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THE SIX PRINCIPLES

PREAMBLE TO THE PRINCIPLES

As institutional investors, we have a duty to act in the best long-term interests of our beneficiaries. In this fiduciary role, we
believe that environmental, social, and governance (ESG) issues can affect the performance of investment portfolios (to
varying degrees across companies, sectors, regions, asset classes and through time). We also recognise that applying these
Principles may better align investors with broader objectives of society. Therefore, where consistent with our fiduciary
responsibilities, we commit to the following:

We will incorporate ESG issues
into investment analysis and
decision-making processes.

We will be active owners and
incorporate ESG issues into our
ownership policies and practices.

We will seek appropriate
disclosure on ESG issues by
the entities in which we invest.

We will promote acceptance and
implementation of the Principles
within the investment industry.

We will work together to
enhance our effectiveness in
implementing the Principles.

We will each report on our
activities and progress towards

implementing the Principles.

o A N N —

PRI's MISSION

We believe that an economically efficient, sustainable global financial system is a necessity for long-term value creation. Such
a system will reward long-term, responsible investment and benefit the environment and society as a whole.

The PRI will work to achieve this sustainable global financial system by encouraging adoption of the Principles and
collaboration on their implementation; by fostering good governance, integrity and accountability; and by addressing
obstacles to a sustainable financial system that lie within market practices, structures and regulation.

PRI DISCLAIMER

The information contained in this report is meant for the purposes of information only and is not intended to be investment, legal, tax or other advice, nor is it intended to be relied upon
in making an investment or other decision. This report is provided with the understanding that the authors and publishers are not providing advice on legal, economic, investment or other
professional issues and services. PRI Association is not responsible for the content of websites and information resources that may be referenced in the report. The access provided to
these sites or the provision of such information resources does not constitute an endorsement by PRI Association of the information contained therein. Except where expressly stated
otherwise, the opinions, recommendations, findings, interpretations and conclusions expressed in this report are those of PRI Association, and do not necessarily represent the views of
the contributors to the report or any signatories to the Principles for Responsible Investment (individually or as a whole). It should not be inferred that any other organisation referenced
on the front cover of, or within, the report, endorses or agrees with the conclusions set out in the report. The inclusion of company examples, or case studies written by external
contributors (including PRI signatories), does not in any way constitute an endorsement of these organisations by PRI Association or the signatories to the Principles for Responsible
Investment. The accuracy of any content provided by an external contributor remains the responsibility of such external contributor. While we have endeavoured to ensure that the
information contained in this report has been obtained from reliable and up-to-date sources, the changing nature of statistics, laws, rules and regulations may result in delays, omissions
or inaccuracies in information contained in this report. PRI Association is not responsible for any errors or omissions, for any decision made or action taken based on information
contained in this report or for any loss or damage arising from or caused by such decision or action. All information in this report is provided “as-is” with no guarantee of completeness,
accuracy or timeliness, or of the results obtained from the use of this information, and without warranty of any kind, expressed or implied.
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EXECUTIVE SUMMARY

The Paris Agreement and the Sustainable Development
Goals (SDGs) will only be met if developed and emerging
market stakeholders — such as governments, investors,
multi-lateral organisations and local communities — work
towards their advancement.

Although some progress has been made since 2015, a lack
of financing remains a major barrier and it is most acute

in emerging markets. The Organisation for Economic
Cooperation and Development (OECD) estimates that there
is a US$3.7trn" funding gap between the annual financing
needed to meet the SDGs by 2030 and what is provided

by current investment levels, with the COVID-19 pandemic
creating additional capital needs and reducing existing
funding.

Investors — including PRI signatories — can play a role

in closing this gap by applying responsible investment
approaches to their emerging market investments, such

as ESG incorporation and considering sustainability
outcomes, and by collaborating with local and international
stakeholders.

DRIVERS AND BARRIERS TO
INVESTMENT IN EMERGING MARKETS

Institutional investors choose to invest in emerging markets
for several reasons, including:

= to gain exposure to growing economies;
= portfolio diversification;

= to have areal-world impact; and

= due to home bias.

Nonetheless, the funding gap indicates that there are
significant barriers preventing greater investment flows.

Having a strong understanding of ESG factors and
developing robust processes to assess how they apply in
different contexts can help investors to overcome some of
those barriers associated with emerging markets investing.

Some of the risks most cited — around political or social
instability, or corruption, for example — stem from
underlying issues such as inequality, health and safety,
decent work, and gender disparities.

Investors with a strong grasp of these are therefore better
placed to determine and manage the materiality of those
risks in specific emerging markets, rather than relying on
common (mis)perceptions to shape their positions.

This paper discusses how investors can apply responsible
investment practices to manage risk and meet return
objectives for clients and beneficiaries while working
towards closing the funding gap. We consider the different
roles that investors can play — from engaging with policy
makers to working with investees.

CREATING AN ENABLING
ENVIRONMENT

Developing sustainable finance policy frameworks that can
support climate and SDG-aligned capital markets is a core
part of creating an environment that attracts and enables
responsible investment.

Key challenges:

= The existence and implementation of sustainable
finance policy frameworks varies widely between
countries.

= ESG data provider coverage of emerging markets is
weak.

Suggested actions:

= Institutional investors and multilateral institutions
continue to engage with governments and local
regulators on developing and implementing sustainable
finance policy frameworks that align with the SDGs and
the Paris Agreement.

= Standard setters, institutional investors, corporates and
stock exchanges collaborate to improve capital market
disclosure practices.

= Interested stakeholders collaborate to engage with
ESG data providers to improve emerging markets data
coverage and methodologies.

1 OECD (2020) Global Outlook on Financing for Sustainable Development 2021: A New Way to Invest for People and Planet
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ASSET ALLOCATION

While policy makers need to create an environment that
enables responsible investment, asset owners can take
steps to understand how their asset allocation decisions can
support greater investments in emerging markets.

Key challenges:

= Asset owners can lack expertise to assess emerging
market risks and opportunities.

= Sustainability outcomes and ESG factors are not widely
considered in asset allocation.

= Mainstream and ESG index composition can be
problematic for emerging markets, affecting asset
allocation decisions.

Suggested actions:

= Support investment consultants and asset owners to
develop strategic asset allocation frameworks that
consider sustainability outcomes.

= Relevant stakeholders collaborate and engage with
regulators, ESG data and index providers to expand
emerging markets coverage and improve index and
rating methodologies.

= Developed and emerging markets-based asset owners
share their experiences to develop best practices.

SUPPLY OF INVESTABLE
OPPORTUNITIES

While asset owners often face constraints related to
liquidity, regulations or lack of expertise, there are
investment products and structures — such as green/
sustainable development bonds and blended finance - that
can help them directly support key sustainability outcomes.

Key challenges:

= Accessing opportunities and bankable projects that:
= adhere to green/SDG standards;
= meet investors’ liquidity and risk constraints.

= Poor signposting of green/SDG investment
opportunities.

= Not enough private capital mobilisation by multilateral
development banks and other public institutions.

= Emerging markets-based managers face significant
barriers to attracting commitments from institutional
asset owners.

Suggested actions:

= Continue knowledge and capacity-building efforts to
help institutional investors access:

= sustainable investment opportunities (such as
green, social and sustainability bonds, blended
finance);

= |ocal partners, data and risk mitigation tools.

= Further align incentives between donors, development
finance institutions and institutional investors.

= Investors seek out opportunities to participate in and/or
support asset class-specific activities that aim to grow
opportunities and capacity in emerging markets.

ESG INCORPORATION AND ACTIVE
OWNERSHIP

Emerging markets investors apply responsible investment
practices at the investee level to manage risks, unlock value
and potentially generate more real-world impact than they
can with many developed markets investments.

Key challenges:

m  Cultural and structural differences in the understanding
and application of active ownership.

= Insufficient local ESG and impact knowledge and
experience, whether within the investment community
or companies.

Suggested actions:

= Raise awareness about the different engagement
approaches and how to identify critical sustainability
issues in local contexts.

= International and local investors find opportunities to
engage collaboratively, share information and develop
best practice.

= Continue and enhance partnerships between
development finance institutions and local emerging
market partners (investors, government agencies,
regulators etc) to provide ongoing technical support on
responsible investment.



NEXT STEPS

Closing the funding gap while delivering return objectives
in emerging markets requires investors, multilateral
institutions, service providers and governments to take
concerted, collaborative, long-term action across the areas
discussed in this paper.

The PRI will assess how it can support such action by
leading, facilitating or supporting relevant initiatives,
particularly where greater collaboration between asset
owners and investment managers is required.

The PRI would welcome feedback from signatories on the
suggested actions and what we can do to support them as
we look to further develop our work programmes in this
area. Contact us at em@unpri.org

2022
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ABOUT THIS PAPER

This paper has been developed in large part because of
the significant shortfall in funding for the Sustainable
Development Goals (SDGs) and climate change mitigation
and adaptation in emerging markets.

