
Highlights 
 
+  We expect rapid growth of the labeled sustainability bond (Figure 2) sector in 2021. This requires fixed 
     income practitioners to broaden their research toolkits and take an active approach to differentiating  
     between bonds with good ESG credentials and those that could disappoint.

+  To make this distinction, we believe it is vital to assess an issuer’s sustainability bond program. Invesco  
     Fixed Income (IFI) considers such factors as the use of proceeds, the management of proceeds  and  
     reporting and external verification to assess the alignment of sustainability bonds with the United  
     Nations Sustainable Development Goals (UN SDGs).

+  Labeled bonds, such as transition bonds and sustainability-linked bonds, introduce greater complexity  
     into the investment research process. The silver lining is likely to be greater engagement with issuers,  
     which we believe will only increase as ESG analysis matures. 

We expect 2020’s significant growth of labeled sustainability debt1 issuance to continue (BNEF reported 
that USD530 billion was issued globally in 2020, up 60% year-over-year), partly fuelled by the European 
Commission’s September 16 announcement of its intention to issue an additional €225 billion of 
sustainability bonds to help fund the response to the pandemic (more than issued by the whole market in 
2017 or 2018).2 The growth of this segment _ with many issuers bringing inaugural deals in 2020 _ is set 
to continue in 2021 and makes sustainability bonds an increasingly core holding for fixed income investors. 

This evolving asset class poses several new questions to fixed income analysts and portfolio managers 
alike, requiring a broader analytical toolkit than our traditional new-issue or environmental, social, 
governance (ESG) analysis. This means that a more active and research-intensive approach is required to 
differentiate bonds with good ESG credentials from those that could disappoint.

Figure 1: The growth of sustainability debt issuance (USD billion)

Sources: BNEF, Invesco. Data from Jan. 1, 2012, to Dec. 31, 2020.

2020’s pick-up in sustainability bond issuance has stimulated renewed debate within the IFI investment 
team and fixed income market participants more broadly, as to how much investors should be prepared to 
pay for a sustainability bond and whether there should be a differential across the different varieties of 
sustainability bond. 
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Figure 2: Labeled sustainability bonds

Sources: ICMA, Invesco.  
Assessing differentials among sustainability bonds  
Although default risk (thankfully low in global investment grade) and recovery rates should be identical for 
an issuer across sustainability and non-sustainability bonds, suggesting zero fundamental differential, we 
believe there are several other factors that come into play. Along with the usual drivers of new issue 
concession (deal size, issuer rating, rarity, sector, market risk appetite, etc.), we believe the sustainability 
bond program from which a company issues bonds also needs to be assessed.

Our usual integrated ESG analysis (examining an issuer’s ESG characteristics versus sector peers to derive 
an overall A-E rating with trend) does not fully address sustainability bonds because of the way these 
bonds target specific projects. An A-rated ESG issuer could theoretically issue a low-quality sustainability 
bond, and an E-rated ESG issuer could issue a high-quality sustainability bond, though we think this would 
be unlikely. 

The importance of assessing an issuer’s overall bond program 
Instead, we believe it is vital to assess the issuer’s sustainability bond program. To assist with this assessment, 
we have developed, in collaboration with our Global ESG team, the IFI sustainability and green bond 
framework. This scorecard approach takes a detailed look at factors such as the use of proceeds, the 
management of proceeds and reporting and external verification to assess the alignment of sustainability 
bonds with the UN SDGs. All else equal, we are prepared to pay more for a bond where the proceeds will be 
applied to projects aligned with the UN SDGs versus a “vanilla” bond. We believe the emerging “greenium” 
(the differential between sustainability and non-sustainability bonds from the same issuer) is a good 
barometer of the market’s acceptance of these instruments.3

IFI sustainability bond framework

Source: Invesco.

