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Foreword
Some might argue that building a sustainable economy is 
a technological problem. It isn’t. The world is sufficiently 
stocked with greenhouse gas-reducing technologies such 
as renewable fuels, carbon capture and energy storage. 
What it lacks is capital. According to the International En-
ergy Agency, investments in clean energy alone will have 
to rise to an annual USD4 trillion by the end of this decade 
to keep global warming in check. Realistically, funding on 
that scale can only come from the financial market. Bond 
investors in particular.  

Encouragingly, fixed income markets appear to be up 
to the task. As governments, corporations and investors 
ramp up their climate commitments, securities that em-
bed environmental, social and governance (ESG) consid-
erations are in the ascendancy. 

Albeit from a low base, the ESG-labelled bond market 
has been growing rapidly for several years while the vari-
ety of instruments it contains and the range of green and 
socially-oriented activities it finances have expanded at a 
dizzying pace. 

Green fixed income securities with specific use-of-
proceeds requirements, sustainability-linked bonds with 
coupons tied to issuers’ environmental credentials and 
social bonds that fund educational programmes are just 
some examples of the innovative structures vying to go 
mainstream. Investors have responded enthusiastically 
so far. In 2021, over USD1.1 trillion of new sustainable 
bonds were successfully placed, taking the size of the ESG 
bond market to well above USD2 trillion. Research under-
taken for Pictet by the Institute of International Finance 
suggests issuance could reach an annual pace of USD4.5 
trillion per year by 2025. 

r a y m o n d  s ag a y a m ,
	 c h i e f  i n v e s t m e n t
	 o f f i c e r  a n d 
	 e q u i t y  pa r t n e r ,
	 p i c t e t  a s s e t  
	 m a n ag e m e n t

s o n j a  g i b b s , 
	 m a n ag i n g  d i r e c t o r  	
	 a n d  h e a d  o f  
	 s u s t a i n a b l e  f i n a n c e , 
	 i n s t i t u t e  o f  		
	 i n t e r n a t i o n a l  f i n a n c e
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While most of that capital will be raised in the devel-
oped world, much of it can also be expected to come in the 
form of emerging market ESG bonds. It is essential that 
it does. For developing economies, private finance is cru-
cial if they are to fulfil the UN Sustainable Development 
Goals (SDGs) by 2030. The SDG “financing gap” – the dif-
ference between what emerging nations require and what 
they currently receive in investment – is estimated to be 
about USD2.5 trillion per year. Covid has made matters 
worse. As the pandemic drags on, some emerging markets 
could find it difficult to secure the resources they need to 
hit environmental and development targets. Here is where 
green and social bonds could make a real difference. A 
fully-fledged sustainable debt market would provide de-
veloping economies – many of which have the potential to 
be global leaders in green technologies – with the means 
to transform their economies. 

Yet for sustainable debt to become mainstream, sever-
al obstacles need to be negotiated. The immediate priority 
is universal rules and standards. Currently, the labelling 
and certification of sustainable bonds differs considerably 
from one country to another, while efforts to harmonise 
disclosure requirements haven’t met with much success.

One bid to establish a global framework comes from 
the International Capital Market Association (ICMA). Ear-
lier this year, ICMA updated its set of principles for issuers 
of ESG-labelled bonds, covering areas such as data dis-
closure and transparency. But this rulebook remains vol-
untary and it jars with the public sector frameworks being 
put in place in the EU and China, for example. 

Making matters more complicated, the agencies that 
assign ESG ratings to both bonds and their issuers use dif-
ferent methodologies that often conflict with one another 
and are not wholly transparent.  The scoring systems can 
sow confusion. A company judged “sustainable” by one 
rating agency can be rated “unsustainable” by another. 

Investors, meanwhile, need convincing that ESG 
bonds measure up as viable alternatives to standard gov-
ernment and corporate debt. Here, the bar is high. Due to 
their complexity, ESG securities tend to be costly to ana-
lyse, requiring far greater scrutiny than their conventional 
counterparts. Nor do they fit neatly into the portfolio con-
struction frameworks investors favour. 
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An analysis of the ESG securities with the longest track 
record – green bonds – reveals other potential trade-offs. 
Green bonds have delivered similar returns to non-green 
debt, yet they trade a premium: their yields tend to be per-
sistently lower than those of traditional securities. This is 
despite the fact that green bonds are less liquid. Our anal-
ysis shows that such securities trade less often, in some 
cases far less often, than conventional fixed income. This 
reinforces our belief that purchasers of green and sustain-
ability-linked bonds tend to be ‘buy and hold’ institution-
al investors such as pension funds, insurance funds and 
sovereign wealth funds. What it also suggests, however, 
is that the secondary market for such debt is not mature 
enough to absorb large buy or sell orders without precipi-
tating significant shifts in price. 

Ultimately, none of these hurdles are insurmountable. 
If world leaders are genuinely committed to net zero, they 
will also recognise that these ambitions require capital 
to flow freely. Which is why, in the battle against climate 
change, bond investors could soon find themselves in the 
front line.

ABOUT THE INSTITUTE  
OF INTERNATIONAL FINANCE

The Institute of International Finance is 
the global association of the financial 
industry, with more than 450 members 
from more than 70 countries. Its mis-
sion is to support the financial industry 
in the prudent management of risks; to 
develop sound industry practices; and 
to advocate for regulatory, financial 
and economic policies that are in the 
broad interests of its members and fos-
ter global financial stability and sus-
tainable economic growth. IIF members 
include commercial and investment 
banks, asset managers, insurance com-
panies, sovereign wealth funds, hedge 
funds, central banks and development 
banks.
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FIG.1
E S G BO ND C H A R AC TERIS TC S

KEY CHARACTERISTICS OF ESG-LABELLED BONDS

ACTIVITY-LEVEL ENTITY-LEVEL HYBRID

GREEN BONDS SOCIAL BONDS SUSTAINABILITY 
BONDS

SUSTAINABILITY- 
LINKED BONDS

TRANSITION 
BONDS

USE- OF-PROCEEDS ✔ ✔ ✔ ✔ ✔

KPI-LINKED (GENERAL-PURPOSE) ✗ ✗ ✗ ✗ ✗

INTERNATIONAL PRINCIPLES/GUIDELINES I C M A G BP I C M A SBP I C M A SB G I C M A SL BP N . A

SIZE OF THE MARKET ✔ ✔ ✔ ✔  ✔ ✔ ✔  ✔ ✔ ✔  ✔ ✔ ✔

SECTORAL 
TAKEUP/
POTENTIAL

SOVEREIGNS ✔ ✔ ✔ ✔ ✔

SUPRANATIONALS ✔ ✔ ✔ ✔ ✔ ✔ ✔

GOVERNMENT-RELATED  
(EX. SOVEREIGNS)

✔ ✔ ✔ ✔ ✔ ✔ ✔ ✔

FINANCIALS ✔ ✔ ✔ ✔ ✔ ✔ ✔ ✔ ✔

NON-FINANCIAL  
CORPORATES

✔ ✔ ✔ ✔ ✔ ✔ ✔ ✔ ✔

HEAVY EMITTERS ✔ ✔ ✔ ✔ ✔ ✔

KEY 

✔ ✔ ✔ ✔	 500+ USD, billion

✔ ✔ ✔	 100-499 USD, billion

✔ ✔	 50-99 USD, billion

✔	 0-49 USD, billion

Source: I IF
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With environmental, social and governance (ESG)  
issues dominating the international policy agenda – and as 
investor demand for new ESG financial products and ser-
vices continues to grow – global debt markets, and by ex-
tension fixed income portfolios, are about to undergo a 
radical transformation. The ESG debt universe is expand-
ing rapidly, not only in size but also in terms of the variety 
of instruments it contains and the range of activities it fi-
nances. 

Green bonds with specific use-of-proceeds require-
ments, sustainability-linked instruments tying coupon 
rates to environmental credentials of the issuer and social 
bonds are just some examples of the innovative structures 
likely to become mainstream investments in the next five 
years. 

It’s an expansion that opens up new frontiers for inves-
tors. The opportunity now exists to build diversified port- 
folios that can fulfil both financial and non-financial goals 
– the mitigation of climate change, the protection of  
biodiversity and the promotion of social cohesion have  
become possible through bond investments.

At the same time, the growing importance of ESG fac-
tors has given both public and private sector borrowers a 
wealth of new financing options – each of which offering 
the possibility to secure funding at attractive rates. 

With national and corporate net-zero commitments be-
coming more ambitious, demand for low-carbon energy in-
vestments and technological innovation has boosted issu-
ance of ESG securities.

 Total sustainable debt issuance (bonds and loans) dur-
ing the first three quarters of 2021 reached USD1.1 tril-
lion, exceeding totals for the whole of 2020 (see FIG. 2). 