Furthermore, it reflects our increasingly diverse signatory
base (see Growing our relationship manager presence in
emerging markets) and the focus on increasing support for
responsible investment in emerging markets, as outlined in
the Strategic Plan 2021-24.

The PRI aims to strengthen the responsible investment
practices of local investors and support the development
of sustainable capital markets; both are important building
blocks for increasing flows of responsible capital to
emerging markets. This paper is an initial response to that
and lays the foundation for further work on responsible
investment in emerging markets.

It has been informed by desk research, a review of key
frameworks and guidance, and interviews with:

= developed and emerging markets-based asset owners
and investment managers that invest in emerging
markets; and

= development finance institutions and other
stakeholders.

DEFINING EMERGING MARKETS

There are various definitions used to classify emerging,
or developing, and developed economies.?

This paper uses the International Monetary Fund’s
classification of emerging and developing economies,
which can be found in the Appendix. When the terms
emerging markets or developing countries are used
by organisations other than the IMF, we refer to their
classifications.

The countries classified as emerging vary significantly
across a range of factors, including historical and
political trajectories, geographic location, population
size and GDP. As a result, when highlighting examples of
responsible investment practices, the paper necessarily
makes generalisations that do not capture country-
specific nuances.
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GROWING OUR RELATIONSHIP MANAGER PRESENCE IN EMERGING MARKETS

The number of PRI signatories based in emerging market countries has more than tripled in the last five years, growing
from 87 in June 2016 to 389 as of June 2021.2 To ensure these signatories are supported, we have expanded our local
signatory relations coverage and now have representation in Colombia, Brazil, China, and South Africa.

Emerging market signatories to the PRI, June 2016 - June 2021

250
200
150
10
175
50
o

Number of signatories

2 See for example Advocates for International Development (2021) Understanding the developed/developing taxonom

3 These numbers exclude developed markets-based investors with a focus on emerging markets and some emerging markets-based investors that are registered outside their home

country.
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WHY EMERGING MARKETS MATTER TO
RESPONSIBLE INVESTORS

KEY TAKEAWAYS

= The Paris Agreement and the Sustainable
Development Goals will only be met if developed and
emerging market stakeholders work towards their
advancement.

= Although some progress has been made, a lack of
financing remains a major barrier. Investors can
play a role in closing this funding gap by applying
responsible investment approaches to their emerging
market investments and collaborating with local and
international stakeholders.

= Investors choose to invest in emerging markets
for several reasons, including to gain exposure to
growing economies; portfolio diversification and to
have an impact.

= There are significant barriers preventing greater
investment, including benchmark composition
and construction; smaller capital markets and
opportunity sets; risk perceptions; lack of data and
expertise.

The Paris Agreement and the Sustainable Development
Goals (SDGs) will only be met if developed and emerging
market stakeholders - such as governments, investors,
multi-lateral organisations and local communities — work
towards their advancement.

Although some progress has been made since 2015, a lack
of financing remains a major barrier and it is most acute in
emerging markets.

Investors — including PRI signatories — can play a role

in closing this gap by applying responsible investment
approaches to their emerging market investments, such

as ESG incorporation and considering sustainability
outcomes, and by collaborating with local and international
stakeholders.

PRI RESOURCES ON THE SDGs

Established as part of the 2030 Agenda for Sustainable
Development, the SDGs set the global goals for

society and all its stakeholders — including investors.
The SDG Investment Case, published in 2017, explains

why the SDGs are relevant to investors, why there is

an expectation that they will contribute and why they
should want to. Investing with SDG outcomes: A five-part
framework outlines a prospective framework for action
for any investor looking to shape real-world outcomes in
line with the SDGs.

THE EMERGING MARKETS FUNDING
GAP

The UN Conference on Trade and Development (UNCTAD)
estimated in 2014 that US$5trn — US$7trn was needed
globally every year from 2015 — 2030 to finance the SDGs,
of which US$3.5trn — US$4.5trn would be in emerging
markets.

Investment levels at the time left an annual US$2.5trn

gap. This has since widened by 50% to US$3.7trn4, with

the COVID-19 pandemic creating additional capital needs
and reducing existing funding. For example, greenfield
investment in a number of SDG-relevant sectors is now 20%
below 2015 levels, according to UNCTAD.

Figure 1 highlights the sectors where the annual SDG
investment gap in emerging markets is greatest.

4 OECD (2020) Global Outlook on Financing for Sustainable Development 2021: A New Way to Invest for People and Planet
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Figure 1: The impact of COVID-19 on investment in the SDGs. Source: UNCTAD SDG Investment Trends Monitor (2021)
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Note: Selected trends in greenfield investment and project finance in SDG sectors. Trends based on project announcement values. Project finance for infrastructure and renewable energy,
greenfield investment for other sectors.

Furthermore, a 2021 report by the Grantham Research EMERGING MARKETS FINANCING SOURCES
Institute on Climate Change and the Environment, G7
leadership for sustainable, resilient and inclusive economic
recovery and growth, estimated that US$2.6trn - US$3.2trn
in annual global investments will be needed to deliver on -
the transition to a low-carbon economy, 75% of which will
need to be targeted outside of the world’s seven largest
developed economies.

There are three broad sources of financing in emerging
markets that this paper touches on:

Domestic revenue mobilisation: through taxation and
private savings, such as pensions. These contribute to
local capital markets.

= Official Development Assistance: external government
aid that promotes and specifically targets the economic
development and welfare of developing countries.

= Private capital flows: portfolio flows from institutions,
businesses and individuals — for example, foreign
investors purchasing equity shareholdings and interests
in debt securities. This also includes international trade
and foreign direct investment.


https://www.lse.ac.uk/granthaminstitute/wp-content/uploads/2021/05/G7-leadership-for-sustainable-resilient-and-inclusive-economic-recovery-and-growth.pdf
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https://www.lse.ac.uk/granthaminstitute/wp-content/uploads/2021/05/G7-leadership-for-sustainable-resilient-and-inclusive-economic-recovery-and-growth.pdf

WHAT DRIVES EMERGING MARKET
INVESTMENTS?

Institutional investors choose to invest in emerging markets
for several reasons, including:

= To gain exposure to large and growing economies:
Emerging market economies have seen their GDP grow
faster than developed markets — on aggregate — in 27
of the last 30 years, a trend that is forecast to continue.
As a result, emerging markets will continue to be a core
driver of global growth, as indicated by Figure 2.

= To diversify investment portfolios: Most interviewees
agreed that investors that are largely exposed to
developed markets can improve their overall risk-
adjusted returns by allocating to emerging markets,
albeit countries within this classification are not
entirely uncorrelated to developed markets due to the
interconnected nature of the global economy.

= To have a real-world impact: According to the Global
Impact Investor Network’s 2020 Annual Impact Investor
Survey, 40% of impact investing assets are allocated
to emerging markets. The industry grew by an annual
9% between 2015 and 2019, with an estimated AUM
of US$715bn at year-end. More broadly, the greater
development needs of many emerging markets,
compared to developed markets, mean capital flows
can have more potential to shape positive social and
economic outcomes.®

= Due to home bias: Many emerging markets-based
investors invest more locally than their developed
markets-based counterparts, due to market familiarity,
liability matching considerations and regulations
requiring them to do so. For example, Regulation 28 of
the South African Pensions Act sets a 70% threshold for
assets to be invested domestically.

2022

Figure 2: Contribution of emerging markets GDP growth
to global GDP growth. Source: IMF (2021) World Economic
Outlook: Managing Divergent Recoveries
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International Monetary Fund (2021) World Economic Outlook: Managing Divergent Recoveries

All investor actions shape positive and negative outcomes in the world. Investors that are focused on sustainability outcomes should try to understand the outcomes their investments

and related activities have and seek to shape them in line with sustainability goals such as the SDGs. We define impact as a change in outcome (i.e. an outcome shaped by an investor, in

line with the SDGs).
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BARRIERS TO INVESTMENT

Nonetheless, the funding gap indicates that there are significant barriers preventing greater investment flows into emerging
markets:

Global indices do not always reflect overall size

of emerging markets: Emerging market economies
represent a very small proportion of global public equity
indices - just 12% of the MSCI’s All Countries World
Index — despite comprising 57% of global GDP on a
purchasing power parity basis. Market capitalisation to
GDP ratios in emerging markets are also much lower.”
Consequently, it is more difficult for investors to gain
public markets exposure, and this is reflected in average
allocations.®

Capital flows are concentrated towards countries
with least need: Market capitalisation-weighted
benchmarks tend to direct institutional public market
capital flows towards emerging economies with less
capital shortages. For example, China, Taiwan and
South Korea account for 65% of holdings in the MSCI
emerging markets index, a widely used benchmark for
pan-emerging markets listed equity funds, despite it
covering 26 countries in total.

Smaller capital markets and opportunity sets:
Capital markets are often underdeveloped, especially
for instruments such as sustainable or green bonds,
and can be less liquid than in developed markets.
Moreover, investment opportunity sets are limited —
public markets do not provide deep access, and private
markets are challenging, not least because individual

opportunities are often too small for large asset owners.