Although we use this output to determine our investment into sustainability bonds, we believe investors 
generally are not appropriately differentiating between sustainability bonds with high and low alignment to 
UN SDGs. Indeed, we believe most investors are effectively treating sustainable bonds as homogenous. 
The lack of differentiation between high and low alignment is perhaps understandable, given the way 
bonds are typically marketed as “green” or “non-green.” But we believe failure to fully assess a company’s 
sustainability bond program and its ongoing compliance is a risk. Even if investors are not differentiating 
today, increased differentiation among sustainability bonds is likely inevitable as the market grows and 
matures, so we believe it makes sense to avoid “minimum alignment” bonds.

GREEN BOND: Funding projects that contribute to 
environmental sustainability (e.g. finance wind farm).

SOCIAL BOND: Funding new/existing projects that 
address or mitigate a specific social issue and/or 
seek to achieve positive social outcomes.

TRANSITION BOND: An issuer’s financing program 
supports the implementation of its climate change 
strategy (i.e., helps reduce C02, not necessarily 
fully “green”).

SUSTAINABILITY-LINKED BOND: The financial/ 
structural characteristics change depending on 
whether the issuer achieves predefined 
sustainability/ESG objectives (e.g. coupon steps).

SUSTAINABILITY BOND: Finance a combina-
tion of both green and social projects.

We assess 
sustainability 
(green/social) 
bonds against 
ICMA criteria. 
We use the UN 
SDGs to define 

what can be 
considered 

“green,” 
“social,” and 

“sustainable.”

Overall 
evaluation and 

annual 
assessment to 

ensure 
proceeds have 
been spent in 

line with 
proposal at 

time of 
issuance.

Use of proceeds:
Score 1-4 Total 8-10:

Maximum alignment

Total 4-7:
Sufficient alignment

Total 0-3:
Minimum alignment

Management of proceeds:
Score 0-2

Reporting:
Score 0-2

External verification:
Score 0-2
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An evolving market brings new asset classes _ and research challenges 
We expect further evolution to take place in 2021 in the form of an increased supply of transition and 
sustainability-linked bonds. These “new” bond structures pose several challenges to traditional fixed 
income investors and require an even more research-intensive approach, in our view. While this extra 
analysis is time-consuming, we find it is offset by greater opportunities for us to engage with issuers. This 
dynamic helps inform our active approach, which we believe is essential when investing in the labeled 
sustainability bond segment.

Although it is normal to see innovation in any area of financial markets that is experiencing growth, the 
pace of innovation in the sustainability bond market is notable. It is manifesting itself most obviously in the 
field of labeled bonds, possibly because their duration aligns well with the issuer’s expected ESG journey, 
but also because the low interest rate environment makes borrowing historically cheap. Nevertheless, it is 
interesting to see the sustainability bond market’s progression, which has evolved from the infrequent 
green bond in 2015 to a plethora of green, social, sustainability, transition and sustainability-linked bonds 
today.

The reason we believe transition and sustainability-linked bonds require an even more research-intensive 
approach is because of their unique characteristics. Transition bonds (which support the implementation 
of a long-term climate change strategy without necessarily being “fully green”) and sustainability-linked 
bonds (in which bond characteristics change depending on whether the issuer achieves predefined 
sustainability or ESG objectives) add extra layers of qualitative and quantitative judgment, which require a 
detailed understanding of the issuer’s credit fundamentals and ESG credentials.

Understanding transition bonds 
Transition bonds are complicated from an analytical perspective because they typically help finance 
long-term emission-reduction projects for companies operating in carbon-intensive industries. This often 
requires analysts to consider the issuer’s ability to execute against long-term climate change strategies (a 
much longer time horizon than we normally consider). Investing in known carbon-intensive industries also 
raises the required return of the investment, given the need to justify the addition of more carbon-intensive 
names to the bond universe of portfolio managers and ESG teams (which should increase as carbon 
emissions reporting becomes standardized). We think this may partly explain why transition bonds have 
been slower to be embraced by issuers and investors, despite the obvious role they could play in emissions 
reduction for companies unable to issue green bonds directly.