FIG . 2

SUS TA IN A BL E BO NDS A ND LOA N IS SUA N CE ,
USD BILLI O NSustainability  

on a roll 1600

1200

800

400

SUSTAINABLE BONDS
SUSTAINABLE LOANS
FULL YEAR 2021 ESTIMATE

2013 2014 2015 2016 2017 2018 2019 2020 2021

Source: I IF, Bloomberg;  
data covering period  

31.12.2012-31.10.2021
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Although demand for ESG loans has been strong, it is 
the ESG-labelled bond universe, which encompasses green 
(including asset-backed securities and municipal bonds), 
social, sustainable, and sustainability-linked bonds, that 
has seen especially robust growth in recent years. 

Issuance of such bonds reached USD800 billion in the 
first three quarters of this year (see FIG. 3)., strengthening a 
trend that has seen the universe grow from less than USD15 
billion in 2010 to over USD2 trillion in 2021; bonds now ac-
count for 65 per cent of the sustainable debt universe (see 
FIG. 4). Also during 2021, ESG-labelled debt funds attract-
ed some USD90 billion, more than double the pace of 
2020.

Turning green

1200

1000

800

600

400

200

GREEN BONDS (INCLUDING ABS & MUNICIPALS)
SOCIAL BONDS
SUSTAINABILITY BONDS
SUSTAINABILITY-LINKED BONDS
ESTIMATE FOR 2021 REMAINDER

2017 2018 2019 2020 2021

FIG . 3

G LO BA L E S G - L A BEL L ED BO ND IS SUA N CE ,  
USD BILLI O N

Source: I IF, Bloomberg; 
data covering period 

31.12.2016-31.10.2021

FIG .4

BRE A K D OW N O F E S G D EBT M A RK E T 
BO NDS A ND LOA NS , USD BILL I O NIn the  sustainable 

universe, bonds  
eclipse loans 

 1342 GREEN BONDS 
  (INCLUDING ABS & MUNICIPALS)
 294 SUSTAINABILITY BONDS
 375 SOCIAL BONDS
 87 SUSTAINABILITY-LINKED BONDS   
 397 GREEN LOANS
 542 SUSTAINABILITY-LINKED LOANS

GREEN BONDS (INCLUDING ABS & MUNICIPALS)SUSTAIN-
ABILITY BONDSSOCIAL BONDSSUSTAINABILITY-LINKED 
BONDSGREEN LOANSSUSTAINABILITY-LINKED LOANS

Source: I IF, Bloomberg;
data as of 31.10.2021
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At the time of writing, issuance of ESG bonds and loans 
is on course to reach over USD1.4 trillion by the end of 
2021, taking the size of the market to well above USD.3.2 
trillion, with bonds accounting for some USD2.2 trillion of 
the volumes outstanding. Most of those securities were de-
nominated in euro. (see Appendix). With a growing number 
of large companies and asset managers committing to re-
duce net carbon emissions, demand for green bond financ-
ing is set to increase substantially over the next several 
years.

Nevertheless, for all their dynamism, ESG fixed income 
markets have yet to acquire the scale required to finance 
the transition to a low-carbon economy (and ultimately to 
“net zero” emissions globally). 

For this to happen, further development of ESG bond 
markets is essential – and along several fronts. Progress 
towards greater harmonisation across sustainable finance 
taxonomies (ongoing efforts include the International Plat-
form on Sustainable Finance) and ESG disclosures (nota-
bly the IFRS International Sustainability Standards Board) 
would foster more rapid market development. In addition, 
greater transparency on how ESG rating agencies collect, 
analyse and calculate sovereign and corporate ESG met-
rics (as noted in a recent International Organization of Se-
curities Commissions consultation) could also boost the 
demand for – and supply of – ESG debt securities.

Such changes would be transformational. They would 
alert bond investors to new investment opportunities and 
also channel private sector funding to projects critical to 
achieving the UN’s Sustainable Development Goals (SDG). 
Under this scenario, we believe global ESG-labelled bond 
issuance could reach an annual pace of USD4.5 trillion in 
as little as five years. (For forecast methodology, see Ap-
pendix).

A USD4.5 trillion 
behemoth?

2020 2021 2022 2023 2024 2025

BEAR
BASE
BULL

5

4

3

2

1

FIG .5

FO RECA S T S FO R A NNUA L E S G BO ND IS SUA N CE 20 20 -20 2 5 ,  
USD TRIL L I O N

Source: I IF, data and forecast  
covering period  

31.12.2019-31.12.2025
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Green bonds
As calls for action to mitigate global warming grow more 
urgent, the importance of green bond markets as a poten-
tial source of climate capital has grown substantially in re-
cent years, particularly following the publication of the 
Green Bond Principles (GBP) in 2014 (see page 31). With 
sustainable finance a priority for policymakers and asset 
owners, green bond issuance reached another record high 
in 2021, beating the previous record by a significant mar-
gin (see FIG. 6). Green bonds represent about 55 per cent of 
ESG-labelled bond markets, and robust issuance in the 
first three quarters of 2021 brought the total size of the 
green bond market to over USD1.1 trillion. 

Unsurprisingly, developed economies dominate the 
market. The expansion of green bonds has been fastest in 
Germany, France and the US since end-2015 (see FIG. 7). 
These three countries together account for over one-third 
of the total amount outstanding. Since the 2020 US presi-
dential election, the pace of green bond sales in the US has 
reached record highs, driven mainly by non-financial cor-
porations. 

Within emerging markets, meanwhile, China, India, 
Chile and Brazil are the largest issuers, accounting for over 
80 per cent of total issuance from the developing world 
since the end of 2015. After two years of subdued activity, 
China’s pledge to reach carbon neutrality by 2060 has 
prompted a surge in green bond issues from non-financial 
Chinese corporations and financial institutions in 2021.

JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC

2018
2019
2020
2021

450

400

350

300

250

200

150

100

50

FIG .6

G REEN BO ND IS SUA N CE ,  
USD BIL L I O N , BY Y E A RTurning green

Source: I IF, Bloomberg;  
data covering period 

31.12.2017-31.10.2021
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Until about a decade ago green bonds were issued ex-
clusively by supranational institutions and public sector 
entities such as regional and local government agencies. 
However, the landscape has changed significantly in re-
cent years: annual issuance by both financial and non-
financial corporations has exploded (see FIG. 8). In fact, 
since  2019, financial firms have accounted for 35 per cent 
of all green bonds issued, while utilities and industrial com-
panies made up 17 per cent and 4 per cent, respectively. 
While financial firms, utilities and sovereigns currently 
dominate green bond issuance, the issuer base continues 
to broaden. Ex-financials, and a growing number of firms 
from the energy, consumer discretionary, and materials 
sectors, have been raising funds through green bonds in 
recent years.

China leads the pack

CHINA

GERMANY

FRANCE

US 

NETHERLANDS

SWEDEN

INDIA

CHILE 

BRAZIL 

INDONESIA

0 50 100 150 200 250

ADVANCED ECONOMIES
EMERGING ECONOMIES

FIG .7

G REEN BO ND IS SUA N CE BY C O UNTRY, 2015 -20 21,  
USD BILLI O N

Source: I IF, Bloomberg;  
data covering period  

31.12.2014-31.10-2021
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NON-FINANCIAL CORPS.
FINANCIAL CORPS.
SOVEREIGN
GENERAL GOVERNMENT (EX SOV.)  
SUPRANATIONAL 

2013 2014 2015 2016 2017 2018 2019 2020 2021

FIG .8

G REEN BO ND IS SUA N CE BY SEC TO R ,
USD BILLI O NSupranational 

dominance

Source: I IF;  
data covering period 

31.12.2012-31.10-2021
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Green bonds have been issued in around 40 curren-
cies. While the euro is the most popular issuing currency 
(50 per cent of outstanding bonds), the share of bonds de-
nominated in US dollars (21 per cent) and renminbi (8 per 
cent) has increased in recent years. More than half of dol-
lar-denominated bonds have been issued by supranation-
als, non-US corporations and sovereigns. At present, the 
US represents less than 9 per cent of the global green bond 
market, while the euro zone accounts for over 42 per cent. 

US-domiciled issuance has been largely led by non-fi-
nancial corporations, which comprise 60 per cent of the 
US market. Financial institutions and government-related 
entities represent around 35 per cent and 2 per cent, re-
spectively. Indeed, government-related entities are the 
largest issuers of green bonds in the euro zone, accounting 
for 45 per cent of outstanding green bonds in the region. 
Financial institutions and non-financial firms constitute 30 
per cent and 27 per cent of the market. With climate 
change now a priority for the US under the Biden Adminis-
tration, green bond issuance has been particularly strong 
in recent quarters and is set to increase further.

Nevertheless, issuance of such debt in the US contin-
ues to lag behind that of the euro zone, particularly among 
government-linked entities.

Worldwide, among non-financial corporations, issu-
ance has been dominated by investment-grade firms, 
which have accounted for 80 per cent of total volumes 
since 2015. While this in part suggests that non-invest-
ment-grade firms allocate less capital investment for envi-
ronmental projects, it also reflects the fact that lower-rat-
ed companies find the costs of green bonds – in particular 
the independent verification and second-party opinions 
that such transactions require – prohibitively high. 

