
Conventional approaches may doubly disappoint in EMD

Most people want to leave the world a better place for the 
next generation. Likewise, we think nearly all responsible 
investors deploying capital in responsibly focused strategies 
expect their investment will, in some small way, make a 
positive difference. However, not all approaches to responsible 
investing (RI) are created equal—a statement that reigns 
especially true when investing in emerging markets debt 
(EMD).

Applying a conventional approach2 to ESG investing in EMD, 
where the investment strategy focuses solely on the best ESG 
opportunities, exposes weaknesses and poses challenges. 
We believe four key structural features keep investors from 
realizing their targeted outcomes when investing responsibly 
in EMD. However, if investment managers change the way 
they frame their approach to ESG, we believe investors have a 
greater chance of using their EMD allocations to help improve 
societal outcomes. 

Challenge #1: Data providers rank issuers on how the world 
affects issuers instead of how issuers affect the world.3

Like traditional credit risk evaluation, most popular ESG scoring 
metrics are designed to reward an issuer by the degree to 
which it is immunized from the risks of operating and engaging 
with the world around it. Unfortunately, little emphasis 
is placed on evaluating how an issuer degrades the world 
much less how to use this knowledge to create products and 
strategies designed to oppose these dominant trends.

Challenge #2: ESG scoring methodologies are highly 
correlated with per capita wealth, penalizing the poor and 
rewarding the wealthy.

Research indicates nearly 90% of a country’s ESG evaluation 
is tied to the country’s wealth.4,5,6 The World Bank goes 
further, stating, “A country’s national income permeates 

all sustainability-linked measures used by the market.”7 As 
illustrated in Exhibit 1, average ESG scores across providers 
are highly correlated with gross national income per capita and 
by eliminating the income bias, results differ significantly.

Exhibit 1: ESG scores have a strong income bias

For illustrative purposes only. Source: MSCI (data as of May 2019), Sustainalytics (data 
as of February 2020), and Aegon AM. Analysis completed June 2022. *Average ESG 
Scores are equal to the average of MSCI and Sustainalytics ESG scores.
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Make a difference where it matters

Emerging markets are home to 85% of the world’s population—roughly 6 billion people.1 These are people that deserve 
and demand the same welfare comforts of the developed world. Many developing economies do not lead with sustainable 
achievements today, yet they hold tremendous potential to contribute to a more sustainable future. As stewards of capital, 
we believe asset managers should find ways to partner with the poorer and most rapidly developing economies to help them 
grow consistent with a sustainable world and achieve deserved levels of welfare.

At Aegon Asset Management, we believe in the industry's ability to harness these insights for good. We believe engaging in 
these activities can promote sustainable societal and welfare outcomes, better wealth outcomes, and finally, over long periods 
of time, can help support a meaningful reduction in credit risk and the related cost of capital while still pursuing better market 
returns. 
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A country’s wealth and governance are also evaluated as a 
part of traditional rating agencies’ evaluation of an issuer, 
compounding the weight of this factor and explaining the 
high degree of correlation between ESG scores and traditional 
credit ratings, as illustrated in Exhibit 2.8 

Exhibit 2: ESG scores are highly correlated with credit scores

Source: MSCI (data as of May 2019), Sustainalytics (data as of February 2020), 
Moodys, and Aegon AM. Analysis completed June 2022. *Average ESG Scores 
are equal to the average of MSCI and Sustainalytics ESG scores. Credit ratings are 
reflective of Moody’s issuer ratings

Summarized well by the World Bank, “Failure to account for 
this bias in investment decisions would lead to misaligned 
incentives for investors and could potentially divert flows to 
wealthier countries at the expense of lower income countries 
in need of finance for development.”9

Challenge #3: There is no free lunch – investors are 
reducing the likelihood of favorable financial outcomes.