Understanding sustainability-linked bonds 
Sustainability-linked bonds contain financial or structural features dependent on the issuer’s ability to 
deliver a predefined sustainability objective. Often, this will take the form of a coupon step (e.g., a 25-basis 
point increase in the coupon) if the company fails to deliver an envisaged reduction in its environmental 
footprint (e.g., reduce CO2 emissions by 25% by 2025). This coupon step is effectively an embedded 
option in the bond. To value this option correctly, the analyst needs to fully understand the probability of 
the issuer achieving its sustainability objective. So, again, valuing these bonds appropriately requires an 
understanding of credit fundamentals but also a good assessment of the issuer’s ESG credentials and how 
they are likely to evolve over time. We believe the addition of a financial incentive for an issuer to achieve 
its target should, all things being equal, encourage compliance, but we are less convinced that the investor 
necessarily wants to financially benefit from an issuer’s failure to reach its ESG goal.

One silver lining for fixed income investors that has emerged from the cloud of increased complexity 
generated by the growth of the labeled ESG bond segment is that opportunities to engage with issuers are 
increasing. This is manifesting itself in meetings as companies launch sustainability bond frameworks. This 
includes “normal” meetings around bond issuance but also more interactive dialogue with issuers around 
goal setting and the use of proceeds. It remains to be seen whether issuers’ willingness to engage will 
persist as the labeled bond segment matures, but we believe rational management teams will be 
encouraged to maintain this dialogue, especially while the “greenium” exists.

Conclusion 
Given the numerous factors in a decision to invest in sustainability bonds (fundamental credit quality, ESG 
credentials, assessment of the sustainability bond framework, likelihood of achieving ESG targets), we do 
not believe in a “one-size-fits-all approach.” IFI closely monitors ESG risks across its portfolios and 
especially in the rapidly evolving sustainability bond space. Having a well-resourced and experienced credit 
team is important for assessing the issues raised here and to inform our investment decisions. IFI seeks to 
ensure that credit spreads adequately reflect downside risks, including ESG factors, or, where this is not 
the case, that “at-risk” names are avoided.

1 We are using sustainability as shorthand for 
green, social, sustainability and sustainability-
linked bond issuance.

2 Source: https://www.bloomberg.com/news/
articles/2020-09-16/eu-plans-to-sell-225-
billion-euros-of-green-bonds-for-stimulus.

3 Unfortunately, the “greenium” is not 
consistent and appears to be driven by several 
factors (deal size, issuer rating, rarity, sector 
etc.) rather than UN SDG alignment, which means 
that a more active and research-intensive 
approach is required to identify bonds that will 
potentially outperform.
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Investment risks 
The value of investments and any income will fluctuate (this may partly be the result of exchange rate 
fluctuations) and investors may not get back the full amount invested. Past performance is not a guide to 
future returns. 
 Fixed income investments are subject to credit risk of the issuer and the effects of changing interest 
rates. Interest rate risk refers to the risk that bond prices generally fall as interest rates rise and vice versa. 
An issuer may be unable to meet interest and/or principal payments, thereby causing its instruments to 
decrease in value and lowering the issuer’s credit rating.

Important information 
This document is for Qualified Investors in Switzerland, Professional Clients only in Dubai, Jersey, 
Guernsey, Isle of Man, Ireland, Continental Europe (as defined below) and the UK; for Institutional 
Investors only in the United States and Australia; in New Zealand for wholesale investors (as defined 
in the Financial Markets Conduct Act); for Professional Investors in Hong Kong; for Qualified 
Institutional Investors in Japan; in Taiwan for Qualified Institutions/Sophisticated Investors; in 
Singapore for Institutional/Accredited Investors; for Qualified Institutional Investors and/or certain 
specific institutional investors in Thailand; in Canada, this document is restricted to Accredited 
Investors as defined under National Instrument 45-106. It is not intended for and should not be 
distributed to, or relied upon by, the public or retail investors. Please do not redistribute this 
document. 