Concentrated ownership structures; limited
corporate governance: Minority shareholder rights
can be less secure while a higher prevalence of state-
owned? or family-owned enterprises may also limit
investment and stewardship opportunities.

= Perceptions of political and corruption risks are
stronger: Investors and companies point to weak rule of
law, regulatory instability, and higher levels of bribery in
some emerging markets countries.

= Macroeconomic (in)stability and currency risks:
Developed market-based investors have persistent
concerns about macroeconomic instability and its
impact on local currencies and exchange rate risks.

= Lack of data: Although also a developed markets
problem, this is particularly acute in emerging markets.
Availability ranges widely across different countries
and becomes particularly scarce outside the large-cap
universe.

= Lack of experience: Institutional investors often lack
the resources and experience, particularly in private
markets, to commit substantial capital.

This paper discusses how investors can use responsible
investment practices such as ESG incorporation to identify
opportunities and to manage risk and meet return objectives
for clients and beneficiaries. It also highlights how a focus on
sustainability outcomes can in some cases present solutions
to the perennial challenges facing emerging market
investors.

We consider the different roles that investors can play -
from engaging with policy makers to working with investees.

According to the World Bank, the latest market capitalisation to GDP figure for OECD countries is 131%, while it is 53% for Latin America and just 13% for Western and Central Africa.

Research by Morgan Stanley estimated that global equity investors should allocate between 13% and 39% of their portfolios to emerging markets, based on an analysis of three asset
allocation strategies. However, the average allocation is between 6% and 8%. Among pension funds, it is even lower (4%), according to Mercer.

A quarter of publicly listed companies in emerging economies are state owned compared to 4% in developed economies. For more detail, see Can State-Owned Enterprises play a role

in global environmental engagement?
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CREATING AN ENABLING

ENVIRONMENT

KEY TAKEAWAYS

= Developing sustainable finance policy frameworks
that can support climate and SDG-aligned capital
markets is key to creating an environment that
enables responsible investment.

= Many emerging market countries are developing
policy tools related to corporate ESG disclosures,
taxonomies and ESG incorporation duties.

= Further improvements are required: interviewees
highlight a lack of consistent policies and regulations;
coordination and resources, exacerbated by the
COVID-19 pandemic.

= Some governments and institutions are increasingly
using the SDGs and high-level climate goals to signal
their commitment to building more sustainable
economies and attract more responsible capital.

= Creating an enabling environment requires extensive
collaboration with multilateral institutions, while
the role of investors can extend beyond finance to
providing expertise that can push emerging market
sustainability efforts further.

POLICY AND REGULATORY
FRAMEWORKS

Creating an enabling environment to attract more long-
term responsible institutional capital is an important step
for emerging markets economies. Comprehensive policy
frameworks that can support climate- and SDG-aligned
capital markets are a core component of this, as set out
in the PRI and the World Bank’s toolkit for sustainable
investment policy and regulation.

Doing so can:

= enhance the resilience and stability of emerging market
economies;

= improve market efficiency by clarifying and aligning
investor and company expectations; including where
considering sustainability outcomes is required or
allowed;

= increase local ESG and sustainability standards, and
encourage other countries to take similar steps; and

= increase the attractiveness of countries as investment
destinations.

PRIORITY ELEMENTS OF SUSTAINABLE
INVESTMENT POLICY AND REGULATION

Sustainable investment policy and regulation need to
cover the following five areas:

= Corporate ESG disclosures, including alignment
with the recommendations of the Task Force on
Climate-related Financial Disclosures (TCFD)

= Stewardship (engagement and voting)

= Investors’ duties to incorporate ESG-related
considerations in their investment decision
making, to provide sustainability-related
disclosures and to report on their ESG
incorporation policies and performance targets

= Taxonomies of sustainable economic activities,
defining common and clear criteria to classify
projects or investments as green or sustainable

= National/regional sustainable finance strategies,
that encourage and enable the low-carbon
transition and the delivery of the SDGs

More detail on this can be found in A toolkit for
sustainable investment policy and regulation

(part 1).
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A growing number of countries are developing these policy tools - of the 750 sustainable finance policy tools tracked by
the PRI from 86 countries™, 253 can be found in emerging markets. Some examples are listed in Figure 3.

Figure 3: Emerging markets sustainable finance framework developments

Countries including India, Chile and Malaysia have proposed and/or issued guidance on

Corporate ESG disclosures corporate ESG disclosures.

Several Latin American countries, such as Mexico, Colombia and Brazil, require local
pension funds to incorporate ESG factors into their investment and risk analyses.

ESG incorporation duties

More than 20 countries around the world, including China, South Africa and Malaysia,
are working on sustainable finance taxonomies that will define the parameters of
environmentally sustainable economic activities in their markets. Moreover, China is
working with the EU to define a Common Ground Taxonomy under the umbrella of
the G20 sustainable finance working group to highlight shared features of existing
taxonomies, with a view to developing common standards.

Taxonomies

While the examples above indicate progress, it is also clear The COVID-19 pandemic has exacerbated these gaps.

from our research that many emerging market governments Despite exposing critical environmental, social and

need to introduce or strengthen sustainable finance policy governance issues, many governments have focused on

frameworks. short-term fiscal fixes ahead of long-term development
needs.

Interviewees pointed to gaps such as:
Investors, businesses, international institutions and civil

= alack of consistent policies and regulations that society have a role to play in supporting, incentivising or
set a clear pathway to deliver on the Paris Agreement pressuring governments to improve their sustainable finance
goals or on countries’ climate commitments. For policy frameworks.

example, China put 38.4 gigawatts of new coal-fired
power capacity into operation in 2020, despite the
government’s commitment to be carbon neutral by
2060.

= alack of coordination between key stakeholders and/
or alack of resources to hold laggards or rule-breakers
fully to account. For example, in Brazil, the government’s
funding cuts for official environmental and indigenous
rights’ protection work is undermining positive action
on climate disclosure requirements by the central bank
and broader industry initiatives such as the Finance
Innovation Lab.

10 Asat July 2021
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THE SDGs AND CLIMATE
COMMITMENTS

Some governments and institutions are increasingly using
the SDGs and high-level climate commitments as a way of
signalling their commitment to building more sustainable
economies to investors. As noted above, in certain cases
this has not yet translated into definitive or consistent
action at the policy level. However, there are examples

of how countries are aligning policy, financing plans and
development strategies with the SDGs and climate goals to
attract more responsible capital. These include:

= Kenya’s third Medium Term Plan under its social and
economic development strategy — Kenya Vision 2030
- which seeks to align all policies and programmes with
the SDGs.

m  Colombia’s Inter-Sectorial Commission on Climate
Change (CICC), which supports stronger government
coordination and planning in relation to the country’s
infrastructure needs to meet its climate change
goals. Through the Ministry of the Environment and
Sustainable Development and the National Planning
Department, the CICC brings together ministries and
regional authorities, government climate policy and
national and sub-national action. There is also a clear
remit for fostering dialogue with and communicating
investment opportunities to the private sector.

Several countries have also issued green and sustainability
bonds that link directly to development strategies and
projects that are aligned with the SDGs and/or climate-
related goals (see Supply of investable opportunities for
more detail).

MULTI-STAKEHOLDER
COLLABORATION AND INITIATIVES

Creating an environment that enables responsible
investment is not just the remit of governments, and
often requires extensive collaboration with multilateral
institutions, including the World Bank and various
development finance institutions (DFIs).

Such organisations have long been involved in providing
technical assistance and financial resources to emerging
markets — an increased focus on sustainability outcomes
directly aligns — and gives impetus to — their core missions.
Institutional investors can also play a role beyond finance
to provide expertise on myriad issues to push the emerging
market sustainability efforts further.
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Examples of recent collaborative initiatives include:

= The International Finance Corporation-led Scaling
Solar programme, which has helped build competitive
renewable energy markets in several countries since
2015, including Zambia, Senegal and Uzbekistan.

s FAST-Infra, which aims to accelerate the flow of
private investment to sustainable infrastructure in
developing countries. The private-public partnership
involves infrastructure investors, banks, DFls and non-
governmental organisations.

s The UN-convened Global Investors for Sustainable
Development Alliance (GISD), which brings together
several large global financial institutions and
corporations, and works to overcome barriers and scale
up financing for long-term investment, including in
emerging markets.

ESG DATA IN EMERGING MARKETS

The need for meaningful and comprehensive ESG data is

a theme that cuts across all elements of this paper. For
emerging markets such data is often severely lacking,
caused by weak or non-existent disclosure requirements and
poor coverage by most major data providers, among other
factors.

This represents a significant barrier to increasing
responsible investment in emerging markets, making it more
difficult to eliminate the gap between actual and perceived
risk and to assess the ESG performance of investee
companies and assets.” This has a negative effect not only
on decisions around asset allocation, manager selection

and different investment products, but also on the way that
engagements can be conducted with investee companies

or how assets and portfolio companies are managed on the
ground.