Even so, 2021 saw a significant pickup in high-yield 
green bond issuance, with US firms making up 30 per cent 
of new transactions, up from 10 per cent last year. 
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Although green bonds are perhaps the most dynamic 
segments of global bond markets, they still represent just a 
tiny proportion of the fixed income universe – less than 1 
per cent of the total amount of securities outstanding. They 
are also insufficiently diversified across industry sectors. 
What is more, despite rapid growth in secondary market 
trading (see FIG. 9), concerns about the liquidity, volatility 
and credit risk of such securities linger (see section 3). 
Fears that such bonds could be exploited by issuers and 
used as greenwashing have also held the market back – 
while a corporate issuer can only use proceeds from a 
green bond to fund a specific, qualifying project, there is 
always the risk this could be negated by unsustainable 
practices in other parts of the business, for example.

Liquid green
4.0

3.5

3.0

2.5

2.0

1.5

1.0

0.5

MATURE MARKETS
EMERGING MARKETS
SUPRANATIONALS
OFFSHORE CENTRES

2018 2019 2020 2021

FIG .9

G REEN BO NDS AV ER AG E DA ILY TR A D IN G VO LUME ,  
USD BILLI O N

Source: I IF, Bloomberg;  
observations are based on a 60-day moving average;  

data covering period 31.12.2017-31.10-2021
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Nevertheless, the next few years could witness a sea 
change in global green bond markets as a growing number 
of countries commit to net-zero carbon targets. With poli-
cymakers around the world seeking to improve the carbon 
efficiency of their economies, the resulting increase in cli-
mate-related policies and regulation – including carbon 
pricing initiatives – will be an additional boost. 

One obstacle to the market’s development, however, is 
the lack of a genuinely global investment framework. Sev-
eral regions and countries are developing their own stand-
ards for green bonds and other sustainable financial prod-
ucts — notable examples include the EU Green Bond 
Standards and China’s Green Bonds Support Catalogue. 
With these being pursued alongside established private 
sector-led efforts such as the Climate Bonds Initiative, the 
lack of coordination could result in a fragmented market. 
This is where international cooperation is vital. Global ef-
forts to standardise product labelling and certification for 
green/sustainable financial products would support 
cross-border alignment, which in turn would boost the 
growth and the liquidity of ESG fixed income markets. Un-
der our baseline scenario, we project annual green bond 
issuance to top USD1.2 trillion by 2025 — more than dou-
ble the  approximately USD560 billion sold  in 2021 (see 
FIG. 10).

2020 2021 2022 2023 2024 2025

BEAR
BASE
BULL

2.5

2.0

1.5

1.0

0.5

FIG .10

FO RECA S T S FO R A NNUA L G REEN BO ND IS SUA N CE 20 20 -20 2 5 ,  
USD TRIL L I O NA USD2 trillion 

primary market?

Source: I IF, data and forecast  
covering period  

31.12.2019-31.12.2025
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The universe of “transition-oriented” financial products, 
including transition bonds, is evolving rapidly. Introduced 
in 2017, transition bonds are designed to help firms with 
high greenhouse gas (GHG) emissions to finance a transi-
tion to greener or lower-carbon activities or methods of 
production. 

Successfully completing the climate transition de-
pends on bridging the funding gap for the development of 
commercially viable sustainable infrastructure and new 
technologies. Many climate technologies such as renewa-
ble hydrogen, direct air capture and green fuel are current-
ly in the experimental or prototype phase and require sig-
nificant additional research and development (R&D) 
investment to achieve the technological and cost-efficien-
cy improvements needed for full commercialisation. 

For companies operating in ‘hard-to-abate’ industry 
sectors, new technologies will have to play an increasingly 
important role in slashing emissions. By issuing bonds with 
a “transition” label, borrowers from such industries can 
raise additional capital to fund their transition to a low- 
carbon economy (helping bridge the funding gap) and  
reduce the impact of any climate-negative activities (e.g. 
deforestation, overfishing, etc.).

The transition bond market is still at a nascent stage of 
development, with only a handful of issuers to date – cu-
mulative issuance is just over USD7 billion across 16 bond 
deals since 2017. Given the broad range of industries that 
could benefit from transition finance, this market has po-
tential for significantly more growth and development.  
While scaling up transition finance would provide valuable 
breathing room for high-emitting companies with a credi-
ble transition strategy, the lack of widely accepted stand-
ards and best practices – and lack of clarity about the 
“transition” product label – has constrained market devel-
opment. While the December 2020 release of International 
Capital Market Association’s Climate Transition Finance 
Handbook will support market growth, investors to date 
have shown a preference for sustainability-linked bonds 
over transition bonds. 

Transition bonds
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Introduced in 2013, a social bond is a fixed-income instru-
ment whose proceeds go towards projects with positive so-
cial outcomes.  Such social projects include – but are not 
limited to – affordable basic infrastructure (e.g. clean 
drinking water), access to essential services (e.g. health, 
education, etc.), social and economic empowerment, af-
fordable housing, employment generation (via small and 
medium-sized enterprise financing and microfinance) and 
food security. 

While still in the early stages of development, the social 
bond market grew exponentially in 2020 as the Covid pan-
demic led to a resurgence in social investment projects – 
social bond issuance in 2020 was eight times higher than 
in 2019 (see FIG. 11). 

The positive momentum continued in 2021, with social 
bond issuance soaring to USD180 billion during the first 
three quarters of 2021 (over twice the pace seen during 
the same period in 2020). The majority of social bonds are 
issued by supranational organisations and general govern-
ment (ex-sovereign) agencies (see FIG. 12). 

Social bonds

Putting the ’S’  
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Looking ahead, we expect more corporate sector issu-
ance as social challenges become a priority for a broader 
range of businesses. Our baseline projection suggests so-
cial bond issuance is set to rise from over USD200 billion in 
2021 to USD290 billion in 2022 and USD500 billion in 
2025.
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FIG .12

S O CIA L BO ND IS SUA N CE ,  
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A sustainability bond is a fixed income instrument whose 
proceeds are applied to the delivery of environmentally 
sustainable outcomes or some combination of green and 
social projects for an identified target population. Such 
projects can include education, sustainability research, 
modernisation of public health facilities, climate change 
and biodiversity. 

Sustainability bond issuance surged to near USD140 
billion during the first three quarters of 2021, dwarfing an-
nual totals for 2019 and 2020. For the first time, the US 
dollar replaced the euro as the dominant issuing currency. 
Many non-financial corporations turned to the sustainabil-
ity bond market for the first time in 2021. 

The largest markets by issuance volume are the US, 
South Korea and Germany.

Sustainability bonds



26

b
o

n
d

s 
t

h
a

t
 b

u
il

d
 b

a
c

k
 b

e
t

t
e

r

Sustainability-linked bonds (SLB) are general-purpose in-
struments that – unlike “use-of-proceeds” debt such as 
green bonds – don’t compel issuers to direct all proceeds 
to pre-defined sustainability projects. Instead, the borrow-
er commits to achieving a sustainability performance tar-
get. Key features of these increasingly popular securities 
(and their equivalents in loan markets) are the reward-pen-
alty mechanisms that link discounts (coupon step-down), 
or premiums (coupon step-up) applied to coupon rates or 
principal payments to an issuer’s ESG rating or other key 
performance indicators (KPIs). These KPIs can take many 
forms, ranging from environmental targets covering energy 
efficiency or greenhouse gas emissions to social objectives 
such as the construction of affordable housing. In aligning 
the bond structure with their own sustainability perfor-
mance targets, issuers aim to create incentives to improve 
their overall ESG credentials. 

At around USD70 billion during the first three quarters 
of 2021, global sustainability-linked bond issuance was 
markedly higher than 2020 (see FIG. 13). The growth boost 
came courtesy of new market guidelines – ICMA’s Sustain-
ability-linked Bond Principles were published in June 2020 
– and the European Central Bank’s decision in January to 
accept SLBs as collateral for new loans. The expansion has 
been fastest in Europe, particularly in the Netherlands and 
Luxembourg. Emerging market appetite for SLBs has also 
been strong, notably in Brazil, Mexico and China (see FIG. 

16). To date, issuers have been mostly from the utilities and 
materials sectors.

Sustainability-linked bonds

Corporations warm to  
sustainability-linked 
debt
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Part of the appeal of sustainability-linked bonds for 
both investors and issuers is that they offer more flexibility 
than use-of proceeds bonds; they can be used by a wider 
variety of borrowers than green bonds and can also target a 
broader range of environmental and social objectives. One 
advantage of SLBs is that KPIs are firm-wide, which stands 
in contrast to project-focused use-of-proceeds approach-
es where a firm’s broader business practices and trajecto-
ry might have a negative net impact on environmental sus-
tainability. Moreover, given the growing importance of 
bond financing for public entities, SLBs may be a more at-
tractive option for governments than sustainability-linked 
loans. Small wonder then that cumulative SLB issuance by 
public entities has already outpaced that of loans. Howev-
er, challenges remain:

Challenge #1
Selection of key performance 
indicators and target setting 
The integrity of SLB markets hinges on the borrower’s 

choice of sustainability performance indicators. KPIs 
should be measurable and relevant for the issuer’s overall 
business; ambitious and attainable targets can help effect 
positive, impactful change. However, without standardised 
sustainability-related disclosure practices, it remains diffi-
cult to assess sustainability performance. At present, over 
90 per cent of outstanding SLBs are tied to a specific met-
ric (in some instances to a combination of different KPIs), 
while the remainder commit the issuer to achieving an im-
proved ESG score. Among SLBs with a specific KPI, green-
house gas emissions are the most prevalent metric, fol-
lowed by renewable energy usage and installation (see FIG. 