For the distribution of this document, Continental Europe is defined as Austria, Belgium, Denmark, Finland, 
France, Germany, Greece, Italy, Luxembourg, Netherlands, Norway, Portugal, Spain and Sweden. This 
does not constitute a recommendation of any investment strategy or product for a particular investor. 
Investors should consult a financial professional before making any investment decisions. 

       This overview contains general information only and does not take into account individual objectives, 
taxation position or financial needs. Nor does this constitute a recommendation of the suitability of any 
investment strategy or product for a particular investor. Investors should consult a financial professional 
before making any investment decisions. It is not an offer to buy or sell or a solicitation of an offer to buy or 
sell any security or instrument or to participate in any trading strategy to any person in any jurisdiction in 
which such an offer or solicitation is not authorized or to any person to whom it would be unlawful to 
market such an offer or solicitation. It does not form part of any prospectus. While great care has been 
taken to ensure that the information contained herein is accurate, no responsibility can be accepted for any 
errors, mistakes or omissions or for any action taken in reliance thereon.

       The opinions expressed are that of Invesco Fixed Income and may differ from the opinions of other 
Invesco investment professionals. Opinions are based upon current market conditions, and are subject to 
change without notice.

       As with all investments, there are associated inherent risks. Please obtain and review all financial 
material carefully before investing. Asset management services are provided by Invesco in accordance with 
appropriate local legislation and regulations.

       This material may contain statements that are not purely historical in nature but are “forward-looking 
statements.” These include, among other things, projections, forecasts, estimates of income, yield or 
return or future performance targets. These forward-looking statements are based upon certain 
assumptions, some of which are described herein. Actual events are difficult to predict and may 
substantially differ from those assumed. All forward-looking statements included herein are based on 
information available on the date hereof and Invesco assumes no duty to update any forward-looking 
statement. Accordingly, there can be no assurance that estimated returns or projections can be realized, 
that forward-looking statements will materialize or that actual returns or results will not be materially 
lower than those presented.

       By accepting this document, you consent to communicate with us in English, unless you inform us 
otherwise. All information is sourced from Invesco, unless otherwise stated.

       All data as of February 26, 2021, unless otherwise stated. All data is USD, unless otherwise stated.

Restrictions on distribution

Australia  
This document has been prepared only for those persons to whom Invesco has provided it. It should not be 
relied upon by anyone else. Information contained in this document may not have been prepared or 
tailored for an Australian audience and does not constitute an offer of a financial product in Australia. You 
may only reproduce, circulate and use this document (or any part of it) with the consent of Invesco.  
 The information in this document has been prepared without taking into account any investor’s 
investment objectives, financial situation or particular needs. Before acting on the information the investor 
should consider its appropriateness having regard to their investment objectives, financial situation and 
needs. 

You should note that this information: 
— may contain references to dollar amounts which are not Australian dollars;  
— may contain financial information which is not prepared in accordance with Australian law or practices;  
— may not address risks associated with investment in foreign currency denominated  investments; and  
— does not address Australian tax issues 
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Issued in Australia by Invesco Australia Limited (ABN 48 001 693 232), Level 26, 333 Collins Street, 
Melbourne, Victoria, 3000, Australia which holds an Australian Financial Services License number 239916. 

Canada  
This document is restricted to accredited investors as defined under National Instrument 45-106. All 
material presented is compiled from sources believed to be reliable and current, but accuracy cannot be 
guaranteed. This is not to be construed as an offer to buy or sell any financial instruments and should not 
be relied upon as the sole factor in an investment making decision. As with all investments there are 
associated inherent risks. Please obtain and review all financial material carefully before investing. Issued 
in Canada by Invesco Canada Ltd., 5140 Yonge Street, Suite 800, Toronto, Ontario, M2N 6X7.