Some progress has been made, albeit starting from a low
base. Some investors are either building their own datasets
and data assessment capabilities (see Developing an ESG
rating system — China Southern Asset Management), or
accessing free datasets provided by institutions such as
the World Bank, to help identify potential opportunities or
strengthen their investment decisions.

11 For example, see comments by Standard Chartered, a GISD member at the OECD’s Blended Finance and Impact week (Feb 2021)
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DEVELOPING AN ESG RATING SYSTEM — CHINA
SOUTHERN ASSET MANAGEMENT

China Southern Asset Management has developed an
ESG rating system for Chinese bond issuers based on
internal research and external data. The rating system
covers sovereign, supranational and agency bonds,
corporate bonds, and asset-backed securities across 52
ESG themes and 104 indicators. China Southern Asset
Management uses artificial intelligence to mine data,
capture and monitor ESG controversies, and to increase
its ESG data coverage and diversity.

Further detail can be found in China Southern Asset
Management’s shortlisted PRI Awards 2021 entry for
Emerging markets initiative of the year.

Interviewees also point to evidence of progress among
policy makers and stock exchanges:

Financial regulators in Brazil and South Africa have
developed corporate ESG disclosure rules, while
Russian authorities are considering introducing these on
a comply-or-explain basis.

An increasing number of emerging market countries

are also adopting the recommendations of the TCFD,
including Mexico, Brazil and South Africa.

The Sustainable Stock Exchanges initiative is working to
develop model guidance on climate disclosure and has
developed training programmes for stock exchanges on
ESG issues more broadly.

Nonetheless, ensuring that ESG data on emerging

market companies, sovereigns and assets is meaningful
and comprehensive will require extensive, and intensive,
collaboration by a range of stakeholders (see Next Steps
section).


https://sseinitiative.org/
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ASSET ALLOCATION

KEY TAKEAWAYS

= Having a strong understanding of ESG factors and
developing robust processes to assess how these
apply in different contexts can help investors to
overcome some of the barriers associated with
emerging markets investing.

= The belief that emerging market investments can
deliver greater real-world impact than investing
in developed markets, alongside the potential for
strong returns and diversification, is an additional
factor in asset allocation decisions. Some asset
owners view them as a way to deliver on the SDGs or
climate goals.

= The use of ESG ratings within index construction can
pose challenges for emerging market investments,
as constituents often score lower on ESG issues than
their developed markets counterparts.

While policy makers need to create an environment that
enables responsible investment, asset owners can take
steps to understand how their asset allocation decisions can
support greater allocations to emerging markets.

BUILDING KNOWLEDGE AND
OVERCOMING MISPERCEPTIONS

Having a strong understanding of ESG factors and
developing robust processes to assess how these factors
apply in different contexts can help investors to overcome
some of the barriers associated with emerging markets
investing.

Some of the risks most cited — around political or social
instability, or corruption, for example — stem from
underlying issues such as inequality, health and safety,
decent work, and gender disparities.

Investors with a strong grasp of these are therefore better
placed to determine and manage the materiality of those
risks in specific emerging markets, rather than relying on
common (mis)perceptions to shape their positions.
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Ultimately, developing better knowledge of emerging
markets will drive more informed decisions on what
products, investments and managers can best meet their
requirements. Our interviews revealed some of the ways in
which asset owners are building the capabilities to do so,
including:

= Establishing local offices in or around the countries
they want to invest in, particularly if they view emerging
markets as a core source of long-term growth. For
example, the Canada Pension Plan Investment Board
aims to have one-third of its capital invested in
emerging markets by 2025, and has built a significant
presence in markets such as Latin America and Hong
Kong to support that effort.

= Collaboration with external parties that have a longer-
term track record in emerging markets or specialist
investments. For many years, institutional investors have
partnered with DFls, in large part to benefit from their
local knowledge and potential to de-risk projects. Other
examples point to deeper levels of collaboration and
bringing together expertise outside of the development
finance world:

= STOA, a French entity that invests in sustainable
infrastructure and energy projects in emerging
markets, is a collaboration between the pension
fund Caisse des Dépbts and Consignations,
and Agence Francaise de Développement, the
French development agency. The former provides
the financial expertise, the latter primarily the
sustainability knowledge and experience of
emerging markets.

= A Canadian pension fund with a track record in
infrastructure investing has partnered with a
Latin American pension fund to share asset class
expertise and local knowledge respectively.


https://www.bloomberg.com/news/articles/2021-05-20/canada-pension-returns-20-4-boosted-by-stock-market-recovery
https://www.bloomberg.com/news/articles/2021-05-20/canada-pension-returns-20-4-boosted-by-stock-market-recovery
https://www.stoainfraenergy.com/en/home-stoa-en/

REAL-WORLD IMPACT

The belief that investing in emerging markets can deliver
greater real-world impact than investing in developed
markets is also evolving as a factor in asset allocation
decisions, according to several interviewees, alongside more
traditional considerations such as the potential for strong
returns and diversification.

For example, some asset owners are making a direct link
between emerging market investments and delivering on
the SDGs or on climate change commitments.

This can take different forms. The Institutional Investors
Group on Climate Change’s Net-Zero Investment
Framework encourages asset owners to consider less
familiar asset classes, such as renewable energy. Emerging
economies that develop renewable energy industries can
benefit from this, with India, Vietnam, Chile and Mexico
already proving attractive for institutional investors.

In Scaling Blended Finance, the Net-Zero Asset Owner
Alliance (NZAOA), highlights greater investment in emerging
markets as a critical means for its members to help meet
their commitments to decarbonise their investment
portfolios to net zero by 2050.

“You can’t be an emerging markets
investor without thinking about
development goals — the high
[political] risks make it essential to
align your investments with the needs
of the local markets.”

Private equity general partner

STRATEGIC ASSET ALLOCATION AND
RESPONSIBLE INVESTMENT

Although still a nascent practice, considering real-world
outcomes and ESG factors during the strategic asset
allocation process may lead asset owners to direct more
capital towards emerging markets and as a result, can
contribute to the SDGs and the Paris Agreement.’

Readers can refer to a series of cases studies that outline
signatory approaches to responsible investment and SAA.

12 For an example, see SDG infrastructure case study from Actis

THE ROLE OF ESG RATINGS IN INDEX
CONSTRUCTION

“Adjusting benchmarks or portfolios
based on ESG-level scores or climate
risk exposure will disproportionally
penalise low-income countries,
particularly in Africa, and is not
congruent with the promise of the UN
SDGs [to] leave no one behind. Instead
the investment community should be
looking at how it can finance resilience
and adaptation.”

Developed markets-based asset owner

The use of ESG ratings within index construction can pose
challenges for emerging market investments.

Emerging market constituents often score lower on ESG
issues than their developed market counterparts, impacting
their weighting in ESG indices or even leading to exclusion,
in the case of some frontier markets. The weaker scores
can be a rational reflection of a country’s (or company’s)
exposure to certain ESG metrics — such as reliance on
extractive industries. However, low scoring can also reflect
a data gap in countries with a weak disclosure culture (see
also ESG data in emerging markets).

Analysis by the OECD on ESG scoring methodologies notes
that some emerging market corporates may be “penalised”
for not yet disclosing their assessment of ESG risks and
opportunities “in a manner consistent with emerging good
practices”, despite managing them well.

Furthermore, some indices may use datasets that are not
appropriate, or that do not adequately reflect the national or
local context of the underlying constituents.™

“ESG scores correspond very strongly
with wealth as measured by GDP per
capita; the lower the GDP per capita,
the lower the ESG score.”

Developed markets-based asset owner

13 Putting sustainability outcomes at the core of allocation decisions has also received attention at a policy level. For example, in 2005 the OECD Journal on Budgeting published an article
exploring how sustainability analysis can be built into national budget processes, while in 2015 Mark Carney discussed the idea of a carbon budget.

14 Responsible Investor (2020) The unintended consequences of sovereign ESG benchmarks
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Regulatory initiatives and multi-stakeholder collaborations
and engagements to improve transparency and ESG data
coverage of emerging markets among data providers are
developing, however:

= The EU’s 2018 Benchmarks Regulation introduced a

code of conduct for contributors of input data, requiring

the use of robust methodologies and sufficient and
reliable data (albeit this regulation has a broader focus
than emerging markets ESG data).

s The I[FC and Amundi are collaborating on ESG research,
analytics, and tools to increase ESG data, advance
issuer transparency, and create a stronger reporting
infrastructure for emerging markets.

= The World Bank Treasury has organised roundtables
with emerging market sovereigns, investors, rating
agencies and data providers, to share approaches
to integrating ESG criteria into emerging markets
sovereign investing.
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THE INFLUENCE OF MAINSTREAM BENCHMARKS
ON EMERGING MARKET FLOWS

There is growing evidence that mainstream benchmarks
are increasingly shaping portfolio allocation dynamics

in emerging markets — with 70% of country allocations
from active equity and bond mutual funds influenced by
benchmark indices.’