14).

FIG .14

BRE A K D OW N O F SUS TA IN A BIL IT Y- L INK ED BO NDS ,  
BY O B JEC TI V E T Y PE ,  %CO2 the target  

of choice

 71% CUT GHG EMISSIONS/INTENSITY
 18% RENEWABLE ENERGY USAGE/INSTALLATION
 6% OTHERS
 3% WATER AND WASTE MANAGEMENT 
 2% GENDER DIVERSITY

Source: Bloomberg, I IF;  
as of 31.10.2021
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Yet most targets restrict their focus to carbon emis-
sions with only limited inclusion of Scope 3 emissions, 
emissions that are generated across a firm’s entire value 
chain, including distributors and customers. While there 
are a limited number of SLBs with KPIs tied to social and 
governance indicators, we will likely see more of these as 
the market evolves. Overall, three-quarters of outstanding 
SLBs are callable bonds, and, in some instances, KPI tar-
get dates come after the call date, meaning that if an issuer 
realises that it cannot meet – or decides that it will not 
meet – its KPI, it could call the bond in order to avoid an 
almost certain step-up in coupon payments.

Challenge #2
Credit and liquidity risk
Around one-third of outstanding SLBs are not currently 

rated by the big three credit rating agencies, and another 
15 per cent are below investment grade. Having nearly half 
of SLBs either unrated or below investment grade has cur-
tailed market growth, as speculative-grade debt is of limit-
ed appeal for most investors; this is reflected in overall 
trading volumes in secondary bond markets, which have 
been stagnant this year after a big ramp-up in 2020 (see 
FIG. 15).
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Challenge #3
SLBs can be hard to value
Coupon step-ups are currently the main pricing struc-

ture in SLB markets to incentivise issuers to act. The 
amount of the step-up in coupon does not tend to vary 
much: a 25-basis point step-up is the most common penal-
ty attached to SLBs (see FIG. 16).

However, the jury is still out on whether relatively mod-
est coupon step-ups serve as a sufficient incentive for issu-
ers to pursue significant improvement in sustainability 
practices, particularly given that traditional bond market 
penalties – e.g. a credit rating downgrade – are typically 
associated with a much larger increase in borrowing costs. 
For instance, the spread between junk bonds and invest-
ment-grade bonds in the US has averaged some 300 basis 
points in recent years, though a breach of the KPI is not 
directly comparable with a credit rating change. More 
broadly, until there are widely accepted valuation mecha-
nisms for SLBs linking the penalty structure with the level 
of ambition of KPI targets (and their attainability ), investor 
uptake of these instruments may be limited.

Other design features, such as coupon step-downs and 
two-way coupon mechanisms (step-up and step-down), 
can also influence valuation. Although these mechanisms 
are widely used in sustainability-linked loan markets, they 
are not employed extensively in sustainability-linked bond 
markets. While the use of step-downs may further motivate 
borrowers to reach their targets, pricing step-down struc-
tures can be even more challenging than step-ups. Inves-
tors and issuers may disagree on the value of a potential 
cut in the coupon rate, and this divergence in views could 
reduce the appeal of these securities. Such a divergence, 
or “wedge”, is in fact a common feature of state-contin-
gent debt instruments that offer issuer benefits such as 
step-downs. 

FIG .16

BRE A K D OW N O F SUS TA IN A BIL IT Y- L INK ED BO NDS ,  
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Discussions regarding how issuers should distribute 
proceeds from the reward-penalty mechanism have yet to 
come to any firm conclusions. While most outstanding 
SLBs offer to pay the extra coupon fee directly to investors 
following the failure to meet a KPI, some investors suggest 
the additional payments might instead be directed to a 
charity or third party; this would further complicate valua-
tions. However, as these markets become more mature, 
the use of well-designed and standardised contract struc-
tures should give investors greater clarity over SLBs’ pric-
ing/valuation. Under our baseline scenario, we project SLB 
issuance to reach USD125 billion in 2022 and some 
USD310 billion in 2025 (see FIG. 17).
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The Principles, formulated by the International Capital Mar-
ket Association (ICMA), are guidelines that recommend 
transparency and disclosure and promote the integrity of 
sustainable bond markets. These guidelines are a collection 
of frameworks dedicated to different segments of sustaina-
ble bond markets: the Green Bond Principles (GBP), the So-
cial Bond Principles (SBP), the Sustainability Bond Guide-
lines (SBG) and the Sustainability-Linked Bond Principles 
(SLBP).  The Principles seek to further develop the role of 
bond markets in financing progress towards environmental 
and social sustainability. These voluntary frameworks out-
line best practice to launch a credible instrument and pro-
vide investors with tools to measure investment impact. 

The GBP, the SBP and the SBG require alignment with 
four key components: 1) use of proceeds, 2) process for pro-
ject evaluation and selection, 3) management of proceeds, 
and 4) reporting. The 2021 edition of these principles iden-
tifies two key recommendations to strengthen transparency: 
1) the issuer’s bond framework needs to explicitly affirm 
alignment with the relevant voluntary principles, 2) the 
alignment needs to be verified and monitored by way of an 
external and independent review. 

The Green Bond Principles were first established in 2014 
by a group of 13 global banks. Since then, the principles 
have been updated by ICMA.  The GBP play a key role in pro-
viding greater clarity in the green bond market as they define 
the structure, documentation, monitoring and reporting re-
quirements. While some countries and institutions such as 
the World Bank and International Finance Corporation (IFC) 
have developed their own green bond criteria to define eligi-
ble green projects, ICMA’s GBP are the most commonly 
used framework for labelling green bonds. The GBP do not 
provide a strict definition for ’green’ projects or activities; 
rather, they give bond issuers a considerable degree of flexi-
bility in the setting of environmental objectives and in pro-

ICMA principles:  
Maintaining integrity  
and transparency in  
the market
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ject design. Examples of projects the GBP would consider 
’green’ include renewable energy, energy efficiency, pollu-
tion prevention and control, green buildings, clean trans-
port, sustainable water and wastewater management, cli-
mate change adaptation, etc. At present, there are four types 
of green bonds: standard green use-of-proceeds bond, green 
revenue bond, green project bond and green securitised 
bond. As the market continues to develop, new types of 
green bonds will likely emerge. 

The Social Bond Principles were initially launched as 
part of GBP’s 2016 update and define social bonds as in-
struments whose proceeds finance or refinance existing so-
cial projects. The goal of a social project is to address or mit-
igate a specific social issue that threatens the well-being of 
society (or a specific segment of the population), and/or at-
tempts to achieve positive social outcomes especially for a 
target population. These projects must provide benefits that 
are clear, descriptive and quantifiable. Some examples of 
social project categories include affordable housing, af-
fordable basic infrastructure, access to essential services, 
food security and sustainable food systems. The issuer must 
state the expected positive social impacts and may also list 
the beneficiaries. 

The Sustainability Bond Guidelines were developed in 
2017 and are based on a combination of the GBP and the 
SBP. The bond proceeds from sustainability bonds must be 
used exclusively to finance or re-finance a combination of 
both green and social projects. The issuer determines the 
classification of a use of proceeds bond as green, social or 
sustainability based on its primary objective for the underly-
ing project. 

ICMA also provides guidance to evaluate the financing 
objectives of a green, social or sustainability bond against 
sustainable development goals (SDGs). Other supporting 
documents by ICMA include a checklist for social bonds, a 
green project mapping document and the Climate Transition 
Finance Handbook. Published in December 2020, the Cli-
mate Transition Finance Handbook provides guidance on 
issuer-level practices, actions and disclosures, as well as cli-
mate transition strategies for issuers raising funds for pro-
jects that implement a net-zero emissions strategy (aligned 
with the Paris Agreement goals). 

