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Introduction

It has been a fascinating few years for the asset management industry as it seeks to rapidly adopt and embed ESG
principles. The industry is quickly transitioning towards complete, top to bottom, integration of ESG criteria. Equities
as an asset class is ahead of its fixed income counterpart with a broader range of ESG offerings, but the fixed income
landscape is catching up fast with a range of creative ESG offerings appearing over the past few years.

Choosing a sustainable fixed income benchmark may seem like a trivial exercise, but the reality is there are notable
differences between benchmarks in terms of risk characteristics and profile depending on whether exclusions or tilts
(or both) are used to improve the overall ESG profile of the index.

In this note, we look at the various methods for improving the ESG metrics of an investment grade corporate bond
benchmark index and what they imply in terms of the characteristic features of the index. In particular, we investigate
the impact of the various exclusions and tilts used to construct the three popular classes of ESG corporate credit
indices: SRI, Sustainability (negative screening) and ESG-Weighted and how they differ in terms of credit risk, sector
and duration profiles relative to a common parent index’. We focus on US investment grade corporate credit indices
for the purposes of this investigative analysis and note that MSCI ESG ratings and scores are used.

We note the following conclusions:

E  Whilst there is sector, rating and other differences between ESG indices and the parent in our sample, they are
not material enough to shift the distribution of risk in a meaningful way. Put differently, we expect the ESG indices
to closely track the parent in different market regimes which should be reassuring for investors looking to switch
from a non-ESG to an equivalent corporate ESG benchmark.

E There is an observable relationship between the credit risk of an issuer and its ESG score. Investors should
therefore factor ESG analysis into their generic credit risk analysis as it is likely to become increasingly important
in the credit and default risk assessment of issuers going forwards.

E The Sustainability index has a better ESG score than the other types of ESG index and has a persistently tighter
overall credit spread as a result. In general, exclusions based upon a minimum ESG score threshold — as is the
case with the Sustainability index — make the largest difference to the overall ESG score of the index; more so
than tilts or even exclusions based upon SRl filters such as the MSCI Business Involvement Screening Research?
filter.

E The Sustainability index has a more uniform ESG scoring profile across issuer credit rating cohorts and duration
buckets than the other ESG indices.

" For the purposes of clarity, we define the parent index as the non-ESG index from which the three types of ESG index mentioned earlier are derived via a specific set of
exclusions or tilts as applied to the parent index
2 Please see the Appendix for details of how the MSCI BISR filter works in practice



Framing the question

The adoption of ESG criteria and principles within fixed income presents a different challenge to equities given the
features of the asset class. It requires a different mode of thinking when deciding how to allocate capital to issuers;
debt issuance proceeds are typically used for refinancing purposes while proceeds from equity issuance are often
used to fund longer term investment opportunities.

With fixed income, there are two elements to consider. On the one hand, debt markets offer investors the opportunity
to ‘lend’ to corporates for specific environmental or sustainable investment projects through labelled bonds such as
Green, Social, Sustainable or Sustainably-Linked and Transition bonds where the ‘impact’ can be measured and the
use of proceeds is clear. On the other hand, corporates can be incentivised to improve their overall ESG profile in
order to fund their shorter term funding needs on more favourable terms on an ongoing basis. One advantage of
labelled bonds is that investors can analyse how the bond proceeds are put to work as well as looking at the ESG
quality of the issuing entity offering two levels of analysis: bond issuer and bond issuance.

More broadly, investors are looking to invest in an increasingly sustainable manner, with ESG metrics such as ESG
scores and carbon emissions forming the basis of their investment choices. Companies that do well on these metrics
are less likely to be screened out of or ‘tilted” away from in the portfolio construction process, thereby increasing
demand for their fixed income securities. When it comes to a new capital raise, they can then command a lower cost
of debt capital on their fixed income issuance. How these tilts and/or exclusions affect issuers’ access to capital then
becomes of much greater importance, not only from an investor perspective, but also from the eyes of an issuer.



The ESG group of three

Taking the Bloomberg Barclays US Sustainable product set as our universe of ESG corporate bond indices, we focus
on three broad types of index:

1. SRl indices which exclude issuers according to the MSCI BISR filter

2. Sustainability indices which are based upon a “best-in class” approach which retains issuers with a minimum
MSCI ESG rating of BBB (or BB) and above whilst excluding those with an ESG rating below

3. ESG-Weighted indices where parent weights are adjusted/tilted by ESG rating. This approach uses multipliers to
scale up the weights of issuers with better ESG ratings whilst decreasing the weights of those that have lower
ratings

In Table 1 we show how these indices® differ from the parent index in terms of characteristic features when looking at
a US focused index product set.

