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Having initially focused on equities, investors are 
increasingly looking to extend ESG (Environmental, 
Social and Governance) practices across other assets 
classes, including fixed income. This is the first of a 
series of papers that will explore ESG in a fixed income 
context. This edition takes a high level look at the different 
approaches that can be employed and some related 
implementation considerations.  

ESG ApproAchES for fixEd incomE 

ESG may be viewed as a natural fit for fixed income portfolios, because 
the assessments required for ESG investing are already embedded into 
the risk process performed by many fixed income investors. However, the 
pace of ESG innovation in fixed income has been slow, perhaps due to 
the complexity in bond issuance and the lack of a recognized platform for 
engagement. 

Figure 1 shows the range of ESG approaches that have developed across 
asset classes, the most prevalent being negative screening and ESG 
integration. In addition, green bonds is an ESG opportunity that is specific 
to fixed income. In the sections below we discuss green bonds, as well as 
negative screening and ESG integration.

Investor appetite has grown 
substantially for fixed income 
ESG investing, and various 
investment opportunities  
have been developed to cater  
to this demand.

GEEtA ShArmA  
Fixed Income Portfolio Management, 
Northern Trust Asset Management

fiGUrE 1: SUStAinABLE inVEStmEnt ApproAchES to ESG inVEStinG

Source: GSIA, ‘Global Sustainable Investment Review,’ 2014
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1. GrEEn BondS

When investors think about ESG in a fixed income context, green bonds often 
come to mind. momentum has been high in green bonds, primarily because 
they specifically finance activities that offer social and environmental benefits, 
presenting a unique opportunity for investors interested in sustainability.

Green bonds are mostly issued as vanilla securities offering similar yields 
and ranking equally to senior unsecured bonds from the same issuer.  
For this reason, green bonds have drawn interest from both dedicated 
socially responsible investors and mainstream fixed income investors  
alike. However, investing in green bonds is not without its challenges,  
the most notable of which are:

•     Size: A relatively small market with total issuance of labelled green bonds 
still below $100bln1 . this is especially relevant in terms of liquidity.

•     market concentration: modest typical deal sizes and the limited  
range of issuers and currencies impact accessibility and appeal  
for mainstream investors.

•     transparency: Reporting standards vary, making comparisons of  
 “green” credentials difficult.

While there has been an increase in the number of green bond indices since 
2014, it is not clear that this has simplified the opportunity set.  As illustrated 
in figures 2 & 3 key benchmark characteristics can be considerably different 
for green bond benchmarks versus traditional benchmarks. 

these challenges mean that investors may need to look beyond just green 
bonds in terms of implementing ESG in their fixed income portfolios. many 
green bonds form part of the universe of broad fixed income strategies 
and investors may prefer to focus on the broader opportunity set and 
utilize approaches shown in figure 1 to achieve their ESG goals. 

fiGUrE 2: indEx chArActEriSticS

 Barclays Global Aggregate index Barclays mSci Green Bonds index

no of issues 17165 91

duration 6.6 5.48

Yield (%) 1.77 1.64

1yr return (%) -3.15 -5.71

Source: Barclays, 31 december 2015

fiGUrE 3: SEctor WEiGhtS (%)      crEdit QUALitY diStriBUtion (%)

Barclays MSCI Green Bonds Index

Barclays Global Aggregate Index
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When investors think about ESG 
in a fixed income context, green 
bonds often come to mind. 

<100bln
totAL iSSUAncE of LABELLEd  
GrEEn BondS StiLL BELoW $100BLn
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2. ScrEEninG

Screening is the most widely used and simplest approach to ESG, requiring 
managers to filter portfolios based on specific ESG considerations or 
themes. Filters can be applied either on a negative or positive basis, the 
latter being relevant for investors seeking to optimize ESG credentials.  
the appeal of screening is often the ability to customize strategies to  
reflect the specific needs of the investor. We have also seen a growing 
number of screened fixed income indices that can assist the development 
of low cost ESG strategies. these include the Barclays mScI Socially 
Responsible Index (negative screening) and Barclays mScI Sustainability 
Index (positive screening, which focuses on best in class). 

3. ESG intEGrAtion

Rather than start with a market capitalization weighted benchmark 
that may limit the application of ESG themes, investors are increasingly 
considering integrating ESG factors (through a scoring mechanism) 
into the core construction of the index or portfolio. Again we are seeing 
the development of a variety of ESG weighted benchmarks reflecting 
strong demand. It is important that investors are aware of the significant 
differences in the underlying composition that can result from the 
prioritization of ESG ratings. For example, figure 4 shows the clear 
differences in country concentrations between the Barclays mScI Euro 
treasury ESG Weighted Index and the standard Barclays Euro treasury 
Index. It’s imperative that investors who are interested in ESG integration 
understand the consequences of this approach compared with standard 
benchmarks and how these could affect their overall portfolio composition. 