The dominant academic conclusion is that expected excess 
returns typically fall when using an investment strategy that 
restricts.10,11 Further, while ESG restrictions have the potential 
to reduce downside risk through credit enhancement, they 
likely also lower upside potential. That is, issuers with better 
ESG scores typically are higher-rated credits, have lower cost 
of capital, and commensurate lower ex-ante asset returns.12 
We do, however, believe skillful forecasting of ESG can 
improve excess returns, in particular within the poorer, weaker 
countries.13  Examining changes in governance scores and 
changes in credit spreads across 25 emerging market countries 
as an example, Exhibit 3 illustrates how a skillful forecaster 
of governance could potentially reap rewards in the same 
way a skillful forecaster of credit quality can potentially reap 
rewards. 

Exhibit 3: Predicted spread changes per Governance changes

Source: Aegon AM as of December 2017. Hypothetical example for illustrative 
purposes only. Predicted spread change and governance scores are based on 
regression analysis and internal ratings methodology of 10-year sovereign bonds of 
25 emerging market countries selected by Aegon AM. 

Until asset managers adjust ESG scoring methodologies 
or portfolio weightings to neutralize the wealth and credit 
effects of conventional ESG approaches for EMD issuers and 
portfolios, they must prepare to structurally underperform 
traditional benchmarks as a consequence of this ESG 
approach. In general, explanations for how ESG restrictions 
help improve excess returns appear to be based on skill, luck or 
lack of strict adherence to a meaningful set of ESG restrictions.

Challenge #4: Divestment rather than engagement often 
results in worse societal outcomes.

There are times when an issuer is simply so abhorrent or 
reckless that you cannot face the mirror knowing you are doing 
business with them. However, we believe speaking with and 
encouraging issuers to do better by the world can often be a 
successful strategy.14,15,16
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“Failure to account for this [wealth] 
bias in investment decisions would lead 
to misaligned incentives for investors 
and could potentially divert flows to 
wealthier countries at the expense of lower 
income countries in need of finance for 
development.”9

-World Bank
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A more sustainable perspective when investing in emerging market debt

For investors looking to advance positive change while pursuing competitive returns, emerging markets provide intriguing 
opportunities to accelerate the shift to a sustainable and inclusive global economy. Relative to developed markets, that 
seemingly have abundant resources to meet a sustainable trajectory, EM companies and countries are often early in their 
journey. The improvement potential offers opportunities to utilize capital to accelerate positive change. 

Within dedicated EMD RI strategies, we believe that by investing in emerging market issuers that are interested in 
contributing to a more sustainable world can create value over time, by aligning investments with issuers committed to 
improving their stakeholders' welfare and credit profile.

Examples include:

• Investing in sovereigns, quasi-sovereigns and corporates that are underpinned by strong governance with clear objectives 
in improving human welfare standards in a sustainable manner

• Pursuing long-term value creation by combining traditional credit-based investing with long-term improvements in human 
capital

• Measuring a commitment to sustainable change with a focus on governance, health, wealth, climate change, resource 
efficiency and economic/social rights

• Relying on a research-intensive process and proprietary, country wealth-agnostic assessment framework to help 
understand how issuers might affect the world

• Advancing positive outcomes by proactively engaging with issuers when possible
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Disclosures

Unless otherwise noted, the information in this document has 
been derived from sources believed to be accurate at the time 
of publication. 

This material is provided by Aegon Asset Management (Aegon 
AM) as general information and is intended exclusively for 
institutional and wholesale investors, as well as professional 
clients (as defined by local laws and regulation) and other 
Aegon AM stakeholders. 

This document is for informational purposes only in connection 
with the marketing and advertising of products and services, 
and is not investment research, advice or a recommendation. It 
shall not constitute an offer to sell or the solicitation to buy 
any investment nor shall any offer of products or services be 
made to any person in any jurisdiction where unlawful or 
unauthorized. Any opinions, estimates, or forecasts expressed 
are the current views of the author(s) at the time of publication 
and are subject to change without notice. The research taken 
into account in this document may or may not have been used 
for or be consistent with all Aegon AM investment strategies. 
References to securities, asset classes and financial markets 
are included for illustrative purposes only and should not be 
relied upon to assist or inform the making of any investment 
decisions. It has not been prepared in accordance with any 
legal requirements designed to promote the independence of 
investment research, and may have been acted upon by Aegon 
AM and Aegon AM staff for their own purposes. 