Table 1. Characteristic features of the US corporate ESG indices

Parent SRI Sustainability ESG Weighted
No. of constituents 6780 5728 4936 6780
No. of issuers 806 752 498 806
ESG rating (score) A (5.61) A (5.68) AA (6.35) AA (6.14)
Credit rating A3/Baal A3/Baal A3/Baal A3/Baal
OAS (bps) 88 85 81 85
YTM (%) 2.22 2.16 2.12 2.16
OAD 8.45 8.23 8.23 8.16

The Sustainability index offers the most material improvement in ESG score (13%) versus the parent index which is
also accompanied by a tighter OAS, suggesting that companies with higher ESG scores typically have tighter spreads
(something we verify later on in the paper).

The ESG indices have tracked their parent very closely over the past few years with the Sustainability version showing
an initial deviation in terms of yield-to-maturity (Chart 1), with a notably lower YTM relative to the parent, which has
since progressively closed over time as yields have been driven towards zero globally.

Source: Bloomberg, all data as at 06 April 2021

° The following indices are used within this study with constituent data taken as of 06 April 2021:

Bloomberg Barclays US Corporate Total Return Value Unhedged USD (LUACTRUU Index)

Bloomberg Barclays MSCI US Corporate SRI Total Return Index Value Unhedged USD (RUCMTRUU Index)
Bloomberg Barclays MSCI US Corporate ESG Weighted Total Return Index Value Unhedged USD (UCEWTRUU Index)
Bloomberg Barclays MSCI US Corp Sustainability Total Return Index Unhedged USD (SUCMTRUU Index)
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Chart 1. Yield differential (YTM) of ESG index with respect to parent (a negative number
means the ESG index has a lower yield than the parent)
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From a total return standpoint, the cumulative total return performance of each of the ESG indices relative to the
parent has been very similar over time — typically within 1% of the parent index. We do note that the Sustainability
index has shown a little more variability in relative cumulative performance compared to the parent (Chart 2) which
would be expected given it excludes many more issuers than the other ESG indices.

Chart 2. Relative cumulative performance of the ESG index product set with respect to the
parent index (parent cumulative performance is marked as zero relative to itself)
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As such, we shouldn’t expect a material performance differential in a forward looking sense between the indices
given their similar composition and risk characteristics, however, there are complications.

These indices have only really existed in a post Global Financial Crisis era where the Fed has driven interest rates ever
lower and the default cycle has been relatively muted as a result of monetary and fiscal policy action. What happens if
interest rates go up triggering a protracted default cycle? Questions such as this can only be tackled by looking at
how the various tilts and exclusions change the profile of the parent index when creating the various ESG indices. A
thorough assessment of this, and other similar questions, is beyond the scope of this note.

Past performance should not be seen as an indication of future returns.
Source: Bloomberg, all data as at 06 April 2021



Lifting the lid

We make a number of interesting observations about the three classes of index with respect to their parents before
assessing their relative ESG characteristics in the next section.

From a sector standpoint, all three index types show a notable bias towards financials (Table 2) relative to the parent
index. The Sustainability and ESG-Weighted variants show a notable underweight to communications. The SRI and
Sustainability variants show a positive bias towards technology stocks in contrast to their ESG-Weighted peer which
underweights technology relative to the parent. Finally, the SRI variant has a material underweight to the utilities
sector.

We believe that the higher average ESG score for financial stocks is responsible for the higher weight towards
financials. The underweight to communications is likely a result of the generally lower ESG scores within this sector.
Interestingly, the lower weight to utilities in the SRI version is likely a by-product of some utilities companies falling
foul of the criteria embedded within the MSCI BISR filter*.

Table 2. ESG index sector differentials relative to the parent (ESG index sector weight
minus parent sector weight)

Sector SRI Sustainability ESG-Weighted
Basic Materials -0.15 -0.07 0.15
Consumer, Cyclical 0.21 -1.65 -0.74
Consumer, Non-cyclical 0.04 0.39 -0.45
Energy 0.09 -1.31 -1.25
Industrial -1.84 0.33 -0.83
Technology 1.36 1.46 -1.54

From a rating® standpoint (Table 3) we notice a general reallocation of weight away from the Aa part of the parent
universe, to the A part, across ESG indices. The most notable reallocation of weight occurs with the Sustainability
index, where we notice a shift in weight from the Baa3, Bal, Aa2 and A3 parts of the credit spectrum to the Baal, A2
and A1 parts. This results in a better overall credit risk profile of the Sustainability index bringing the overall index
rating closer to A3 than its other ESG peers.

Source: Bloomberg, all data as at 06 April 2021
4 See Appendix for details of the MSCI BISR filer
5We have chosen Moodys as our preferred rating agency as they appeared to have the broadest coverage of securities listed in the parent index and hence the three
















































