
Perspective

What does sustainability mean to you? We recognise that this 
can be an emotive topic and it is difficult to consolidate disparate 
sustainability concepts into one investable package. What we can 
do however is be clear in our objectives, encourage debate and 
continue to innovate.

There has been a growing focus on sustainable investment, 
evidenced by flows into sustainable funds. Alongside this, 
there has been an increased regulatory focus across the globe 
(including the introduction of the EU’s Sustainable Finance 
Disclosure Regulation) aimed at helping investors to understand 
the sustainability characteristics of their investments. While 
government bonds remain an important part of an investors’ 
portfolio, it’s fair to say that they have lagged other asset classes, 
such as equities, when applying sustainability. To some extent 
this reflects the complexity of sustainability factors, which 
interrelate closely with macroeconomic drivers. 

The integration of sustainability factors has been embedded 
into the Global Fixed Income and Currency team’s investment 
decisions for a number of years now. While we believe that 
routinely integrating sustainability factors (environmental, 
social and governance) into sovereign analysis and investment 
decisions is incredibly important; we need to go further. This 
is where our new approach to sovereign sustainability comes 
in. We truly believe that this goes some way to address the 
sustainability challenges investors face.

What are the challenges of sovereign sustainability?
We think that the World Bank1 puts this very succinctly, ”the 
sovereign ESG framework must overcome three challenges:  
lack of clarity, the ingrained income bias, and poor 
environmental data quality”.

Firstly, a lack of clarity. As we alluded to earlier, investors’ 
ideas around sustainability can vary greatly and without a 
clear investable structure, sustainable objectives can become 
confusing and unclear. Meanwhile, backward looking data, 
opaque scoring methodologies, gaps in data and out of 
date statistics also hampers the ability to assess a country’s 
sustainable progress. 

Secondly, there is an ingrained income bias in many sustainability 
scores, which are highly correlated with a country’s gross national 
income per capita, illustrated in Fig.1 below. Using the example 
of the progress countries are making towards achieving the UN’s 
17 Sustainable Development Goals (UN SDGs)2, richer nations 
inevitably receive better sustainability scores. This reflects their 
stronger institutional frameworks together with their relative 
fiscal and economic ability to achieve many of the SDGs. In a 
perverse way, this incentivises capital flows away from countries 
who need them the most. We share the World Bank’s concern. We 
think there is something fundamentally wrong with penalising 
those countries that are trying to do the right thing, simply 
because they come from a lower developmental starting point.  

1  World Bank Group: A New Dawn – Rethinking Sovereign ESG, published May 2021.
2  The Sustainable Development Goals are 17 interlinked global goals designed to be a 

“blueprint to achieve a better and more sustainable future for all”. 
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Figure 1: Correlation of UN SDG scores and GNI Per Capita 

Thirdly, the World Bank highlights the challenge of poor data 
when it comes to a broad range of environmental data, such as 
deforestation or carbon emissions, which makes it difficult to 
assess a sovereign’s sustainable credentials. We would go one 
step further than this and say that all facets of sustainability 
(not just environmental) suffer from poor data quality, which 
can also be very backward looking. Indeed, investing purely on 
sustainability factors alone is challenging given its incremental 
slow pace of change and the complexity of these factors on 
government bond valuations. More traditional variables, such as 
inflation or central bank policy typically dominate over a typical 
investor’s time horizon.

So how are we attempting to overcome these challenges?
The Global Fixed Income & Currency team at Schroders believe 
that an innovative approach to sovereign sustainability is 
needed. Our starting point is in creating a sustainable sovereign 
investment universe. In doing so, we aim to be truly transparent. 
We anchor our investment process around UN SDGs, while 
overlaying additional social and environmental criteria to further 
enhance the sustainability profile of countries.

We start by assessing the sustainability credentials of sovereigns 
by evaluating their progress to achieving the UN SDGs. We have 
chosen these specifically for three main reasons. Firstly, they 
are a transparent and independent source. Secondly, they are 
universally acknowledged, with the goals agreed unanimously by 
193 member states as a ”blueprint to achieve a better and more 
sustainable future for all”. Finally, due to their deep coverage 
of sustainable issues. The Sustainable Development Solutions 
Network and Bertelsmann Stiftung have created indices that 
measure at the country level the aggregate progress to achieving 
all 17 development goals using 169 underlying targets. 

Source: Schroders/United Nations/Sustainable Development Solutions Network (SDSN) and the Bertelsmann Stiftung foundation.

We believe that, alongside the private sector, governments play 
a pivotal role in shaping the sustainable trajectory of a country 
via taxes, regulations, policy and government spending. The 
UN SDGs are an effective way to measure this, complementing 
our traditional macroeconomic analysis. Using these indices is 
an effective way of doing this. For inclusion in our investable 
universe, countries have to outperform on this metric, relative to 
countries of a similar level of development. 