Sustainability-Linked Bond Principles outline best prac-
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tice for issuers of instruments that incorporate ESG targets 
and clarify the approach for SLB issuance. The SLBP have 
five core components: 1) selection of key performance indi-
cators (KPIs), 2) calibration of sustainability performance 
targets, 3) bond characteristics, 4) reporting and 5) verifica-
tion. The sustainability performance of the issuer is meas-
ured by sustainability KPIs, which should be relevant, quan-
tifiable, externally verifiable and benchmarkable. The 
sustainability performance targets for each KPI must be set 
in good faith and should be determined on a timely basis.
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The ESG bond revolution rests on several pillars. 
For one thing, the rapid growth of global debt markets 

should aid its expansion. Global bond markets have grown 
at a brisk pace since 2010, increasing by over USD37 tril-
lion to reach some USD125 trillion. While around USD12 
trillion of this surge occurred in the US, emerging markets 
accounted for over USD17 trillion of the increase. Recent 
estimates by the US Congressional Budget Office suggest 
that the size of the US Treasury market will rise by a further 
USD13 trillion between now and 2030. This implies an av-
erage growth rate of 5 per cent per year, on a par with the 
annual average expansion over 2015/19.  Assuming other 
segments of the bond market expand at a similar pace, as 
occurred over 2015/19, a basic extrapolation suggests 
that the global bond market could approach USD200 tril-
lion by 2030 – adding USD65 trillion to the current debt 
stock outstanding. 

The growth of climate-aligned bonds
Climate-aligned bonds – securities that don't carry an 

ESG label but are issued by companies that contribute di-
rectly to the clean energy transition – will add further heft 
and variety to the sustainable bond market. 

Achieving net-zero targets will require an exponential 
increase in both the supply of – and demand for – cli-
mate-aligned debt products. Despite robust growth in the 
ESG-labelled debt universe in recent years, supply contin-
ues to fall short of demand. Difficulties in sourcing cli-
mate-aligned debt securities have prompted many asset 
managers and asset owners to use alternative approaches 
to identify climate investment opportunities. For example, 
many investors are focusing efforts on identifying the debt 
securities of companies that generate a significant portion 
(though not all) of their revenues from climate-aligned ac-
tivities. Recent estimates from the Climate Bonds Initiative 
suggest that the size of this “climate-aligned” bond uni-
verse (excluding actual ESG-labelled climate bonds such 
as green bonds and sustainability-linked bonds) surpassed 
USD900 billion in 2020. 
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Sustainable bonds and transition scenarios
In addition to the forecasts produced for green, sus-

tainability-linked bonds, as well as social bonds, we have 
also devised projections for climate-aligned bonds under 
various transition scenarios. 

If we assume the transition in global bond markets 
keeps pace with energy consumption patterns, the climate 
scenarios set out by The Network of Central Banks and Su-
pervisors for Greening the Financial System imply that the 
size of the climate bond universe (ESG-labelled climate 
bonds and climate-aligned bonds) should reach USD25 
trillion by 2025 and over USD32 trillion in 2030, even un-
der current climate policies. Achieving net zero by 2050 
might require the climate bond universe to reach USD36 
trillion by 2025 and over USD60 trillion by 2030 (see FIG. 

18). 

Growth dynamics for ESG-labelled bonds 
Demand for better climate and ESG disclosure from 

corporate issuers and investors should also boost sustain-
able debt product development and differentiation. Re-
cent surveys suggest that the global sustainable invest-
ment universe – equities and bonds – rose from USD30 
trillion in 2018 to USD35 trillion in 2020, with fixed income 
the largest sustainable investment asset class. However, a 
high proportion of reported sustainable assets is held in 
undisclosed investment vehicles, where investments are 
not made public. This lack of clarity makes it difficult to de-
termine the true size of sustainable-investment markets, 
raising concerns that many of these assets have simply 
been ’greenwashed’. That said, these surveys show that 
there is plenty of scope for growth and product diversifica-
tion in ESG-labelled bond markets.

FIG .18
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With climate finance topping the global policy agenda 
and a growing number of firms – now approaching 4,000 
– becoming signatories of the UN Principles for Responsi-
ble Investment (PRI), rapid growth of the ESG-labelled 
debt universe is set to continue. At present, ESG-labelled 
bonds represent only a small portion of global bond issu-
ance, with significant differences across sectors and coun-
tries. For instance, green bonds have accounted for only 
1.3 per cent of total issuance since end-2015, though this 
ratio is inched upwards to nearly 2 per cent in 2021. 

More broadly, achieving net zero demands that the 
share of green bonds in total issuance increases to well 
above 50 per cent. Given that average annual bond issu-
ance amounted to some USD15 trillion over the past three 
years, this implies that green bond issuance could increase 
from its current level of over USD500 billion to some 
USD7.5 trillion per year, surpassing the most bullish of our 
three main forecast scenarios.

While fundamentals remain supportive for ESG- 
labelled bond markets, the pace of growth depends on a 
number of other factors. 

To begin with, the introduction of new ESG-labelled 
debt instruments could alter the growth prospects of some 
types of ESG bond. For example, the fledgling nature/biodi-
versity bond could end up attracting funds that would oth-
erwise have flowed to a different category of debt. 

Second, the lack of reliable and comparable ESG data 
and benchmarks, which prevents investors from carrying 
out comprehensive analysis, could act as a brake on the 
market’s growth. Here is where the establishment of a min-
imally accepted global taxonomy and disclosure standards 
around ESG themes could make a difference. (For recent 
policy and regulatory developments, see Appendix). The 
need for forward-looking ESG data and metrics is substan-
tial; persistent anomalies and inconsistencies in ESG- 
related data serve to discourage investors from making 
large allocations to ESG debt. Policies that give rise to 
greater transparency on how sovereign and corporate ESG 
scores and ratings are calculated could boost demand for 
ESG debt securities. 

Because the market lacks universally accepted stand-
ards covering the labelling and certification of securities 
and issuers (ESG rating providers use proprietary method-
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ologies), and given the complexity of sustainable invest-
ment terminology – ESG bonds remain vulnerable to accu-
sations of greenwashing. This can constrain the ability and 
willingness of issuers to shift from conventional to sustain-
able debt financing. Low levels of liquidity and limited trad-
ing activity in secondary markets is another impediment to 
growth. Moreover, the higher issuance costs for sustaina-
ble debt (such bonds are subject to independent verifica-
tion, certification, and strict reporting requirements) can 
also weigh on issuer appetite. These difficulties are par-
ticularly acute for emerging market issuers, as additional 
third-party verification and reporting costs are mainly 
priced in developed market currencies. 

Taking all this into account, and assuming that govern-
ments and regulators will continue to focus on sustainabil-
ity, our baseline estimates (built on the issuance trends 
over the past six years) suggest that annual ESG-labelled 
bond issuance could climb over fourfold from some 
USD525 billion in 2020 to over USD2.3 trillion in 2025.  

Social and sustainability bonds will be a larger part of 
the investment universe.

A richer 
hunting ground  
for investors
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 Social bond issuance, for instance, can be expected to 
rise from USD240 billion in 2021 under our baseline sce-
nario to an annual USD290 billion in 2022 and USD345 bil-
lion in 2023. Separately, we forecast sustainability bond 
issuance will rise from some USD185 billion in 2021 to 
over USD220 billion in 2022 and USD265 billion in 2023. 
Across sectors, we see corporate issuers (both non-finan-
cial and financial firms) dominating issuance as corporate 
net-zero commitments continue to accelerate (see FIG. 20). 
We anticipate substantial issuance by general govern-
ments (ex-sovereigns) in order to raise capital for climate 
mitigation and adaptation projects in line with national cli-
mate targets. 

Greater scrutiny could deter 
emerging market borrowers 
One risk to our baseline scenario is reluctance among 

some sovereign borrowers to open themselves up to the 
level of scrutiny required to establish and maintain large 
ESG bond issuance programmes. Given the complexity of 
public sector balance sheets, the challenges associated 
with managing and tracking bond proceeds could reduce 
the appeal of ESG debt securities for some sovereign issu-
ers – particularly those that are still developing – or lack 
– debt management expertise. Such difficulties could be 
even more acute in countries with limited public debt 
transparency; in some cases, there may be political sensi-
tivities about having policy conditionality “imposed” by 
foreign investors given the use-of-proceeds and perfor-
mance obligations that come with ESG-labelled bonds.

FIG . 20
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Our baseline projection suggests that ESG-labelled 
bond issuance in emerging markets could increase from 
some USD50 billion in 2020 to USD360 billion in 2023 (see 
FIG. 21). This should bring the EM share of in total issuance 
from 10 per cent to over 22 per cent. Among emerging 
markets, China – with its goal of climate neutrality by 2060 
– is expected to remain dominant, accounting for over half 
of emerging market issuance through 2023 (see FIG. 22). 
Under favourable market conditions, our bullish scenario, 
issuance of ESG labelled bonds among emerging market 
borrowers could reach USD2 trillion by 2025.

Emerging markets’ 
green wave
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FIG . 21
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Source: I IF, data and forecast covering period  
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FIG . 22

FO RECA S T S FO R A NNUA L E S G BO ND IS SUA N CE , CHIN A ,  
USD BILLI O NGreen Dragon
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Green bonds have exhibited similar – or better – perfor-
mance than non-green peers in recent years : while per-
formance varies considerably across individual securities, 
returns on green fixed-income benchmarks have been 
slightly above those for conventional bond indices. Green 
bonds have delivered an average monthly excess return of 
around 3.5 basis points over conventional peers since end-
2017 (see FIG. 23).