This presents benefits and challenges for the countries
included in them, as outlined in the IMF working paper
Benchmark-Driven Investments in Emerging Market Bond
Markets: Taking Stock:

= Major benchmark inclusion gives countries access to
a larger and more diverse pool of external financing.
Capital flows become less sensitive to domestic
economic developments, which may reduce outflows
in response to domestic shocks.

= Conversely, the growth of passive assets boosts™ the
role of external drivers, making emerging markets
more susceptible to swings in global financial
conditions.

15 Raddatz et. Al, Journal of International Economics 108:413-30 (2017) International Asset Allocations and Capital Flows: The Benchmark Effect

16 Bloomberg (2021) Passive likely overtakes active by 2026, earlier if bear market
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SUPPLY OF INVESTABLE

OPPORTUNITIES

KEY TAKEAWAYS

s There are examples of investment products or
structures that can ensure responsible capital
directly supports key sustainability outcomes, such as
green/sustainable development bonds and blended
finance, but their use needs to be expanded.

m  Where asset owners prefer to access emerging
markets opportunities through third-party
investment managers, assessing their responsible
investment practices can help establish their
credibility.

“Institutional investors have clear
potential to be part of the solution,
but they lack viable means to access
responsible investing opportunities
at scale. What is often missing is the
bridge for their huge pools of capital
to flow into development projects.”

OECD (2021) Mobilising institutional investors for financing sustainable
development in developing countries

Finding suitable investment opportunities is critical to
increasing emerging market investment flows, but this

is challenging as asset owners often face structural
constraints, such as only being able to invest in investment-
grade securities or lacking the resources and capabilities to
be innovative with investment opportunities.

Having mismatched expectations regarding minimum
investment sizes, risk vs reward and track record (when
assessing external managers) can also hold some asset
owners back from deploying capital.

PRIVATE EQUITY: FINDING OPPORTUNITIES TO
REDUCE TICKET SIZES

Interviewees highlighted private equity as an asset class
that offers opportunities for those willing to take a
creative investment approach, such as setting up specific
structures to access smaller deals or managers. One
asset owner has ringfenced US$500m to make impact
investments and will deploy individual US$5m tickets to
“get a seat at the table”. It also noted that smaller deals
can sometimes generate better returns.

Nonetheless, more innovative approaches are being
developed. Below we detail two examples of investment
products or structures that were highlighted during our
interviews as ways to ensure such capital directly supports
key sustainability outcomes. We also outline some of the
approaches that interviewees take when using investment
managers to access emerging markets opportunities more
broadly and the importance of ESG considerations in this
context.

GREEN AND SUSTAINABLE
DEVELOPMENT BONDS

Green and/or sustainable development bonds provide
one way for asset owners to access emerging market
opportunities that support sustainability outcomes,
particularly as bonds are still the principal way in which
many emerging markets countries access capital markets.
These bonds ensure that funds are ringfenced for a
specific purpose or outcome, which investors can use to
set mutually aligned KPIs. Investors have transparency on
what the proceeds are used for and see them as a means to
improve governance in certain jurisdictions — for example,
by building better understanding of the type of disclosure
and transparency mechanisms required by international
institutional investors.

More generally, the development of green and/or
sustainability bond markets presents an opportunity to
support knowledge transfer and capacity building on
sustainable finance in emerging economies:

= Acollaboration between the International Finance
Corporation (IFC) and the Climate Bonds Initiative
aims to support members to develop green bond
markets by enhancing collective knowledge, capacity
and awareness; developing technical resources; and
supporting the integration of ESG factors into all stages
of issuance and reporting.

m  The Inter-American Development Bank has developed
a Green Bond Transparency Platform that aims to
support better practice in the green bond market in
Latin America and the Caribbean, by:

= supporting the harmonisation and standardisation
of green bond reporting for issuers; and

= allowing users to analyse where bond proceeds are
invested and what environmental performance was
realised.
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GROWING INVESTOR AND ISSUER INTEREST As of December 2020, 15 emerging market sovereigns had
Interest in green and sustainable bonds is growing among issued a green, sustainable or social (GSS) bond, according
investors and issuers alike. Many interviewees highlighted to the Climate Bonds Initiative.

their willingness to invest in these issuances, particularly
when backed by or developed in collaboration with
multilateral institutions. Recent examples include:

Figure 4. Sovereign GSS bond issuance in 2020. Source:
Climate Bonds Initiative (2020) Sustainable Debt: Global
State of the Market 2020

= Egypt, which launched its first ever green bond in 2020

and earmarked the US$750m proceeds to finance public USs bn as of
investment projects aligned to at least one of the SDGs, Theme Market = Country 31/12/2020
under a framework developed with the World Bank.
= Mexico, which announced a US$890m SDG bond in DM | France 307
2020 that will finance projects in some of its most DM G 6
vulnerable and poorest municipalities — identified ermany 13.
through a geospatial study. . DM Netherlands 100
= The Asian Infrastructure Investment Bank, which
will target sustainable development in all its new bond DM Belgium 8.2
issuances. It will require annual reporting on a range of
social and environmental impacts tied to the SDGs on all DM Ireland 5.7
its investments at a project and portfolio level.
= Ecuador, which will finance investment in affordable DM Sweden 23
and decent housing using a US$400m sovereign
social bond - the world’s first — guaranteed by the DM Hong Kong 1.0
InterAmerican Development Bank. This aligns with the )
country’s commitments on various SDGs. EM Chile 6.2
Green bonds
EM Poland 4.3
EM Indonesia 3.1
EM Hungary 1.9
EM Egypt 0.8
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EM Nigeria 0.1
EM Fiji 0.05
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Sustainability EM Thailand 21
bonds EM Mexico 0.9
EM South Korea 0.5
EM Chile 21
Social bonds EM Guatemala 1.7
EM Ecuador 0.7
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The COVID-19 pandemic has exacerbated government However, green and sustainability bond issuance from

financing needs and sparked further interest in GSS bonds. emerging markets remains relatively small as a proportion
According to UNCTAD’s World Investment Report 2020, of overall issuance, as demonstrated in Figure 5. Of the

the value of COVID-19 response bonds - issued to focus on US$700bn in GSS bonds issued in 2020 globally, only 20%
relief provision and SDGs such as good health and wellbeing (US$140bn) originated from emerging market countries, the
- reached US$55bn by mid-April 2020, surpassing the vast majority of which came from China.”

US$13bn in social bonds issued in 2019.

Figure 5: Proportion of emerging market GSS bonds issuance (2014 — 2020). Source: Climate Bonds Initiative
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IMPROVING BOND ACCESSIBILITY

Despite their interest, interviewees noted that poor
communication from issuing countries means GSS
bonds are not always easily accessible. Stock exchanges
in several markets are taking steps to improve their
visibility, however, by launching dedicated green or
sustainable bond sections to showcase them, including
Mexico, Chile, India, Nigeria, China and Indonesia.’®

17 See Climate Bonds Initiative Data Platform.

18 See the Sustainable Stock Exchanges Initiative database or the Climate Bonds Initiative Green Bond Segments on Stock Exchanges.
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BLENDED FINANCE

The strategic use of development finance to mobilise
additional capital towards sustainable development™ has
attracted much attention for its potential to make projects
and companies more investible.

Mechanisms such as first-loss guarantees, currency hedging
and risk insurance can lower the risk for institutional
investors, making blended finance an important tool for
attracting increased investment to projects that contribute
to the SDGs and climate goals, as recognised by the NZAOA
and the GISD. The latter published a report in 2020,
Renewed, Recharged and Reinforced: Urgent actions to
harmonize and scale sustainable finance, calling for a global
blended finance fund to be established to rapidly scale up
investments that contribute to the SDGs.
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However, despite the increased attention it has received,
the scale of blended finance activities remains small (see
Figure 6) compared to overall financing needs. Research
by Convergence, a global network for blended finance,
highlights that more private capital needs to be mobilised
through blended finance structures by multilateral
development banks (MDBs) and other public institutions.

To this effect, the Business and Sustainable Development
Commission’s Blended Finance Taskforce recommended
that MDBs set ambitious targets for mobilisation,
standardise products, reduce transaction times, pool assets
and recycle them off their balance sheets, and create shifts
in incentives and capabilities. These are all measures that
could help improve the attractiveness of blended finance
opportunities to institutional investors.

Figure 6: Blended finance flows 2010 — September 2021. Source: Convergence (2021) The State of Blended Finance 2021.
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The challenge here is not just financial — creating enough
bankable projects to invest in is equally important.

For example, the SDG Investment Fund, a blended finance
fund managed by the Danish development finance
institution IFU, had total commitments of around €650m

in 2018, but it had only managed to deploy 46% to active
investments by its third year due to a lack of such projects.?®
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Bankable projects can grow if emerging market
governments develop the market conditions to enable them
— with technical support from multilateral institutions and
other stakeholders, as discussed in Creating an enabling
environment.