Further information is available using the contact details shown: 
- Issued in Belgium, Denmark, Finland, France, Greece, Italy, Netherlands, Spain, Sweden, 
Luxembourg, Norway and Portugal by Invesco Management S.A., President Building, 37A Avenue JF 
Kennedy, L-1855 Luxembourg, regulated by the Commission de Surveillance du Secteur Financier, 
Luxembourg. . 
- Issued in Dubai by Invesco Asset Management Limited. PO Box 506599, DIFC Precinct Building No 4, 
Level 3, Office 305, Dubai, UAE. Regulated by the Dubai Financial Services Authority. 
- Issued in Austria and Germany by Invesco Asset Management Deutschland GmbH, An der Welle 5, 
60322 Frankfurt am Main, Germany.  
- Issued in Switzerland by Invesco Asset Management (Schweiz) AG, Talacker 34, 8001 Zurich, 
Switzerland. 
- Issued in Ireland, the Isle of Man, Jersey, Guernsey and the United Kingdom by Invesco Asset 
Management Limited which is authorised and regulated by the Financial Conduct Authority. Invesco Asset 
Management Ltd, Perpetual Park, Perpetual Park Drive, Henley-on-Thames, RG9 1HH, UK.

Hong Kong  
This document is provided to professional investors (as defined in the Securities and Futures Ordinance and 
the Securities and Futures (Professional Investor) Rules) only in Hong Kong. It is not intended for and 
should not be distributed to or relied upon by the members of public or the retail investors. Issued in Hong 
Kong by Invesco Hong Kong Limited  , 41/F, Champion Tower, Three Garden Road, Central, 
Hong Kong. 

Japan  
This document is only intended for use with Qualified Institutional Investors in Japan. It is not intended for 
and should not be distributed to, or relied upon, by members of the public or retail investors. Issued in 
Japan by Invesco Asset Management (Japan) Limited, Roppongi Hills Mori Tower 14F, 6-10-1 Roppongi, 
Minato-ku, Tokyo 106-6114; Registration Number: The Director-General of Kanto Local Finance Bureau 
(Kin-sho) 306; Member of the Investment Trusts Association, Japan and the Japan Investment Advisers 
Association.

New Zealand 
This document is issued in New Zealand only to wholesale investors (as defined in the Financial Markets 
Conduct Act). This document has been prepared only for those persons to whom it has been provided by 
Invesco. Information contained in this document may not have been prepared or tailored for a New 
Zealand audience. This document does not constitute and should not be construed as an offer of, invitation 
or proposal to make an offer for, recommendation to apply for, an opinion or guidance on Interests to 
members of the public in New Zealand. Any requests for information from persons who are members of 
the public in New Zealand will not be accepted. Issued in New Zealand by Invesco Australia Limited (ABN 
48 001 693 232), Level 26, 333 Collins Street, Melbourne, Victoria, 3000, Australia, which holds an 
Australian Financial Services Licence number 239916.

Singapore  
This document may not be circulated or distributed, whether directly or indirectly, to persons in Singapore 
other than (i) to an institutional investor under Section 304 of the Securities and Futures Act (the “SFA”), 
(ii) to a relevant person pursuant to Section 305(1), or any person pursuant to Section 305(2), and in 
accordance with the conditions specified in Section 305 of the SFA, or (iii) otherwise pursuant to, and in 
accordance with the conditions of, any other applicable provision of the SFA. This document is for the sole 
use of the recipient on an institutional offer basis and/ or accredited investors and cannot be distributed 
within Singapore by way of a public offer, public advertisement or in any other means of public marketing. 
Issued in Singapore by Invesco Asset Management Singapore Ltd, 9 Raffles Place, #18-01 Republic Plaza, 
Singapore 048619. 

Taiwan 
This material is distributed to you in your capacity as Qualified Institutions/Sophisticated Investors. It is not 
intended for and should not be distributed to, or relied upon, by members of the public or retail investors. 
Issued in Taiwan by Invesco Taiwan Limited, 22F, No.1, Songzhi Road, Taipei 11047, Taiwan (0800- 045-
066). Invesco Taiwan Limited is operated and managed independently. 
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Issued in the United States by Invesco Advisers, Inc., Two Peachtree Pointe, 1555 Peachtree Street, N.E., 
Suite 1800, Atlanta, Georgia, 30309. 
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