The information contained in this material does not take 
into account any investor's investment objectives, particular 
needs, or financial situation. It should not be considered a 
comprehensive statement on any matter and should not 
be relied upon as such. Nothing in this material constitutes 
investment, legal, accounting or tax advice, or a representation 
that any investment or strategy is suitable or appropriate 
to any particular investor. Reliance upon information in this 
material is at the sole discretion of the recipient. Investors 
should consult their investment professional prior to making 
an investment decision. Aegon AM is under no obligation, 
expressed or implied, to update the information contained 
herein. Neither Aegon AM nor any of its affiliated entities 
are undertaking to provide impartial investment advice 
or give advice in a fiduciary capacity for purposes of any 
applicable US federal or state law or regulation. By receiving 
this communication, you agree with the intended purpose 
described above. 

All investments contain risk and may lose value. Investing in 
foreign-denominated and/or domiciled securities may involve 

heightened risk due to currency fluctuations, economic, 
legal, and political risks, which may be enhanced in emerging  
markets. Low trading volumes may result in a lack of liquidity 
and in extreme price volatility. Responsible investing (RI) is an 
umbrella term that covers various tools and approaches to 
incorporating environmental, social and governance (ESG) 
considerations into investment decision-making processes.  
It may include ESG integration and active ownership as well as 
dedicated, RI-focused capabilities.  Related terms may include 
sustainable or ESG investing. Responsible investing is 
qualitative and subjective by nature, and there is no guarantee 
that the criteria utilized, or judgement exercised, by any 
company of Aegon Asset Management will reflect the beliefs 
or values of any one particular investor. Responsible norms 
differ by region. There is no assurance that the responsible 
investing strategy and techniques employed will be successful. 
Investors should consult their investment professional prior to 
making an investment decision.

Research teams may incorporate ESG-related factors into their 
analysis as applicable to their asset class and the output may 
differ as warranted. Aegon AM maintains sovereign research 
reports for many, but not necessarily all, of the issuers it 
invests in. Not all engagements result in positive outcomes.  
Issuers may change their practices for any number of reasons 
that may or may not relate to a firm's engagement activities. 
Past performance is not a guide to future performance. All 
investments contain risk and may lose value. This document 
contains "forward-looking statements" which are based on 
Aegon AM's beliefs, as well as on a number of assumptions 
concerning future events, based on information currently 
available. These statements involve certain risks, uncertainties 
and assumptions which are difficult to predict. Consequently, 
such statements cannot be guarantees of future performance, 
and actual outcomes and returns may differ materially from 
statements set forth herein.  

The following Aegon affiliates are collectively referred to 
herein as Aegon Asset Management: Aegon USA Investment 
Management, LLC (Aegon AM US), Aegon USA Realty 
Advisors, LLC (Aegon RA), Aegon Asset Management UK plc 
(Aegon AM UK), and Aegon Investment Management B.V. 
(Aegon AM NL). Each of these Aegon Asset Management 
entities is a wholly owned subsidiary of Aegon N.V. In addition, 
Aegon Private Fund Management (Shanghai) Co., LTD., a 
partially owned affiliate, may also conduct certain business 
activities under the Aegon Asset Management brand. 

Aegon AM UK is authorised and regulated by the Financial 
Conduct Authority (FRN: 144267) and is additionally a 
registered investment adviser with the United States (US) 
Securities and Exchange Commission (SEC). Aegon AM 
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US and Aegon RA are both US SEC registered investment 
advisers. Aegon AM US is also registered as a Commodity 
Trading Advisor (CTA) with the Commodity Figures Trading 
Commission (CFTC) and is a member of the National 
Futures Association (NFA). Aegon AM NL is registered with 
the Netherlands Authority for the Financial Markets as a 
licensed fund management company and on the basis of 
its fund management license is also authorized to provide 
individual portfolio management and advisory services in 
certain jurisdictions. Aegon AM NL has also entered into a 
participating affiliate arrangement with Aegon AM US. in 
China, Aegon Private Fund Management (Shanghai) Co., Ltd 
is regulated by the China Securities Regulatory Commission 
(CSRC) and the Asset Management Association of China 
(AMAC) for Qualified Investors only;  

©2022 Aegon Asset Management or its affiliates. All rights 
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