To further enhance the sustainability characteristics of countries 
that are investable under our framework, we have two 
additional criteria. 

Social: We believe sovereign sustainable development requires a 
country’s citizens to have and enjoy a degree of political and civil 
liberty. To ensure our impartiality, we use Freedom House3 as a 
leading independent source of democracy and political freedom. 
We use their annual World Report and include only those 
countries that are judged to be ‘Free’ or at a minimum ‘Partly 
Free’. Fundamentally we believe countries that are deemed “not 
free” face a greater challenge to achieving long run sustainable 
economic growth.  

Environmental: For a sovereign’s assessment on climate risk 
management, we use the Energy and Climate Intelligence 
Unit’s4 ‘net zero emissions tracker’. At a very minimum, we 
require governments to have a net zero pledge in an official 
policy document. Basically, we need to see evidence of a serious 
commitment to addressing the issue of climate change, it’s not 
enough for governments to simply have a net zero pledge.  

3  Freedom House is a non-profit, majority US government funded organisation, which 
rates people’s access to political rights and civil liberties in 210 countries  
and territories.

4  The Energy and Climate Intelligence Unit is a non-profit organisation that supports 
informed debate on energy and climate change issues in the UK.
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Figure 2: Three assessments of sovereign sustainability

Source: Schroders, For illustrate purposes only.

Once we have defined the sustainable universe, we then utilise 
the Global Fixed Income & Currency team’s ESG integrated top-
down thematic investment process5 to allocate capital. 

We continue to take steps in overcoming the issue of backward 
looking data. Given the relatively low frequency and lagged 
nature of data updates in which our sustainable criteria is based, 
we introduced a degree of subjectivity into our analysis. While we 
do not want this to preclude our objectivity and transparency, we 
need to strike a balance between this and the need to encourage 
”improvers”. As such, a significant event, such as a change in 
government or a controversial policy announcement that may 
impair a country’s ability to develop sustainably would trigger an 
urgent review by Schroders Sustainable Sovereign Committee6. 
Therefore, a sovereign may be included or excluded quicker 
than the published data would permit. Importantly, we want 
to capture the spirit of the fund, which is about encouraging 
inclusion and rewarding sustainable progress. 

How are we addressing the ingrained income bias?
We believe that a process that is punitive to poorer countries 
that are trying to act sustainably is unhelpful, not only from 
an investment perspective but also from the whole ethos 
of sustainability. Our aim is to include all countries that 
demonstrate strong or improving ability to achieve UN SDGs. 
Importantly, we assess this relative to other countries of similar 
development, in order to prevent this entrenched income bias in 
sustainability scoring. 

5  The Global Fixed Income and Currency team’s top-down process, rotates risk across 
macroeconomic themes and has been in place for the past 10 years.

6  The Sovereign Sustainability Committee comprises of multiple investment desks 
and the Sustainability team aiming to establish ‘firm views’ on forward looking 
sustainability prospects for countries. 

We achieve this by firstly grouping countries into four income 
brackets (high, upper-middle, lower-middle and low income) 
as defined by the World Bank, using GNI per capita. We then 
use the SDG index scores to compare the relative progress 
of countries in achieving the sustainable development goals 
for countries within a given income bracket. By doing so, we 
compare the United States to Australia, as an example, when it 
comes the relative progress in achieving the SDGs. We feel this is 
a more just comparison, than for example comparing the United 
States to South Africa, given the relative stages of economic 
development of the two nations. By comparing SDG progress 
for countries of a similar level of development (income bracket 
in this case), this helps us to avoid investing in the real laggards 
when it comes to sustainability.

How does this work in practice? 
When it comes to aggregating achievement of all 17 UN SDGs, 
all SDGs are equally weighted. As a result we are not focused 
on news headlines or any one specific area of sustainability, 
preferring to take a holistic approach to sustainability 
assessment. That way we remove ourselves from moralistic 
judgement of what is most important from a sustainability 
perspective. Countries are included or excluded based on  
our clearly defined criteria, which can be easily understood  
by investors. 

Here’s an example in practice. Looking at Fig. 3 Brazilian 
government bonds are a permitted investment as they meet 
all three criteria (positive performance versus its upper-middle 
income bracket peers, is considered ‘Free’ democratically and 
has a net zero policy document). However, South Africa does 
not currently meet the minimum threshold for inclusion based 
on its SDG score which lags its bracket’s median. Out of the 17 
UN SDG’s South Africa particularly lags in terms of SDG 1, ‘No 
poverty’, with a greater percentage of the population estimated 
to be living under the poverty threshold of US$1.90 a day 
compared to its peers.

