlements Quarterly Review, March 2016. International banking and financial market developments. 
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No one has a monopoly on good ideas 
The credit team identified obesity and nutrition as a major theme in 2013, and began researching the investment 
implications with analysis that largely focused on the pharmaceutical sector. Believing that the impact could be wider,  
the ESG team arranged for an obesity expert to speak at Schroders about sugar and its link to metabolic syndrome  
(a range of conditions including diabetes, obesity and high blood pressure). 

In November 2015, the ESG team published its own report entitled “Is Big Food the next Big Tobacco?” The research 
suggested that there are a number of similarities between major food and beverages companies (“Big Food”) and major 
tobacco companies (“Big Tobacco”), and identified three catalysts that could result in increased risk for the sector.  
These were: 

 –  Increased awareness of the health implications of sugar for consumers and public health bodies; 

 –  The rapidly increasing rates of metabolic syndrome sufferers and the subsequent rise in healthcare costs; 

 –  The publication of independent scientific research providing evidence that excessive sugar is the primary cause  
of metabolic syndrome. 

There was convincing evidence to show that the first two catalysts could already have been triggered. 

The research points to a tougher backdrop, leading to lower sales growth, higher costs and the risk of large scale litigation 
for the sector. Companies with high exposure to carbonated soft drinks were identified as the most vulnerable to declining 
sales and increasing costs. Given their focus on the long-term resilience of companies, the credit team adjusted its 
portfolio positioning in response.

ESG analysis is central to the work that our credit 
researchers do. It helps us to build a picture of the 
sustainability of future cashflows and the resulting ability  
of the issuer to meet their interest and principal obligations. 
Researchers use a variety of sources: ESG data providers 
such as Bloomberg and MSCI, data from issuers, 
governmental bodies, non-government organisations, 
consultants and academics, as well as work done by think 
tanks. ESG information is loaded into Schroders’ proprietary 
research database, Nexus, which shares knowledge across 
various asset classes.

Much of the analysis of ESG risks is done by credit 
researchers at the initiation of a company’s coverage. 
Ongoing identification of emerging ESG issues that can 
impact the credit is also important as credit researchers 
assess a company’s track record and outlook on this front. 
This often is the result of collaboration between ESG and 
credit researchers to derive a better understanding of 
changing market dynamics. We use data gathered by  
external ESG and credit rating agencies as a reference for  
our fundamental work in this area, but the final conclusions  
on ESG impacts are made by our credit researchers.

Thematic research into ESG issues is another important  
part of how our ESG researchers add value to the  
investment process. The team is tasked with identifying  
poorly understood issues that can fall between the cracks  
of sector coverage or get overlooked as researchers focus  
on producing accurate medium-term company forecasts. 
Often ideas will originate from the fixed income team,  
as our case study on sugar shows. Research findings 
from the ESG team are discussed and debated with credit 
research teams and often result in follow-up company 
engagement or analysis. In our experience, thematic 
research that has the most impact on credit research is 
that which focuses on unrecognised risks. The team is 
concerned abut the impact of ESG risks on both the balance 
sheet as well as profit sustainability. 

How do we do it?
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While fundamental analysis of individual issuers is important, 
we take a thematic approach to ESG issues, conducting 
proprietary in-depth research on ESG topics and their 
impact across our holdings. We will draw on granular 
information sources such as official government statistics 
on meteorological data, employee turnover or wage 

trajectories to determine how a factor will impact issuers 
across countries or sectors. This deep exploration of how 
external factors will affect a company’s operating model and 
its operating environment ensures that we are capturing 
broader structural trends across portfolios. 

Not all research leads to change
The credit team carried out a detailed review of energy efficiency measures, in light of the global climate change policy 
backdrop. They researched and engaged with companies in a range of energy intensive sectors, looking for evidence that 
investment would need to rise to meet the challenge of climate change. Overall, they concluded that renewable investment  
by manufacturing is still some way off. For example, in the extractive industries, even at a company level, overall energy 
prices had a larger influence than clean technology investment levels. The research on the automotive industry was more 
insightful. The team was able to identify a company-specific winner that has already successfully invested in their portfolios  
to reduce CO2 footprints ahead of new emission targets. 

Portfolio construction
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3 Principles of Responsible Investment

As active investors, engaging companies’ management 
teams is part of our fundamental approach to the investment 
process. Our forward-looking credit investment process 
relies on our researchers developing a clear and thorough 
understanding of company business models to identify 
those that may benefit or suffer as investment themes play 
out over various time horizons. As discussed earlier, ESG 
issues play a significant part in this analysis. 

Our engagement concentrates on each company’s ability 
to create sustainable value, and we question or challenge 
companies about issues that we perceive might affect the 
future value of those issuers’ bonds, including those relating 
to ESG factors. 

We meet companies alongside colleagues from our ESG 
and equity teams. This ensures an issuer’s strategy and 
messaging to all stakeholders is consistent. It also helps 
us to leverage the benefits of ownership across the capital 
structure. Collective engagement following a controversy 
coordinated by ESG researchers can be especially  
helpful in delivering insights as to the long-term impact  
of such incidents.

Engagement

Data security 2.0
At the end of 2014, Schroders published a report focusing on why investors should be concerned about data security 
risks. Since technology systems have permeated every layer of organisations and regular stories about costly data 
breaches have continued to surface, we felt it was important to encourage and help investors assess the financial 
materiality of this risk. It was our contention that this was mostly a downside risk: losing sensitive client data or crucial 
intellectual property to a hacker, or maybe even a foreign country, could jeopardise a company’s reputation,  
its relationships with customers and, ultimately, the viability of its business.