19 Taken from the OECD definition — see https://www.oecd.org/dac/financing-sustainable-development/blended-finance-principle

20 OECD (2021) Mobilising institutional investors for financing sustainable development in developing countries



https://www.unepfi.org/publications/scaling-blended-finance/
https://www.un.org/development/desa/financing/document/renewed-recharged-and-reinforced-urgent-actions-harmonize-and-scale-sustainable-finance
https://www.un.org/development/desa/financing/document/renewed-recharged-and-reinforced-urgent-actions-harmonize-and-scale-sustainable-finance
https://www.convergence.finance/resource/3cpgfofIUn2QY8rFEV2IFt/view
http://businesscommission.org/our-work/new-consultation-paper-better-finance-better-world
https://www.convergence.finance/blended-finance/2021
https://www.oecd.org/dac/financing-sustainable-development/blended-finance-principles/
https://www.oecd.org/officialdocuments/publicdisplaydocumentpdf/?cote=DCD(2021)11&docLanguage=En

MANAGER SELECTION

While some asset owners access emerging markets
investment opportunities directly, others use third-party
investment managers. Interviewees highlighted various
approaches to doing so, including:

= Allocating to large investment managers and funds:
Some asset owners prefer to invest in large emerging
markets-focused funds run by some of the world’s
biggest investment managers — such as KKR, which
closed a US$15bn Asia-Pacific-focused fund in April
2021, or Hillhouse Capital, which raised US$18bn for
its most recent fund. They do so for several reasons,
including cost considerations, to gain exposure to
a broader range of investments and economies, or
familiarity with bigger managers compared to smaller
specialists. However, some interviewees expressed
concern that this approach can exclude smaller
managers and lead to more investments in larger
companies rather than the small and medium-size
enterprises that may have more urgent capital needs.

= Investing in funds of funds: Some asset owners prefer
to use a fund of funds structure for their emerging
market investments - even if they wouldn’t take this
approach for their developed market investments - as
it can provide highly diversified exposure to managers,
markets and opportunities that they would otherwise
not have access to.

= Allocating to managers with specific expertise:
Others increasingly look to investment managers with
specific regional expertise, rather than firms that cover
all emerging markets, on the basis that they better
understand those geographies and the ESG factors that
are most material to them.

Regardless of their overall investment objectives, most
interviewees emphasised the importance of assessing a
manager’s responsible investment approach to establish
their credibility. Although relevant to manager selection in
all markets, it is considered particularly relevant in emerging
markets, because strong ESG and sustainability capabilities
can:

=  better distinguish which factors are most relevant per
country, given the diversity of emerging markets (see
also Asset allocation and ESG incorporation and active
ownership sections);

= ease the reluctance that some asset owners have
to invest with managers that lack an established
investment track record; and

=  offset the lack of quality emerging markets ESG data
that is readily available, particularly if managers develop
their own data and analytics beyond what third-party
firms can provide (see also ESG data in emerging
markets).

MANAGER SELECTION, APPOINTMENT AND
MONITORING RESOURCES

The PRI has produced guidance for asset owners on

embedding ESG requirements into manager search,
selection, appointment and monitoring processes. These

can be found at https://www.unpri.org/investment-tools

asset-owner-resources.


https://www.businesswire.com/news/home/20210405005419/en/KKR-Closes-US15-Billion-Asian-Fund-IV
https://www.businesswire.com/news/home/20210405005419/en/KKR-Closes-US15-Billion-Asian-Fund-IV
https://www.businesswire.com/news/home/20210405005419/en/KKR-Closes-US15-Billion-Asian-Fund-IV
https://www.bloomberg.com/news/articles/2021-05-07/hillhouse-builds-investing-war-chest-with-18-billion-fund-raise
https://www.bloomberg.com/news/articles/2021-05-07/hillhouse-builds-investing-war-chest-with-18-billion-fund-raise
https://www.unpri.org/investment-tools/asset-owner-resources
https://www.unpri.org/investment-tools/asset-owner-resources
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ESG INCORPORATION AND ACTIVE

OWNERSHIP

KEY TAKEAWAYS

= Emerging markets investors apply responsible
investment practices at the investee level to manage
risks and unlock value. Some also do so to potentially
generate more positive real-world outcomes than
they can with many developed markets investments.

= The many tools and frameworks available to support
investors doing so are relevant across jurisdictions.
To be effective, an understanding of how they apply
in varying local contexts is required.

= Several organisations are using sustainability
outcomes to further assess individual investments —
by using the SDGs or nationally defined contributions
for example.

= Improving the ESG performance of investees
through engagement is an important part of being a
responsible investor — potential holdings should not
necessarily be dismissed as laggards if they do not
initially meet certain standards or criteria.

= There are several challenges to engagement in
emerging markets and investors should consider how
these can be mitigated so they can fulfil their duties
as responsible stewards of capital.

Emerging markets investors — whether investment
managers or asset owners — can apply responsible
investment practices at the investee level to manage risks
and unlock value.

Some investors also do so to potentially generate more
positive real-world outcomes than they can with many
developed markets investments.

Below we detail some of the considerations and challenges
investors face when undertaking ESG incorporation and
active ownership, and — where they do so — when looking to
shape sustainability outcomes within those practices.

ASSESSING ESG FACTORS

Most interviewees agreed that while key ESG factors are
often assessed in the same way across many different
developed markets, assessing them in emerging markets
requires real understanding of each country’s nuances and
contexts.

For example, labour standards can be considered reasonably
homogenous across much of the EU but can vary
significantly in emerging markets, including within the same
region — indeed, 86% of the world’s informal employment is
in emerging countries, the International Labour Organisation
estimates.

“You need [to take] a nuanced
approach in the implementation of
ESG standards, as they can differ
between countries [given their
different] cultures, legislation, business
integrity and corruption [risks]. It
needs to be done on a case by case
basis.”

Developed markets-based investment manager

Interviewees also highlighted that greater emphasis is often
placed on social and governance factors than environmental
factors - that in turn requires investors to adopt different
approaches to understanding and managing these critical
issues.

For example, in Latin America, many economies and
companies depend on ‘dirty’ industries such as mining,

oil and gas, and cement. In this context, while investor
support for decarbonisation efforts is hugely important,
more consideration must be given to the jobs and broader
socio-economic development that those industries support.
Failing to do so risks further exacerbating the already-high
levels of poverty in the region. This could subsequently drive
greater levels of inequality, political instability and unrest
and undermine longer-term growth prospects.

Investors therefore have a significant responsibility to
understand and help address these long-term challenges
as they engage with governments and companies — from
the perspective of facilitating the transition to a cleaner
economy (see The just transition and emerging markets)
and of advancing human rights, an agenda that will grow in
importance for investors in the years ahead.



https://www.ilo.org/global/publications/books/WCMS_626831/lang--en/index.htm
https://www.ilo.org/global/publications/books/WCMS_626831/lang--en/index.htm
https://www.unpri.org/human-rights-and-labour-standards/why-and-how-investors-should-act-on-human-rights/6636.article
https://www.unpri.org/human-rights-and-labour-standards/why-and-how-investors-should-act-on-human-rights/6636.article

THE JUST TRANSITION AND EMERGING
MARKETS

Investors need to be cognisant of the just transition,

a concept incorporated in the 2015 Paris Agreement
to signal the importance of minimising negative
repercussions from climate policies and maximising
positive social outcomes for workers and communities.

It involves adopting a holistic approach to transitioning
to a climate-resilient, net-zero economy that takes into
account the social implications on workers, communities
and consumers.

This can be more difficult in emerging markets due to
existing levels of inequality, limited social safety nets, and
a lack of resources to support workers or communities
to retrain or find alternative sources of income, as

well as emerging markets’ broader and more pressing
developmental needs.

“A lot of families depend on these
jobs — so there is a conflict between
environmental and social [factors]
and you cannot take the traditional
approach that investors in Europe or
US may take. We are trying to learn
from developed market experiences
but also to adapt to our reality.”

Emerging markets-based asset owner

Developing the expertise internally to assess ESG factors in
an emerging markets context — whether in a dedicated team
or more broadly across the organisation — can take time and
resources.

However, in the absence of widespread coverage of
emerging markets by ESG data providers (see ESG data in
emerging markets), this is regarded as a necessity by most
emerging markets-focused managers.

Many firms use external consultants to support this work,
although interviewees noted that environmental expertise is
more prevalent than social and governance expertise among
such third-party organisations.

Private markets investors also highlighted that frameworks
such as the IFC’s Environmental and Social Performance
Standards are an excellent starting point for work on
identifying ESG risks and opportunities. Many other DFIs
have similar frameworks of their own.

ASSESSING OPPORTUNITIES THROUGH AN
OUTCOMES LENS

Several organisations are using sustainability outcomes to
further assess individual investments:

= The SDGs: One private markets investor interviewed
cited an investment in a company providing temporary
energy solutions for social infrastructure such as
hospitals and schools. The investor used the SDGs to
help identify the social benefits that the deal could
deliver, while at the same time working with the
company post-investment to mitigate the negative
impact caused by using high-emission fuels, helping the
investee transition to cleaner technology.