UN SDGs Freedoom House Net Zero
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There is an important caveat to our strict inclusion criteria. The 
sustainable credentials of Green, Sustainability and SDG-linked 
bonds would mean these might be permitted even if their issuing 
sovereign is excluded. We think these types of assets are in 
line with our sustainable philosophy and we would encourage 
issuance with clear sustainable income streams. 

It’s worth also noting, that while our process focuses on the 
assessment of sustainability of government issuers, investment 
in supranationals is very much aligned to our overall philosophy. 
We believe when it comes to sustainable fixed income investment, 
supranationals are an underappreciated part of the market. 
While the activities of supranationals vary vastly, development 
banks, including the Asian Development Bank, play a crucial role 
in promoting sustainable economic and social development. At 
the same time, EU bond issuance lately has focused on fighting 
climate change, improving and protecting biodiversity and 
promoting gender equality.

Engagement – a further complication?
As with corporates, engagement is critical, but it can be more 
nuanced in the sovereign space. Engagement with sovereigns can 
take a number of forms and will involve multiple stakeholders, 
including government officials and independent public 
agencies, and non-issuer stakeholders, including supranational 
organisations, credit rating agencies (CRAs), and other industry 
bodies. At Schroders, through our public policy activities we seek 
to provide input to the policy and regulatory debate both directly 
and indirectly through participating in collaborative industry-
wide groups for example, the Investment Association. We view 
this contribution as key towards promoting high standards and 
supporting the functioning of capital markets. 

Figure 3: Country specific example: Upper-middle income bracket (Brazil vs. South Africa)

Source: Schroders/United Nations/Sustainable Development Solutions Network (SDSN) and the Bertelsmann Stiftung foundation.

Schroders broader Sustainability resources
We are fortunate at Schroders to have a vast resource of local 
and specialist knowledge to tap into. The Sovereign Sustainability 
Committee is a good example of how we are able to engage 
thoughts and views across the broader firm. Meeting on a 
quarterly basis to focus on ”deep-dives” of individual countries 
with the aim of providing an independent and objective review 
of sustainability issues or concerns. As well as the means of 
collaboration, we also have a number of proprietary sustainability 
tools at our disposal, with Sovereign SustainEx the most relevant 
here. SustainEx measures the costs a country or company would 
face if all of their negative externalities were priced, or the boost 
if benefits were recognised financially. Using Sovereign SustainEx, 
we are able to assess strategies’ sustainability impact and cost on 
society by translating them into financial costs and benefits.

Where do we go from here?
In creating a clear and credible framework around sovereign 
sustainability, we believe we have made important progress. 
However, we don’t want to stop there and will continue to look for 
ways to improve these foundations we have in place. Although 
we have removed much of the income bias associated with 
sovereign investing, there are occasions when emerging market 
countries are excluded on the basis of our environmental or social 
criteria. However, we naturally want to do more to ensure capital 
is allocated to those sovereigns who are on the right trajectory in 
terms of sustainability, regardless of their starting point. 

Sustainability is never going to be ”one size fits all”. We do have 
the ability though to be clear and honest about the challenges and 
limitations we face and focusing our sustainable judgements on a 
transparent framework. We truly believe that the progress we are 
making in solving some of the challenges of sovereign sustainable 
investing can make a considerable difference over time. 

UN SDG aggregate achievement score (out of 100)
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Important Information

The views and opinions contained herein are those of the authors as 
at the date of publication and are subject to change and may become 
outdated due to market or regulatory developments. Such views and 
opinions may not necessarily represent those expressed or reflected 
in other Schroders communications. 

This document is intended to be for information purposes only. The 
material is not intended as an offer or solicitation for the purchase or 
sale of any financial instrument or security or to adopt any investment 
strategy. The information provided is not intended to constitute 
investment advice, an investment recommendation or investment 
research and does not take into account specific circumstances of any 
recipient. The material is not intended to provide, and should not be 
relied on for, accounting, legal or tax advice. 

Information herein is believed to be reliable but Schroders does not 
represent or warrant its completeness or accuracy. 

No responsibility or liability is accepted by Schroders, its officers, 
employees or agents for errors of fact or opinion or for any 
loss arising from use of all or any part of the information in 
this document. No reliance should be placed on the views and 
information in the document when taking individual investment 
and/or strategic decisions. Schroders has no obligation to notify 
any recipient should any information contained herein change or 
subsequently become inaccurate. Unless otherwise authorised by 
Schroders, any reproduction of all or part of the information in this 
document is prohibited. 

Any data contained in this document has been obtained from sources 
we consider to be reliable. Schroders has not independently verified 
or validated such data and it should be independently verified before 
further publication or use. Schroders does not represent or warrant 
the accuracy or completeness of any such data. 