However, there has also been variation across geographies 
— while EUR-denominated green corporate bonds have 
outperformed broad EUR-denominated corporate bond 
benchmarks, excess monthly returns on USD-denominat-
ed green corporate bonds have been lower than their con-
ventional counterparts (see FIG. 24).

Returns generated by green government bonds have out-
paced those on conventional benchmarks since end-2017, 
with an average monthly excess return of over 1 basis point.

Green bond indices have been more volatile than their 
conventional counterparts in recent years, however, albeit 
with significant differences across sectors:
—	 In government fixed-income markets, green bonds 

have been more volatile than nominal bond indices. 
This has resulted in a slightly lower information ratio, 
i.e. volatility-adjusted return, for government-related 
green bonds. 

—	 The volatility of corporate green bonds remains below 
that of conventional bonds, particularly for USD-denom-
inated green corporate bonds. This means the informa-
tion ratios for green USD-denominated corporate bonds 
are slightly higher than for conventional corporate bonds. 
The lower volatility of green bonds may be a positive con-
sequence of the additional disclosure and third-party 
verification that is required of such securities. 

Beating the  
benchmark
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G REEN BO ND RE TURNS REL ATI V E TO BEN CHM A RK ,  
12- M O NTH M OV IN G AV ER AG E , BA SIS P O INT S

Source: I IF, Bloomberg;  
data covering period 

31.12.2007-31.10-2021
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In aggregate, volatility-adjusted returns on green vs 
conventional bonds appear similar since end-2017 (see 
FIG. 25).
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FIG . 24

RE TURNS O N USD - G REEN C O RP O R ATE BO NDS , REL ATI V E  
TO C O N V ENTI O N A L BO NDS , 12- M O NTH M OV IN G AV ER AG E , BA SIS P O INT SCorporate green  

spells attractive 
returns

Source: IIF, Bloomberg;  
data covering period  

31.12.2017-31.10.2021

FIG . 25
GREEN GOVERNMENT BOND INDICES HAVE BEEN MORE VOL ATILE  
THAN CONVENTIONAL PEERS; GREEN CORPOR ATES LESS SO

JAN. 2018 – JULY 2021 PERIOD MEAN  
RETURN, %

VOLATILITY,  
%

INFORMATION 
RATIO

GLOBAL GREEN BONDS, EUR HEDGED 0.24 1.17 0.20
GLOBAL GREEN CORP. BONDS, EUR HEDGED 0.24 1.32 0.18
EUR GOV-RELATED GREEN BONDS, UNHEDGED 0.21 1.20 0.18
USD GREEN CORP.BONDS, UNHEDGED	 0.48 1.54 0.31
EUR GREEN CORP. BONDS, UNHEDGED 0.22 1.35 0.17

GLOBAL BONDS, EUR HEDGED 0.17 0.84 0.21
GLOBAL CORP. BONDS, EUR HEDGED 0.28 1.65 0.17
EUR GOV-RELATED BONDS, UNHEDGED 0.16 0.90 0.18
USD CORP. BONDS, UNHEDGED 0.50 1.93 0.26
EUR CORP. BONDS, UNHEDGED 0.20 1.37 0.15

Source: Bloomberg, I IF;  
*Information ratio = mean return/standard deviation of returns;  
monthly observations covering period 31.12.2017-31.10.2021
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How liquid is the green bond market? Although the 
green bond market can trace its origins back 15 years, it  
has yet to acquire the heft that enables investors to exe-
cute large, rapid transactions without instigating adverse, 
if not drastic, swings in price (see FIG. 26).

As things stand, green bond markets are relatively 
small and not especially diversified. At over USD1 trillion, 
green bonds represent less than 1 per cent of global bond 
markets, which means there is a limited stock available for 
investment. Most of the issuance is denominated in euros 
and dollars and is largely concentrated in a few mature 
economies, with very limited activity in emerging market 
economies ex-China. 

Also hampering market liquidity is investor behaviour. 
Most investors in ESG bonds tend to take a buy and hold 
approach, keeping green bonds until maturity. This in large 
part reflects investors’ efforts to “green” their portfolios in 
line with their commitments to net-zero emissions. Looking 
ahead, this phenomenon could continue to weigh on sec-
ondary market liquidity A close look at German fixed in-
come markets shows that green bonds exhibit slightly 
higher bid-ask spreads than their conventional counter-
parts (see FIG. 27). Similar trends have been evident in cor-
porate bond markets (see FIG. 28). While this suggests green 
bonds are more costly to buy and sell — and thus less liq-
uid — the difference appears negligible given the size of 
daily transaction volumes in green bond markets. 

Modest volumes
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FIG . 26

AV ER AG E DA ILY TR A D IN G VO LUME S , 
USD BILLI O N

Source: I IF, Bloomberg; 
data covering period  

31.12.2017-31.10.2021
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FIG . 27

BID - A SK SPRE A DS G ERM A N G REEN BO NDS VS C O N V ENTI O N A L IS SUE S , 
BA SIS P O INT SLiquidity risks spell 

wider spreads
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Source: I IF, Bloomberg; 
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31.12.2020-31.10.2021
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C O S T S O F BU Y IN G A ND SEL L IN G EUR- D EN O MIN ATED N O N - FIN A N CIA L 
C O RP O R ATE G REEN BO NDS VS C O N V ENTI O N A L BO NDS , BA SIS P O INT S BY 
BO ND M ATURIT Y BU CK E T

Source: I IF, Bloomberg;  
data covering period 

31.12.2014-31.10.2021
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The “greenium” — does it exist? Strong appetite for 
green bonds appears to have translated into lower borrow-
ing costs for some issuers. This solid demand has been ev-
ident in both primary and secondary bond markets, lead-
ing to a small price premium (“greenium”) for green bonds 
over conventional bonds. Overall, the median clearing 
yield at issuance for non-financial corporate green bonds 
has been lower than for conventional bonds, meaning that 
green bonds are more highly valued (priced). The premium 
appears to be more pronounced in lower-rated bonds (see 
FIG. 29 - FIG. 30) 

FIG . 2 9

D IFFERENTIA L IN CL E A RIN G C O S T S , MED IA N G REEN MINUS  
C O N V ENTI O N A L USD N O N - FIN A N CIA L C O RP O R ATE BO NDS  
BY M ATURIT Y R A N G E A ND CRED IT R ATIN G , BA SIS P O INT S

Cheaper going green 
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Source: I IF, Bloomberg; 
data covering period  

31.12.2014-31.10.2021

…and also in euros
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FIG . 30

D IFFERENTIA L IN CL E A RIN G C O S T S , MED IA N G REEN MINUS  
C O N V ENTI O N A L EUR N O N - FIN A N CIA L C O RP O R ATE BO NDS  
BY M ATURIT Y R A N G E A ND CRED IT R ATIN G , BA SIS P O INT S

Source: I IF, Bloomberg; 
data covering period  

31.12.2014-31.10.2021
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A close look at benchmark indices for corporate bonds 
also suggests the presence of a greenium (see FIG. 31), par-
ticularly in certain sectors such as utilities. Evidence of in-
vestors paying premiums for green bonds has been also 
seen in sovereign bond markets: German green bunds 
trade at a premium to conventional bunds with similar ma-
turities.
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FIG . 31

G REEN MINUS C O N V ENTI O N A L BO ND SPRE A DS , EUR- HED G ED,  
BA SIS P O INT SGreenium –  

the premium for  
going green

Source: I IF, Bloomberg; 
data covering period 

31.12.2014-31.10.2021



b
o

n
d

s 
t

h
a

t
 b

u
il

d
 b

a
c

k
 b

e
t

t
e

r

51

While corporations still dominate issuance in ESG-labelled 
bond markets, supranational agencies such as the European 
Investment Bank (EIB) and the Inter-American Development 
Bank (IADB) have increased their presence in recent years; 
together, they now account for over 17 per cent of annual 
issuance – up from 8 per cent in 2019. This surge is primar-
ily down to a marked increase in the issuance of social bonds, 
which in turn is a reflection of the societal problems laid bare 
by the COVID-19 crisis. 
Since 2019, ESG-labelled bonds have accounted for more 
than 18 per cent of total supranational bond issuance. The 
true figure could be even higher as a large proportion of su-
pranational bonds could be considered ESG-aligned even 
though they do not carry the ESG label. For instance, supra-
national agencies introduced green bonds to capital mar-
kets more than a decade ago, well before the Green Bond 
Principles were introduced. 

 In Europe, there has been growing interest in social and 
green bonds following the introduction of the EU’s Sustaina-
ble Finance Disclosure Regulation (SFDR), much of which 
came into effect in March 2021. The framework imposes 
mandatory disclosure obligations for asset managers and 
other financial market participants. The EU itself entered 
the sustainability market in 2020 with social bonds to fi-
nance the Commission’s temporary Support to mitigate Un-
employment Risks in an Emergency (SURE) – an instrument 
created to counter the socioeconomic impact of the pan-
demic. 