= The Nationally Defined Contributions (NDCs): Another
investor highlighted how it considers opportunities
in the context of each individual country’s climate
trajectories in their NDCs under the Paris Agreement.
An investment in a (more developed) country may
be rejected because its associated emissions are too
high, but the same type of investment in a different
(less developed) country may be accepted because the
emissions fall within its climate trajectory, and because
of the wider societal benefits the investment can bring.

“We evaluate across the SDGs and
how an investment impacts on [them],
both positively and negatively. We look
to the opportunities to improve over
time, by decreasing the negatives.”

Developed markets-based investment manager


https://www.ifc.org/wps/wcm/connect/Topics_Ext_Content/IFC_External_Corporate_Site/Sustainability-At-IFC/Policies-Standards/Performance-Standards
https://www.ifc.org/wps/wcm/connect/Topics_Ext_Content/IFC_External_Corporate_Site/Sustainability-At-IFC/Policies-Standards/Performance-Standards
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INVESTING FOR IMPACT — NORSAD FINANCE

Norsad Finance invests for impact in the Southern
African region (across the Southern Africa Development
Community), providing direct debt financing of US$5m
to US$10m to financial institutions and to mid-market
companies for growth and development. Norsad’s
principal objective is to contribute to private sector
development by providing funding to enterprises that:

= are financially, socially and environmentally
sustainable;

= create jobs with decent working conditions;
= adopt good governance practices; and

= contribute to economic growth and poverty
alleviation.

To achieve this, all its investments go through a rigorous
ESG and impact screening assessment, and it helps
investee companies to formulate and implement
adequate internal social and environmental policies.
Norsad’s impact goals and objectives are selected to
closely align with regional development priorities for
the countries within the Southern African Development
Community region, and with the SDGs. This means that
any impact outcomes achieved should be appropriate to
the local context and country needs.

Further detail can be found in Norsad Finance’s winning
entry to the PRI Awards 2021 for Emerging markets
initiative of the year.

RESOURCES FOR ASSESSING IMPACT

Frameworks such as the IFC’s Operating Principles for
Impact Management have been developed in recent
years to support investors with their work on impact
assessment and disclosure. Other tools highlighted
through our research include:

m  The SDG Index, which identifies and tracks countries’
progress towards the SDGs and which some
investors are using to identify where to invest with
impact; and
The SDG Investor Platform, which provides data,
information and insights on investment opportunities
with potential to contribute to sustainable
development.

BUILDING ON EXISTING ESG
PRACTICE

That ESG practice always lags in emerging markets is

a common misconception. Interviewees highlighted
that engaging with some emerging markets-based
companies is easier, because they are aware that
improving their business practices and generating good
ESG performance can increase their access to foreign
investment.

For example, Africa-focused private equity firm

Adenia Partners acquired Mauvilac, a decorative

paint company in Mauritius, in July 2014. It embarked

on a transformation plan with the company to help

it meet international sustainable standards and
infrastructure, including developing Go-Green, the first
range of environmentally friendly paints in Mauritius,
implementing sustainable waste management and
solvent recycling systems. According to Adenia Partners,
Mauvilac is now in line with ISO 9001, ISO 14001 and ISO
45001 for quality, environmental and occupational health
and safety management respectively. Furthermore,
these initiatives led to strong interest from various
strategic and financial buyers during an exit process that
ultimately led to Mauvilac’s sale, in April 2020, to Akzo
Nobel.

In private markets, the role of DFIs and/or donors as the
traditional sources of much investment has also meant
that many companies and projects in those markets have
applied thorough ESG practices far longer than their
developed market counterparts. These practices are a
fundamental condition of development or donor capital
and such investments often include significant technical
support to ensure that the appropriate ESG standards
are met.

Moreover, some private equity interviewees emphasised
the importance of working with local venture capital or
investor associations to provide training — for example,
on responsible investment or on working with asset
owners from developed markets - to help grow capacity
at the investment manager level.

The PRI is developing its own mentorship programme
to foster knowledge sharing and transfer on responsible
investment between asset owners in developed markets
and their counterparts in emerging markets.



https://www.unpri.org/showcasing-leadership/winners-of-the-pri-awards-2021/8621.article#Emerging_markets_initiative_of_the_year
https://www.impactprinciples.org/
https://www.impactprinciples.org/
https://dashboards.sdgindex.org/chapters/executive-summary
https://sdginvestorplatform.undp.org

IMPROVING PERFORMANCE THROUGH
ACTIVE OWNERSHIP

Improving the ESG performance of investees is an important
part of being a responsible investor and interviewees
stressed that potential holdings should not necessarily be
dismissed as laggards if they do not meet certain standards
or criteria — rather, investors should assess how they can
improve.

This is particularly important given the poor ESG data
coverage of emerging markets companies and investor
perceptions regarding their potentially lower operating
standards and business practices.

Going one step further, investors that want to align their
approach with Active Ownership 2.0 could consider how
their investments shape sustainability outcomes and the
impact this could have on employees, communities and the
broader economy, alongside returns. This reflects the PRI’s
work on investors shaping SDG outcomes.

“[It is] much better to invest in
companies not yet at the top but
which have the potential to be best-in-
class. The easy thing is to exclude; [in
the] long term you should include and
engage.”

Developed markets-based investment manager

Below we highlight some of the challenges associated with
undertaking engagement in emerging markets, as well as
some of the factors that can potentially mitigate these.

LACK OF FAMILIARITY WITH ENGAGEMENT

The concept of engagement is not always well understood
and investors may need to dedicate more time or resources
to articulating the value they bring.

Regardless, responsible investors have a duty to be active
stewards of capital. For PRI signatories, this is enshrined in

Principle 2.

If engaging individually is not effective or feasible,
collaborative engagement provides another route for
fulfilling this duty.® This is also a core component of the
PRI's Active Ownership 2.0, which prioritises delivering
outcomes on systemic issues. This can only be achieved
through enhanced collaborative engagement, where
investors coordinate on specific objectives while taking
some actions individually.

Research on PRI-coordinated collaborative engagements
between 2007 and 2017 found that success rates increased
by about one-third when there was a lead investor heading
the dialogue on behalf of a coalition. They were particularly
enhanced when that investor was headquartered in the
same region as the target firm.

It noted: “For maximum effect, coordinated engagements
on ESG issues should have a lead investor that is well suited
linguistically, culturally and socially to influencing target
companies.” This is particularly important in emerging
markets, given their diversity.

“The value that the investor brings,
through the due diligence it does,

its gap analysis against the IFC
Performance Standards etc [needs
to be] articulated ... in a way that the
[investee] can understand.”

Development markets-based investment manager

21 Institutional investors that wish to participate in collaborative engagement need to understand any potential regulatory requirements that their collaborative efforts may trigger in

some jurisdictions. For example, see Acting in concert and collaborative shareholder engagement, South Africa.


https://www.unpri.org/investment-tools/stewardship/active-ownership-20
https://www.unpri.org/sustainable-development-goals/investing-with-sdg-outcomes-a-five-part-framework/5895.article
https://www.unpri.org/pri/what-are-the-principles-for-responsible-investment
https://www.unpri.org/stewardship/active-ownership-20-the-evolution-stewardship-urgently-needs/5124.article
https://www.unpri.org/academic-research/local-leads-backed-by-global-scale-the-drivers-of-successful-engagement/537.article
C:\Users\jasmin.leitner\Downloads\bowmans-pri_acting_in_concert_and_collaborative_shareholder_engagement_-_sa_-_final (1).pdf

OWNERSHIP STRUCTURES

The predominance of family- or state-owned enterprises
can change the dynamics of an engagement, with investors
potentially having to navigate a range of political or private
considerations in the process. Company structures —
including their boards — may not always be institutionalised,
which can also affect investor engagement and its
outcomes.

Nonetheless, according to research by Credit Suisse, family-
owned businesses can have a longer-term focus compared
to non-family-owned companies, which can contribute to
their outperformance.

Emerging and frontier equities specialist East Capital points
out in its annual sustainability report that its starting point
for identifying potential investments (and the basis for its
engagement activities) is to assess a company’s ownership.

It notes that the more personal nature of company
management requires investors to have boots on the ground
- “you have to meet the owners, virtually if not physically.
While some shareholders may be reluctant to engage, those
in it for the long haul will most likely be glad to establish a
dialogue.”

INVESTMENT UNIVERSE LIMITS

Escalating an unsuccessful engagement with or divesting
from emerging markets holdings may be harder than in
developed markets, given the lack of potential alternative
investment options. Divestment may also be difficult where
a country or sector is financially significant to a portfolio or
index.