All investing involves risk including the possible loss of principal.

Third party data are owned or licensed by the data provider and may 
not be reproduced or extracted and used for any other purpose 
without the data provider’s consent. Third party data are provided 
without any warranties of any kind. The data provider and issuer of 
the document shall have no liability in connection with the third party 
data. www.schroders.com contains additional disclaimers which 
apply to the third party data.

Past performance is not a guide to future performance and may 
not be repeated. The value of investments and the income from 
them may go down as well as up and investors may not get back 
the amounts originally invested. Exchange rate changes may cause 
the value of any overseas investments to rise or fall. This document 
may contain ‘forward-looking’ information, such as forecasts or 
projections. Please note that any such information is not a guarantee 
of any future performance and there is no assurance that any 
forecast or projection will be realised. 

European Union/European Economic Area: Issued by Schroder 
Investment Management Limited,1 London Wall Place, London, EC2Y 
5AU. Registered Number 1893220 England. Authorised and regulated 
by the Financial Conduct Authority.

Note to Readers in Australia: Issued by Schroder Investment 
Management Australia Limited, Level 20, Angel Place, 123 Pitt Street, 
Sydney NSW 2000 Australia. ABN 22 000 443 274, AFSL 226473. 

Note to Readers in Canada: Schroder Investment Management North 
America Inc., 7 Bryant Park, New York, NY 10018-3706. NRD Number 
12130. Registered as a Portfolio Manager with the Ontario Securities 
Commission, Alberta Securities Commission, the British Columbia 
Securities Commission, the Manitoba Securities Commission, the 
Nova Scotia Securities Commission, the Saskatchewan Securities 
Commission and the (Quebec) Autorite des Marches Financiers. 

Note to Readers in Hong Kong: Schroder Investment Management 
(Hong Kong) Limited, Level 33, Two Pacific Place 88 Queensway, 
Hong Kong. Central Entity Number (CE No.) ACJ591. Regulated by the 
Securities and Futures Commission. 

Note to Readers in Indonesia: PT Schroder Investment Management 
Indonesia, Indonesia Stock Exchange Building Tower 1, 30th Floor, 
Jalan Jend. Sudirman Kav 52-53 Jakarta 12190 Indonesia. Registered 
/ Company Number by Bapepam Chairman’s Decree No: KEP-04/
PM/MI/1997 dated April 25, 1997 on the investment management 
activities and Regulated by Otoritas Jasa Keuangan (‘OJK’), formerly 
the Capital Market and Financial Institution Supervisory Agency 
(‘Bapepam dan LK’).

Note to Readers in Japan: Schroder Investment Management (Japan) 
Limited, 21st Floor, Marunouchi Trust Tower Main, 1-8-3 Marunouchi, 
Chiyoda-Ku, Tokyo 100- 0005, Japan. Registered as a Financial 
Instruments Business Operator regulated by the Financial Services 
Agency of Japan. Kanto Local Finance Bureau (FIBO) No. 90. 

Note to Readers in People’s Republic of China: Schroder Investment 
Management (Shanghai) Co., Ltd., RM1101 11/F Shanghai IFC 
Phase (HSBC Building) 8 Century Avenue, Pudong, Shanghai, China, 
AMAC registration NO. P1066560. Regulated by Asset Management 
Association of China. 

Note to Readers in Singapore: Schroder Investment Management 
(Singapore) Ltd, 138 Market Street #23-01, CapitaGreen, Singapore 
048946. Company Registration No. 199201080H. Regulated by the 
Monetary Authority of Singapore. 

Note to Readers in South Korea: Schroders Korea Limited, 26th 
Floor, 136, Sejong-daero, (Taepyeongno 1-ga, Seoul Finance Center), 
Jung-gu, Seoul 100-768, South Korea. Registered and regulated by 
Financial Supervisory Service of Korea. 

Note to Readers in Switzerland: Schroder Investment Management 
(Switzerland) AG, Central 2, CH-8001 Zürich, Switzerland. Authorised 
and regulated by the Swiss Financial Market Supervisory Authority 
(FINMA). 

Note to Readers in Taiwan: Schroder Investment Management 
(Taiwan) Limited, 9F, 108, Sec.5, Hsin-Yi Road, Hsin-YI District, Taipei 
11047 Taiwan, R.O.C. Registered as a Securities Investment Trust 
Enterprise regulated by the Securities and Futures Bureau, Financial 
Supervisory Commission, R.O.C. 

Note to Readers in the United Arab Emirates: Schroder Investment 
Management Limited, 1st Floor, Gate Village Six, Dubai International 
Financial Centre, PO Box 506612 Dubai, United Arab Emirates. 
Registered Number 1893220 England. Authorised and regulated by 
the Financial Conduct Authority.
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