These social bond funds are used to provide loans to 
beneficiary member states – to date nearly EUR90 billion 
has been distributed to 19 countries. European supranation-
als thus play an essential role in offsetting COVID-19’s im-
pact on health, the economy and society, given that they 
implement government policy priorities. The EU issued its 
first green bond in 2021 and is aiming to use such instru-
ments to finance around 30 per cent of its Recovery Plan, 
which will invest in environmentally friendly technologies, 
introduce greener vehicles and public transport, and ensure 
energy efficiency in buildings and public spaces. The EU’s 
landmark green bond sales come after debut sales from 
Spain and the UK in September.

The role of supranationals 
in market development 
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The World Bank and the IFC are the largest supranation-
al ESG bond issuers domiciled in the US. In 2020, the World 
Bank issued a record USD75 billion in sustainable develop-
ment bonds in 27 currencies to support the financing of pro-
jects such as training medical staff and financing COVID-19 
vaccine purchases – though only a small portion of that has 
been labelled as ESG. Additionally, the World Bank has is-
sued around USD16 billion of green bonds in 23 currencies.

Supranationals thus have a crucial role to play in the de-
velopment of ESG debt markets. First, they can step up sup-
port for mobilising capital towards ESG/SDG projects, par-
ticularly in developing countries. Second, they can enhance 
efforts to increase funds available for climate finance. They 
also help improve the quality of ESG data, as well as its col-
lection, reporting and dissemination. Supranationals are 
uniquely positioned to develop governance frameworks and 
new databases to collect comprehensive, detailed and inter-
nationally comparable ESG data. Through technical assis-
tance and training, they can establish ESG educational pro-
grammes for corporations, national governments, asset 
owners and investors. Moreover, they can provide develop-
ing countries with guidance and a roadmap for the develop-
ment of ESG bond markets, which should in turn enhance 
the ability of  these countries to access international capital 
markets. 
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ESG integration in emerging market bonds accelerated in 
2021. At around USD300 billion, ESG-labelled bonds rep-
resent 1 per cent of the market (vs 1.5 per cent for devel-
oped markets). Since the end of 2012, over half of ESG-la-
belled emerging market bonds have been issued by 
Chinese sovereign and corporate borrowers; issuers from 
Chile, India, Brazil, and Mexico are also well represented. 

Accounting for about UDS145 billion of green bonds 
outstanding, China is the world’s third-largest green bond 
market after France and Germany. India, Colombia, and 
Poland are the largest emerging market green bond issuers 
after China in 2021 – together making up some 12 per cent 
of emerging market green bond issuance. 

Sustainability bonds, meanwhile, constitute about 12 
per cent of emerging market ESG-labelled bond markets 
(see FIG. 32), with borrowers based in China, Chile, and 
Mexico dominating issuance.

The sale of social bonds has picked up during the Covid 
pandemic; sustainability-linked bonds have also gained trac-
tion, particularly among corporations based in emerging Asia. 

Across sectors, non-financial corporations and finan-
cial institutions lead the way, accounting for 40 per cent 
and 35 per cent of issuance since end-2018, respectively. 
Outside the corporate sector, sovereign issuers have been 
responsible for a substantial surge in ESG-labelled bond 
offerings in 2021 (see FIG. 33). 

Sustainably niche in 
emerging markets
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FIG . 32
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Source: I IF, Bloomberg, 
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With emerging market sovereign and corporate borrow-
ers increasingly reliant on international bond markets, ef-
fective integration of ESG considerations by developing 
world issuers is vital to ensuring the continued flow of cap-
ital. 
—	 Scaling up emerging market ESG bond markets would 

help direct domestic and international capital towards 
green and sustainable investment projects. Mobilising 
private capital is crucial to achieving the United Na-
tions’ Sustainable Development Goals (SDGs) by 2030. 
The “SDG financing gap” is estimated to be USD2.5  
trillion per year across emerging and developing econ-
omies; funding needs are particularly acute for projects 
focused on climate change mitigation and adaptation 
– they account for nearly 25 per cent (USD610 billion) 
of the overall SDG investment gap (see FIG. 34).

—	 Cross-border climate capital flows into emerging mar-
kets remain well below what is required to close the cli-
mate-related SDG financing gap: at an estimated 
USD82 billion in 2020, climate finance flows to emerg-
ing nations and low-income countries accounted for 
less than 8 per cent of total cross-border capital flows 
into these countries. Official bilateral and multilateral 
cred-itors continue to be the main source of external 
financing for climate-related projects in the emerging 
world, while cross-border private climate finance flows 
are still limited, and often volatile.

Financing needs  
to be sustainable

 610 CLIMATE CHG. MITIGATION 
  & ADAPTATION
 530 POWER
 260 TRANSPORT
 250 EDUCATION
 260 WATER AND SANITATION
 140 HEALTH
 555 OTHERS

GREEN BONDS (INCLUDING ABS & MUNICIPALS)SUSTAIN-
ABILITY BONDSSOCIAL BONDSSUSTAINABILITY-LINKED 
BONDSGREEN LOANSSUSTAINABILITY-LINKED LOANS

FIG . 3 4

G LO BA L UN SUS TA IN A BL E D E V ELO PMENT G OA L S IN V E S TMENT SH O R TFA L L ,  
BY FIN A N CIN G NEEDS , A NNUA L AV ER AG E FO R 2015 - 3 0 PERI O D,  
USD TRIL L I O N

Source: I IF, Bloomberg;  
data covering period

31.12.2014-31.12.2030
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As the pandemic wears on, many emerging markets 
and low-income countries are finding it increasingly diffi-
cult to secure the finance they need to meet SDGs. Domes-
tic sources of investment are limited. It follows, then, that 
the development of ESG bond markets could be an effec-
tive way of steering international private capital towards 
climate and broader sustainable investments in emerging 
markets. With an increasing number of companies com-
mitting to reducing carbon emissions, there has been an 
upswing in international investor appetite for EM ESG-la-
belled debt securities in recent months. At nearly USD7 
billion, investment fund flows into emerging market ESG 
debt securities in the first three quarters of 2021 were over 
three times higher than in the same period in 2020, with 
Latin America receiving the largest share.

Looking ahead, deeper and more liquid ESG bond mar-
kets should help investors price ESG-related risks appro-
priately. Our baseline projection suggests that ESG-la-
belled bond issuance in emerging markets will increase 
from some USD50 billion in 2020 to USD360 billion in 
2023 and to over USD700 billion in 2025. Under our most 
bullish scenario, annual issuance could reach USD2 tril-
lion. However, further expansion is dependent on a number 
of reforms to address the following problems:
—	 The lack of universally accepted bond standards and a 

clear taxonomy for debt securities, including labelling, 
certification, terminology. 

—	 Poor transparency and quality of ESG data 
—	 Limited and costly ESG data. 
—	 Limited project pipeline and challenges in identifying 

projects and assets that meet relevant ESG criteria. 
—	 High bond issuance costs (in particular those related to 

independent verification of – and third-party opinions 
on – issuers, securities and green projects).

—	 Limited technical capacity to underwrite ESG bonds, 
although technical assistance from MDBs could help.

—	 Relatively low credit ratings of emerging market sover-
eigns and corporations.

—	 Low public awareness about ESG issues in many emerg-
ing nations.
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Asset owners and the asset management industry will play 
a key role in providing the finance required to achieve the 
climate targets set in the Paris Agreement and broader 
sustainable development goals; their influence will be 
greater still in emerging markets and low-income coun-
tries. Encouragingly, the investment community is begin-
ning to flex its muscles. Take the ESG-aligned investment 
fund universe, for example.

It has grown more than 65 per cent over the past year, 
from around USD1.5 trillion to over USD2.5 trillion. Much 
of this increase has occurred over the past nine to 12 
months, in the wake the 2020 presidential election. While 
the embrace of ESG investment principles has been strong 
across most asset classes, it has been weaker among bond 
funds, which began incorporating such factors much later 
than equity funds did. As of end-June 2021, the size of 
fixed-income funds dedicated to ESG investing reached 
USD500 billion – up from USD300 billion in 2017. At over 
USD30 billion, bond ETFs represent around 6 per cent of 
the ESG fixed-income market. 

While Luxembourg and France continue to be the home 
of the largest ESG-aligned bond funds, Ireland, the US and 
Switzerland have seen rapid ESG integration in the invest-
ment fund industry. At present, these five countries to-
gether represent over 80 per cent of the ESG-aligned bond 
fund universe. The euro is still the dominant currency, ac-
counting for 55 per cent of the market. However, the USD 
(25 per cent) appears set to take the lead, especially given 
increased appetite for USD-denominated ESG bond funds 
among non-US investors. 

Despite robust growth in the ESG-labelled bond uni-
verse this year, only a small fraction of ESG fund assets is 
allotted to emerging market securities, as developing na-
tions represent only around 10 per cent of ESG bond funds.
Considering emerging nations represent more than 20 per 
cent of global bond markets, they are significantly un-
der-represented in ESG fixed income. 