pErformAncE AcroSS ESG ApproAchES

A question that investors often ask around ESG implementation is that 
of performance. What is the impact of ESG prioritization? the answers 
are likely to vary depending on the ESG variables considered and the 
time periods evaluated. However, in overall terms when comparing the 
performance of various ESG benchmarks to traditional indices, evidence 
is thus far inconclusive. Some investors fear that they may have to choose 
between performance and investing according to their social and 
environmental beliefs, but this does not seem to have generally been the 
case. Figure 5 shows there have been minor return differences between 
the various ESG benchmarks and standard market-cap broad benchmarks. 
of course performance divergences could be higher in the future and 
a careful consideration of the underlying benchmark characteristics is 
important. 

there is an argument that over time issuers with higher ESG ratings, much 
like credit ratings, should attract greater demand and therefore lower 
issuance premiums and that they may exhibit superior performance. this 
would suggest that over time there may be an opportunity for an ESG 
approach to generate superior investment performance. 

fiGUrE 4: coUntrY WEiGhtEd 
diffErEncES BEtWEEn BArcLAYS 
EUrotrEASUrY indEx &  
BArcLAYS mSci EUro trEASUrY  
ESG WEiGhtEd indEx

Source: Barclays, 31 december 2015

 Barclays Euro country Barclays mSci  
 treasury index  Euro treasury 
   ESG Weighted 
   index

 23.4 france 26.3

 18.3 Germany 20.8

 6.2 netherlands 6.9

 13.3 Spain 10.0

 24.3 italy 18.5
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© 2016 northern trust. Head office: 50 South La Salle Street, chicago, Illinois 60603 U.S.A. Incorporated with limited liability in the 
U.S. Products and services provided by subsidiaries of northern trust corporation may vary in different markets and are offered in 
accordance with local regulation. northern trust Asset management comprises northern trust Investments, Inc., northern trust Global 
Investments Limited, northern trust Global Investments Japan, K.K., nt Global Advisors, Inc., and investment personnel of the northern 
trust company of Hong Kong Limited and the northern trust company. 

this material is directed to professional clients only and is not intended for retail clients. For Asia-Pacific markets, it is directed to 
institutional investors, expert investors and professional investors only and should not be relied upon by retail investors. For legal and 
regulatory information about our offices and legal entities, visit northerntrust.com/disclosures. Past performance is no guarantee of 
future results. All material has been obtained from sources believed to be reliable, but its accuracy, completeness and interpretation 
cannot be guaranteed. this information does not constitute investment advice or a recommendation to buy or sell any security and is 
subject to change without notice. Returns of the indexes also do not typically reflect the deduction of investment management fees, 
trading costs or other expenses. It is not possible to invest directly in an index. Indexes are the property of their respective owners, all 
rights reserved.

Past performance is no guarantee of future results. Important Information Regarding Hypothetical Returns – Where hypothetical 
portfolio data is presented, the portfolio analysis assumes the hypothetical portfolio maintained a consistent asset allocation (rebalanced 
monthly) for the entire time period shown. Hypothetical portfolio data is based on publicly available index information. Hypothetical 
portfolio data contained herein does not represent the results of an actual investment portfolio but reflects the historical index 
performance of the strategy described which were selected with the benefit of hindsight. components of the hypothetical portfolio were 
selected primarily utilizing actual historic market risk and return data. If the hypothetical portfolio would have been actively managed, it 
would have been subject to market conditions that could have materially impacted performance and possibly resulted in a significant 
decline in portfolio value.
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A Combined Approach 
It’s possible to devise 
investment solutions that 
bring together Green Bonds, 
Screening, and ESG Integration 
with other relevant fixed income 
considerations (e.g. liquidity) 
to develop a robust approach. 
A combined approach allows 
investors to more precisely 
target specific outcomes to 
match investment objectives. 
The ability to customize can 
be combined with a focus on 
low-cost tradeable solutions. If 
you are an investor looking to 
integrate ESG into your fixed 
income portfolio talk to us about 
the variety of options available. 

LookinG AhEAd

Investors considering ESG approaches in fixed income may find little 
difference in the historical risk and return profile versus traditional 
strategies, which may appear to simplify the consideration of a responsible 
investing approach. However, it’s vital that investors carefully examine 
the implications of ESG choices, including changes to the investment 
universe and investment concentrations. this will ensure their fixed 
income strategy is not unduly constrained and continues to meet their 
overall objectives. Investors should not feel compelled to choose between 
investment performance and responding to their environmental, social 
and governance principles. Rather there is a growing range of solutions 
available which allow investors to optimize against multiple objectives. 

northerntrust.com

fiGUrE 5: pErformAncE of thE BArcLAYS/ mSci fi ESG indicES

Even during times of market strain and recovery the ESG focused indicies 
effectively tracks the industry benchmark.

Sources: northern trust Quantitative Research, mScI. January 2007 - december 31, 2015.
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