As a consequence, one asset owner noted that it has
developed a country engagement framework based on
the salience of human rights issues and is using that to
increase its engagement efforts with companies, including
obtaining information on their processes for human rights
risk management. This is aligned with the responsibility all
investors have to respect human rights.
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ACTIVE OWNERSHIP AND RESPECTING HUMAN
RIGHTS

Institutional investors have a responsibility to respect
human rights, as outlined in PRI (2021) Why and how
investors should act on human rights. Active ownership
is one way that investors can meet this responsibility, by
influencing investees to change wrongful practices that
are contributing to or causing harm. Investors’ influence
will vary across investment instruments and may be
limited — further guidance on what they should consider
in these circumstances are outlined in the paper. The
PRI has also published a series of case studies outlining
how signatories are considering human rights in their
responsible investment practices, and a paper on the
important role of sovereign debt investors in addressing
human rights issues.



https://www.credit-suisse.com/about-us-news/en/articles/news-and-expertise/family-businesses-take-on-esg-202009.html
https://www.eastcapital.com/globalassets/documents/sustainable-investments/east-capital-sustainable-investment-report-2020-2021.pdf
https://www.unpri.org/human-rights/why-and-how-investors-should-act-on-human-rights/6636.article
https://www.unpri.org/human-rights/why-and-how-investors-should-act-on-human-rights/6636.article
https://www.unpri.org/sustainability-issues/environmental-social-and-governance-issues/social-issues/human-rights-case-studies
https://www.unpri.org/sovereign-debt/human-rights-in-sovereign-debt-the-role-of-investors/9151.article

NEXT STEPS

To ensure that investment managers and asset owners can
meet their return objectives while contributing to closing
the funding gap in emerging markets, several challenges
need to be addressed. This requires investors, multilateral
institutions, service providers and governments to take
concerted, collaborative, long-term action across the areas
discussed in this paper.

Below we summarise some potential actions they can take,
which we would like feedback on. The PRI will assess how
it can support these by leading, facilitating or supporting
relevant initiatives, particularly where greater collaboration

between asset owners and investment managers is required.

CREATING AN ENABLING
ENVIRONMENT

Key challenges:

= The existence and implementation of sustainable
finance policy frameworks varies widely between
countries.

= ESG data provider coverage of emerging markets is
weak.

Suggested actions:

= [nstitutional investors and multilateral institutions
continue to engage with governments and local
regulators on developing and implementing sustainable
finance policy frameworks that align with the SDGs and
the Paris Agreement.

®=  Standard setters, institutional investors, corporates and
stock exchanges collaborate to improve capital market
disclosure practices.

= Interested stakeholders collaborate to engage with
ESG data providers to improve emerging markets data
coverage and methodologies.

ASSET ALLOCATION

Key challenges:

= Sustainability outcomes and ESG considerations are not
widely considered in strategic asset allocation.

= Asset owners can lack expertise to assess emerging
market risks and opportunities.

= Mainstream and ESG index composition can be
problematic for emerging markets, impacting asset
allocation decisions.

Suggested actions:

= Support investment consultants and asset owners to
develop strategic asset allocation frameworks that
consider sustainability outcomes.

= Relevant stakeholders collaborate and engage with
regulators, ESG data and index providers to expand
emerging markets coverage and improve index and
rating methodologies.

= Developed and emerging markets-based asset owners
share their experiences to develop best practices.

SUPPLY OF INVESTABLE
OPPORTUNITIES

Key challenges:

= Accessing opportunities and bankable projects that:
= adhere to green/SDG standards; and
= meet investors’ liquidity and risk constraints.

= Poor signposting of green/SDG investment
opportunities.

= Not enough private capital mobilisation by MDBs and
other public institutions.

Suggested actions:

= Continue knowledge and capacity-building efforts to
help institutional investors access:

= sustainable investment opportunities (such as GSS
bonds, blended finance); and
= local partners, data and risk mitigation tools.
= Further align incentives between donors, DFls and
institutional investors.

= Investors seek out opportunities to participate in and/or
support asset class-specific activities that aim to grow
opportunities and capacity in emerging markets.



ESG INCORPORATION AND ACTIVE
OWNERSHIP

Key challenges:

Cultural and structural differences in the understanding
and application of active ownership.

Insufficient local ESG and impact knowledge and
experience.

Suggested actions:

Raise awareness about the different engagement
approaches and how to identify critical sustainability
issues in local contexts.

International and local investors find opportunities to
engage collaboratively, share information and develop
best practice.

Continue partnerships between DFls and local emerging
market partners (investors, government agencies,
regulators etc) to provide ongoing technical support on
responsible investment.
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The PRI would welcome feedback from signatories on these suggested actions and what we can do to support them
as we look to further develop our work programmes in this area.

Contact us at em@unpri.org.
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APPENDIX

IMF EMERGING AND DEVELOPING ECONOMIES

Afghanistan
Albania

Algeria

Angola

Antigua and Barbuda
Argentina
Armenia

Aruba

Azerbaijan

The Bahamas
Bahrain
Bangladesh
Barbados

Belarus

Belize

Benin

Bhutan

Bolivia

Bosnia and Herzegovina
Botswana

Brazil

Brunei Darussalam
Bulgaria

Burkina Faso
Burundi

Cabo Verde
Cambodia
Cameroon

Central African Republic
Chad

Chile

China

Colombia
Comoros
Democratic Republic of the Congo
Republic of Congo
Costa Rica

Cote d’lvoire
Croatia

Djibouti

Dominica
Dominican Republic
Ecuador

Egypt

El Salvador
Equatorial Guinea
Eritrea

Eswatini

Ethiopia

Fiji

Gabon

The Gambia

Georgia
Ghana
Grenada
Guatemala
Guinea
Guinea-Bissau
Guyana
Haiti
Honduras
Hungary
India
Indonesia
Iran

Irag
Jamaica
Jordan
Kazakhstan
Kenya
Kiribati
Kosovo
Kuwait
Kyrgyz Republic
Lao PD.R.
Lebanon
Lesotho
Liberia
Libya
Madagascar
Malawi
Malaysia
Maldives
Mali
Marshall Islands
Mauritania
Mauritius
Mexico
Micronesia
Moldova
Mongolia
Montenegro
Morocco
Mozambique
Myanmar
Namibia
Nauru

Nepal
Nicaragua
Niger
Nigeria
North Macedonia
Oman
Pakistan

Palau

Panama

Papua New Guinea
Paraguay

Peru

Philippines
Poland

Qatar

Romania

Russia

Rwanda

Samoa

Sdo Tomé and Principe
Saudi Arabia
Senegal

Serbia

Seychelles

Sierra Leone
Solomon Islands
Somalia

South Africa
South Sudan

Sri Lanka

St. Kitts and Nevis
St. Lucia

St. Vincent and the Grenadines

Sudan

Suriname

Syria

Tajikistan

Tanzania

Thailand
Timor-Leste

Togo

Tonga

Trinidad and Tobago
Tunisia

Turkey
Turkmenistan
Tuvalu

Uganda

Ukraine

United Arab Emirates
Uruguay

Uzbekistan

Vanuatu

Venezuela

Vietnam

West Bank and Gaza
Yemen

Zambia

Zimbabwe
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The Principles for Responsible Investment (PRI)

The PRI works with its international network of signatories to put the six Principles
for Responsible Investment into practice. Its goals are to understand the investment
implications of environmental, social and governance (ESG) issues and to support
signatories in integrating these issues into investment and ownership decisions. The
PRI acts in the long-term interests of its signatories, of the financial markets and
economies in which they operate and ultimately of the environment and society as
a whole.

The six Principles for Responsible Investment are a voluntary and aspirational set of
investment principles that offer a menu of possible actions for incorporating ESG is-
sues into investment practice. The Principles were developed by investors, for inves-
tors. In implementing them, signatories contribute to developing a more sustainable
global financial system.

Principles for
Responsible
Investment

n
More information: www.unpri.org .==PRI

The PRI is an investor initiative in partnership with
UNEP Finance Initiative and the UN Global Compact.

United Nations Environment Programme Finance Initiative (UNEP FI)

UNEP Flisaunique partnership between the United Nations Environment Programme
(UNEP) and the global financial sector. UNEP FI works closely with over 200
financial institutions that are signatories to the UNEP FI Statement on Sustainable
Development, and a range of partner organisations, to develop and promote linkages
between sustainability and financial performance. Through peer-to-peer networks,
research and training, UNEP Fl carries out its mission to identify, promote, and realise
the adoption of best environmental and sustainability practice at all levels of financial
institution operations.

UN®

More information: www.unepfi.org S || e

programme initiative

United Nations Global Compact

The United Nations Global Compact is a call to companies everywhere to align their
operations and strategies with ten universally accepted principles in the areas of hu-
man rights, labour, environment and anti-corruption, and to take action in support
of UN goals and issues embodied in the Sustainable Development Goals. The UN
Global Compact is a leadership platform for the development, implementation and
disclosure of responsible corporate practices. Launched in 2000, it is the largest cor-
porate sustainability initiative in the world, with more than 8800 companies and
4,000 non-business signatories based in over 160 countries, and more than 8o Local
Networks.

More information: www.unglobalcompact.org @;j gg;eafgoﬁggft
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