Although investors poured some USD90 billion into 
ESG-aligned bond funds during the first three quarters of 
the year (vs just USD12 billion in the first half of 2020 and 
USD45 billion in the second half of 2020), the supply of 
ESG debt securities continues to fall short of demand. This 
shortfall has prompted many asset managers to seek out 
alternatives. A broad selection of proxies for ESG-labelled 
bonds has emerged, ranging from various “screening” 
methods – such as negative or best-in-class – to impact 
investing. These investment styles are not necessarily mu-
tually exclusive, and in many cases, investors deploy a 
combination of different approaches at the same time. For 



61

b
o

n
d

s 
t

h
a

t
 b

u
il

d
 b

a
c

k
 b

e
t

t
e

r

instance, “ESG integration”, i.e. the practice of utilising 
ESG ratings and scores, has become the most common ap-
proach to identifying sustainable investment opportuni-
ties. “Screening” is the second most common technique. 
While the use of relatively more flexible approaches could 
accelerate the expansion of the market, many remain vul-
nerable to claims of greenwashing, leaving asset managers 
who market such products exposed to reputational risks. 

Addressing such concerns and removing  the obstacles 
hindering the expansion of ESG-labelled bonds and bond 
funds is therefore vital to climate capital. 

The absence of globally agreed ESG terminology and 
product labels continues to inhibit the growth of the ESG 
fund universe growth. Without universally agreed terminol-
ogy and disclosure standards, significant differentiation in 
ESG fund classifications from data and rating providers will 
persist.

Disparities in fund labelling can also heighten concerns 
about greenwashing; moreover, insufficient data and de-
tail about the precise nature of a fund’s sustainability char-
acteristics also make it hard to track whether investments 
are truly flowing to sustainable projects. The establishment 
of internationally accepted ESG terminology could help 
clarify a fund’s investment objectives. Similarly, a common 
and consistent set of global disclosure standards would aid 
investors in ESG risk assessment, helping to galvanise 
growth in ESG bonds and funds. 

The EU Sustainable Finance Disclosures Regulation 
(SFDR) is an example of such a standard. It aims to allevi-
ate the risk of greenwashing by promoting greater trans-
parency on the impact of funds on the environment and 
society. It sets mandatory disclosure standards for funds 
available for sale in the EU. The main provisions of the 
SFDR (Level 1) took effect in March 2021 and require fund 
companies to classify each of their product offerings into 
one of three categories based on their sustainability objec-
tives: Articles 9, 8 and 6. Article 9 products have an explic-
it sustainability objective. Article 8 products promote 
broader environmental or social characteristics but do not 
have them as an overarching objective. Instruments that 
meet neither definition will be classified as Article 6 prod-
ucts. SFDR’s Level 2 measures will take effect in January 
2023 and involve more technical disclosure requirements 
at the firm and product level. These additional rules in-
clude reporting on “Principal Adverse Impact Indicators.” 
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Available data on fund prospectuses show that some 
17 per cent of the outstanding funds in the EU are classi-
fied as Article 8 products while just 2.4 per cent are classi-
fied as Article 9. By asset size, Article 8 and 9 products 
currently amount to over USD3.2 trillion. By country, the 
share of funds classified as Article 8 or 9 currently is the 
highest in the Netherlands (65 per cent per cent of funds), 
followed by Denmark and Belgium. 

While the SFDR is an EU regulation, some non-EU fund 
products registered for marketing in the EU also fall within 
its scope. As a result, non-EU fund managers, particularly 
in Switzerland and the UK, have already started to classify 
their products per SFDR rules. While more non-EU manag-
ers may join their ranks, the breadth of the Article 8 classi-
fication also raises concerns that it could increase the risk 
of greenwashing in the absence of globally accepted stand-
ards.
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Bond market forecast 
methodology

I IF estimates for 2021 represent the annualised issuance 
volumes seen during the first three quarters of 2021. 

Beyond 2021, we have provided three scenarios to re-
flect the high level of uncertainty over the outlook: 

Our base scenario assumes that the annual issuance in 
green, social, and sustainable bond markets will expand at 
a rate of growth that is set to equal one-half of the average 
growth rate seen in the ESG-labelled bond universe over 
the past three years (2018/20). For sustainability-linked 
bonds, we follow a take-off scenario that resembles the 
earlier years of ESG bond markets, assuming a growth rate 
about half of the average growth rate seen in the ESG-la-
belled bond universe in 2015/17.  

For emerging markets, we assume that issuance activi-
ty will mirror earlier years of mature market ESG bonds and 
increase at a rate equal to one-half of the average growth 
rate in the ESG-labelled bond universe across mature mar-
kets in 2015/17.  

Once aggregate issuance is calculated for each type of 
ESG bond, sectoral breakdown is computed using the dis-
tribution of cumulative issuance volumes since 2016. 

Our bear scenario follows one-half of the growth as-
sumption in the base scenario. 

Our bull scenarios assume a growth rate that is double 
the  baseline growth assumption.
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USD2978bn

SUSTAINABLE 
DEBT MARKETS 1

USD2340bn

USE-OF-PROCEEDS 
INSTRUMENTS

USD1861bn

BONDS

USD397

GREEN LOANS

USD630bn

SUSTAINABILITY-
LINKED INSTRUMENTS

USD87bn

SUSTAINABILITY-LINKED 
BONDS³

USD542bn

SUSTAINABILITY-LINKED 
LOANS³

<USD8bn

HYBRIDS/OTHERS

<USD0.1bn

SUSTAINABILITY-LINKED
GREEN BONDS

USD7.3bn

(CLIMATE) TRANSITION 
BONDS/LOANS4

<USD0.1bn

GREEN STRUCTURED 
NOTES

USD1193bn

GREEN BONDS3

USD375bn

SOCIAL BONDS³

USD294bn

SUSTAINABILITY 
BONDS3

<USD0.1bn

COMMERCIAL 
PAPER

USD0.1bn

REPURCHASE 
AGREEMENT

USD81bn

ABS²

USD0.1bn

MONEY MARKETS

FIG . 3 5
THE E S G BO ND UN I V ERS E

Source: I IF, data as of 31.10.2021
1 Also called as SDG-aligned debt markets. 2 Includes CDO, CLO, MBS and others

3 Supported by principles and guidelines. 4 Applicable at activity-level and entity-level
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FIG . 3 6
E S G BO ND C H A R AC TERIS TI C S

MARKET SIZE 
($BN, AS OF H1 2021)

TRADING VOLUME 
($BN, AVG. DAILY)

AVERAGE TENOR 
(YRS,  ALL ISSUES
SINCE 2015)

AVERAGE ISSUANCE 
SIZE (YRS,  ALL ISSUES 
SINCE 2015)

EUR USD OTHER 
CURR

EUR USD OTHER 
CURR

EUR USD OTHER 
CURR

EUR USD OTHER 
CURR

GREEN BONDS 5 4 2 2 25 2 8 3 2 1 0 14 9 7 5 6 3 3 87 14 8

SOCIAL BONDS 2 3 5 47 5 6 1 0 0 11 7 7 170 0 5 4 3 152

SUSTAINABILITY 
BONDS

91 9 5 51 0 0 0 12 8 7 79 2 6 47 174

SUBSTAINABILITY- 
LINKED BONDS

3 0 21 7 0 0 0 8 8 6 52 3 6 0 0 19 2

Source: I IF, Bloomberg;  
*these include both government and corporate bonds
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Disclaimer 

This material is for information 
purposes only. It is not intended 
for distribution to any person or 
entity who is a citizen or resident 
of any locality, state, country or 
other jurisdiction where such 
distribution, publication, or use 
would be contrary to law or 
regulation.

The information and data 
presented in this document are 
not to be considered as an offer or 
solicitation to buy, sell or 
subscribe to any securities or 
financial instruments or services.   

Information used in the 
preparation of this document is 
based upon sources believed to 
be reliable, but no representation 
or warranty is given as to the 
accuracy or completeness of 
those sources. Any opinion, 
estimate or forecast reflect a 
judgment at the original date of 
publication and may be changed 
at any time without prior warning.  
The effective evolution of the 
economic variables and values of 
the financial markets could be 
significantly different from the 
indications communicated in this 
document. Pictet Asset 
Management has not taken any 
steps to ensure that the securities 
referred to in this document are 
suitable for any particular investor 
and this document is not to be 
relied upon in substitution for the 
exercise of independent 
judgment. Before making any 
investment decision, investors are 
recommended to ascertain if this 
investment is suitable for them in 
light of their financial knowledge 
and experience, investment goals 
and financial situation, or to 
obtain specific advice from an 
industry professional.

Tax treatment depends on the 
individual circumstances of each 
investor and may be subject to 
change in the future.  

All forms of investment involve 
risk. The value of investments and 
income derived from them is not 
guaranteed and it can fall as well 
as rise and you may not get back 
the original amount invested. Past 
performance is no indication of 
current or future performance. 

This document has been issued in 
Switzerland by Pictet Asset 
Management SA and in the rest of 
the world by Pictet Asset 
Management (Europe) SA, and 
may not be reproduced or 
distributed, either in part or in full, 
without their prior authorisation.

Issued in January 2 0 2 2
 © 2 0 2 2 Pictet 
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