In 2015, the ESG team discussed data security with 23 companies, enquiring systematically about how the handling  
of this risk was embedded in the overall business risk management architecture and the annual spend on cybersecurity 
systems. The amount of useful information gathered was marginal. 

Our credit team reached a similar conclusion. It had identified a media company as highly vulnerable to the cyber-security 
theme. Despite attempts to engage the company on this issue, information requests were left unanswered. Even though 
it was difficult to estimate the potential financial impacts, the risk seemed structural. This was a contributing factor in the 
credit team’s downgrading of their recommendation on the stock. 

Through our continued engagement activity we have found:

 –  The vast majority of companies are still treating data security and/or privacy issues as an IT issue, however,  
we believe it to be separate from technology systems;

 –  CEOs and chairmen are uncomfortable discussing the strategic importance of data security;

 –  It is difficult to obtain details on yearly company spend on data security systems.

Cyber-security sales are growing but a limited self-declared uptake by companies tends to suggest that in-house 
capabilities are being developed, rather than outsourced. So far, however, we have failed to gather the necessary evidence 
to support this. As part of our investor focus on cyber-security, we participated in a panel discussion at the PRI3 in Person 
conference in May 2015 and presented our work to a group of stakeholders from the media sector in March 2016. 

We will continue to engage with both investee companies and stakeholders on the topic of data security and encourage 
greater openness and disclosure on a matter which, we think, is both material and potentially highly value destructive.
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Some may argue that it is sufficient to rely on the rating 
agencies’ assessments of ESG factors. Our experience 
is that rating agencies’ methodologies do not effectively 
operate as an early warning system. Caught between 
issuers and investors, they rarely address ‘might be’ issues 
until they become ‘it was’ issues. They largely deal with 
explicit ESG risks in their most formal manifestations on 
an ex-post-facto basis, e.g. mandatory regulation, product 
recalls and consumer boycotts. This often is too late to have 
a positive impact on our portfolio performance. 

For example, while the rating agencies acknowledge the 
long-term issues created by climate change, they will not 
explicitly incorporate this in their assessments as the horizon 
for corporate credit ratings extends at most just five years 
out. Given the acceleration that we have seen in public 
policy responses in this area (in 1997 only 54 laws were in 
effect and by 2014 that number had risen to 804), investors 
clearly need to map the future landscape themselves. 

Additionally, rating agencies are more comfortable in a 
quantitative universe. It is a shield from being caught in the 

crossfire of a qualitative debate between their investor clients 
and their issuer clients. The qualitative factors involved in 
scenario planning, of which ESG factors are very important, 
represent a real challenge for rating agency output. 

Rating agencies have recently unveiled integrated ESG 
reports. Examination has revealed a singular focus on 
environmental risks – an important issue but only one of 
many ESG factors we seek to consider. This self-limiting 
definition combined with their more backward-looking focus, 
limits the usefulness of the research. At Schroders, we use a 
different, and we believe a better, model.

We applaud those rating agencies that have signed the 
Principles of Responsible Investment Statement on ESG 
in Credit Ratings, which aims to enhance systematic and 
transparent consideration of ESG factors in the assessment  
of creditworthiness. However, we also believe that there 
is some way to go before this translates into meaningful 
guidance for investors. As signatories ourselves, we support 
progress and seek to be an industry advocate in this area.

Rating agencies
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Fixed income investors have a role to play in providing 
the capital to help economies transition towards a more 
sustainable future, limiting the impact of climate change.  
As the Governor of the Bank of England, Mark Carney,  
has pointed out, achieving the Sustainable Development 
Goals will require investment of $5-7 trillion per annum.  
Fixed income investors will play a role in funding this. 

Green bond issuance has been growing, but it still makes up 
less than 0.1% of the global corporate bond market. As we 
pointed out in our Green Bond Primer, these bonds are often 
self-labelled, and include a broad list of issuers and uses. 
There is no consistent definition for “green” and only about 
60% of issued bonds have independent verification. We will 
continue to monitor individual green bonds and may invest 
in them in our portfolios; however, we do not believe buying  
a green bond is a panacea for rigorous processes around 
ESG integration.

Green bonds

Figure 3: Value of selected climate markets, relative to traditional equivalents
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We have been explicitly incorporating ESG factors into our 
fixed income credit analysis since we published our first 
Responsible Investment Fixed Income ESG Policy statement 
in 2011. As we look back on the work that we have done, 
it becomes clear that the issues we analyse, the tools that 
we use and the questions that we ask of companies are 
not very different from that of our equity colleagues. It is 
the deep resources Schroders has across asset classes, 
combined with the efforts of our dedicated ESG team that 
truly differentiates our credit process from competitors. It 
has been through the combined efforts of our fixed income, 
equity and ESG teams that we have been able to effectively 
interact with companies, stimulating awareness of and 
highlighting potential solutions for key ESG issues.

Schroders is gifted with an extensive reach across the world 
into multiple industries; giving us a reputation as a long-term 
investment partner with both companies and investors.  
We now have one ESG policy and this unified and consistent 
policy encourages the routing of information and insight 
across our network, which seeks to ensure we can continue 
to guard and grow our client capital.

Conclusion and next steps
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