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ESG is one of five factors in our structural issuer analysis
This assessment is critical in managing downside credit risk

In 24% of cases, ESG risks have material impact on our fundamental views

ESG considerations have been integral to our investment process since 2010, and are an essential part of our
sustainable investing methodology in fundamental credits. Consistently integrating ESG information in our bottom-
up credit analysis, and thus avoiding defaults or distressed situations, has helped us reduce downside risks in our
credit portfolios. We strongly believe that using financially material ESG information leads to better-informed
investment decisions and benefits society.

Robeco offers a range of approaches and tools to make a credit portfolio more sustainable. Among these are
exclusion, ESG integration, engagement, environmental footprint reduction, green bonds, our SDG framework and
our climate investing methodology. We focus in this article
on ESG integration.
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Issuer selection as a key performance driver Taeke Wlersma

Issuer selection is the most important performance driver in Head of credit research
our credit capability. It is a two-step approach, with the credit
analysts conducting thorough fundamental credit research
and the portfolio managers selecting the most attractive
credits during portfolio construction.

The credit analyst forms a view about the credit
fundamentals of an issuer, based on its rating. This view
expresses the current state of credit fundamentals as well as
its expected development. The rationale for this setup is that
in a perfect world, all credits with similar ratings and
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maturities should trade at identical spreads. However, in reality, there are many possible reasons for credit spreads to differ
between issuers, including uncertainty about future rating changes, differences in operating performance, ESG
considerations, uncertainty about management strategy — such as decisions around acquisitions and divestments —and
predictability of operating results. These spread differentials create attractive investment opportunities.

ESG as one of five pillars in the Fundamental score

The key focus of our credit analysis is the cash-generating capacity of the issuer, the quality of cash flows, and the ability to
repay debt. We assess five factors to reach a conclusion on this. This conclusion is expressed in the form of a fundamental
score, referred to as an F score. The issuer’s ESG profile is one of these five factors.

Figure 1 | The five pillars of our credit analysis
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The F score in short

The F score expresses the overall fundamental view on a company based on its credit rating, and can range from -3
(low) to +3 (high). For example, a score of -3 indicates that the credit’s fundamentals are extremely weak given the
current rating or that the fundamentals are expected to deteriorate substantially. A positive F score indicates that the
analyst views the issuer’s credit fundamentals to be (quite) strong for its rating. An F score of zero implies the analyst
believes the credit fundamentals of the issuer to be in line with its current rating.

Note that fundamental scores do not necessarily reflect expectations of the credit rating going forward, and that
companies with both high credit ratings as well as those with low credit ratings could have high fundamental scores.
In addition to the fundamental score, every investment thesis contains an investment recommendation and a view on
the attractiveness of the valuation.

The other variables that contribute to the F score are the company’s business position, corporate strategy, financial profile
and corporate structure. Rather than being standalone, the five factors are often inter-related. For instance, a change in
ownership can have an impact on a company’s financial position, and an international expansion strategy may introduce
country-specific risks into the business position.

Business position: we assess a range of factors such as the company’s market position, revenue by segment and by
geography, industry trends, growth rates, cyclicality, margins, the threat of substitutes, and sovereign risk.
Strategy: we evaluate the type of products, the geographic focus, risk appetite, acquisitive stance, and the strategy
relative to shareholders and bondholders.

The examples in this article are for information purposes only and not intended as investment advice in any way
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Financial position: we assess the company’s cash-generating capacity, financial forecasts, leverage, capitalization,
liquidity, pension deficits, capex, asset coverage and expected recovery.

Corporate structure and covenants: we analyze the quality of covenants, restricted payments, permitted collateral,
maximum leverage, maintenance versus incurrence tests, and the position of the issuing entity within the corporate
structure.

Sustainability: we analyze each issuer to determine how it is positioned in terms of the key ESG factors defined by our
team for each industry, including climate change considerations, and how this could affect fundamental credit quality.
More detail on this process is provided in the next section.

ESG analysis is fully integrated into our bottom-up security analysis —and for good reason: it enables us to avoid the losers
in the universe of credit assets. Many credit events can be attributed to issues such as poorly designed governance
frameworks, environmental issues or weak health-and-safety standards. We believe that by looking at ESG factors, we get a
better and more complete picture of the companies we invest in, which supports our focus on selecting only quality assets
for our portfolios.

A more detailed look at how ESG factors shape credit quality

A four-fold evaluation of ESG risks
Our assessment of ESG factors and their implications for an issuer’s fundamental credit quality considers four elements.

These range from the impact of the product or service produced, to the company’s governance system and decarbonization
strategy.

Figure 2 | The role of ESG integration in fundamental credit analysis
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Product impact: our view is that companies offering unsustainable products and services (e.qg., oil, tobacco, refinery
services, oil field services, manufacturers of internal combustion engine cars, coal miners) face additional risks.
Demand for these products may shrink, while stricter environmental requlations may further constrain a firm’s business
model and result in higher capex and R&D expenses. The issuer’s SDG score, determined by our proprietary framework
which draws from the UN Sustainable Development Goals, helps to inform our assessment of the product impact. An
overview of our SDG methodology is provided below.

Governance: we rely on a variety of inputs to assess the quality of the governance framework. These are the S&P

Corporate Sustainability Assessment scores, Glass Lewis and the Sustainalytics risk scores.

The examples in this article are for information purposes only and not intended as investment advice in any way
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Key ESG factors: this step is aimed at determining how a firm is positioned in terms of our list of key ESG factors for
each sector and sub-sector. The process starts with an analyst assessment that incorporates a range of inputs, including
our research and meetings with management, the company profile reports created by our Sl research team, the S&P
Corporate Sustainability Assessment, Sustainalytics risk scores, and the company'’s track record in conduct.

Depending on the company, other factors may be relevant, too. If a firm has been involved in a bribery scandal, for
example, it would be important to examine this issue — even if bribery is not considered a key risk factor for the industry
in which the issuer operates.

Climate strategy: climate change has a prominent role in our credit research process. Our analysts follow a formal
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