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Key Takeaways

- Global issuance of sustainability-linked debt instruments will likely surpass $200 billion
this year, driven by ongoing sustainability-linked loan market growth and an
acceleration in sustainability-linked bond issuance.

- Sustainability-linked instruments will broaden the universe of issuers who can obtain
sustainable financing to those who may not have sufficient capital expenditures
connected to sustainability projects, are at the beginning of their sustainability journeys,
or are in transition and hard-to-abate sectors.

- Banks will also spur growth given their need to fulfill corporate objectives relating to the
share of impact financing within their lending books.

- Companies will use sustainability-linked instruments to fund innovative environmental
technologies and a broader range of social and governance key performance indicators
(KPIs) will proliferate.

- The sustainability-linked concept will likely expand beyond the classic
sustainability-linked loan or sustainability-linked bond structures into other instrument
types including the newly developed sustainability-linked green bond that combines use
of proceeds and sustainability-linked bond models.

- The need for transparency and effective sustainability-related disclosure practices to
avoid "ESG-washing" is crucial to expanding the practice of linking loan and bond pricing
to environmental, social, and governance (ESG) performance.

The issuance of sustainability-linked debt instruments--including sustainability-linked loans
(SLLs) and sustainability-linked bonds (SLBs) is on the rise worldwide. S&P Global Ratings expects
SLL and SLB issuance to surpass $200 billion this year. Total sustainability-linked debt issuance
exceeded $130 billion in 2020, according to Bloomberg, up nearly 300% from 2018 levels (see
chart 1).
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Chart 1

In contrast to other types of sustainable debt instruments, including green, social, or
sustainability bonds or loans, sustainability-linked instruments, aren't dependent on dedicating
issuance proceeds to defined environmental or social projects. Instead, a borrower can apply the
label to any type of loan or bond instrument that directly links funding costs to achieving
predetermined sustainability performance targets (SPTs). The use of proceeds, which isn't usually
identified when the loan or bond is issued, could be for any general corporate purpose.

Sustainability-Linked Debt Instruments Defined

Sustainability-linked loans are defined by the Loan Market Assn. (LMA), Asia Pacific Loan
Market Assn. (APLMA), and Loan Syndications and Trading Assn. (LSTA) as any type of loan
instruments and/or contingent facilities (such as bonding lines, guarantee lines, or letters
of credit) which incentivize the borrower's achievement of ambitious, predetermined
sustainability performance objectives.

Sustainability-linked bonds are defined by the International Capital Markets Assn. (ICMA)
as any type of bond instruments for which the financial and/or structural characteristics
can vary depending on whether the issuer achieves predefined sustainability/ESG
objectives.
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Given the greater flexibility in proceed use, sustainability-linked instruments have the potential to
broaden the universe of issuers who can obtain sustainable financing. Issuers unable to issue a
use of proceeds instrument (i.e., green, social, or sustainability bond or loan) because they don't
have sufficient capital expenditures connected to sustainability projects could still tap the
sustainable debt market. This includes companies in the consumer discretionary and health care
sectors. It also includes smaller issuers that might lack the capacity to implement effective
tracking or reporting practices required for use of proceeds instruments; issuers at the beginning
of their sustainability journeys; and those in transition and hard-to-abate sectors such as
industrials or materials (see charts 2a and 2b). Sustainability-linked instruments allow such
issuers to highlight their green or social commitments and reinforce their sustainability strategy
to investors, lenders, and the public.

Hard-To-Abate Sectors Including Industrials And Materials Are Far More Prominent In The SLB
Market Than In The Green Bond Market

Chart 2a Chart 2b

Challenges And Risks Remain With The New Asset Class

Despite the innovative features and characteristics of sustainability-linked instruments, and the
rapid surge in issuance over the past few years, key challenges for the sustainability-linked debt
market still exist.
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Global Standards And Principles Are Driving Best Practices

The need for transparency and effective sustainability-related disclosure practices to avoid
ESG-washing is crucial to growing the practice of linking loan and bond pricing to ESG
performance. In our opinion, "The Sustainability Linked Loan Principles" (SLLP), published by the
LMA, APLMA, and LSTA in March 2019 and the Sustainability-Linked Bond Principles (SLBP)
published by ICMA in June 2020 are key to promoting market discipline. These voluntary
guidelines provide a standard set of best practices for issuance of sustainability-linked
instruments (see Key Components of the SLLP and SLBP). While the SLLP and SLBP are largely
similar, the SLBP promote greater transparency and requires post issuance verification of an
issuer's performance against its targets be made publicly available. According to ICMA, this can
consequently expose the issuer's strategy, goal-setting, and deliverables to the broader market,
with the potential for a greater impact on the issuer's reputation. The LMA, APLMA, and LSTA are
currently in the process of updating the SLLP to better align them with the SLBP; this should help
ensure coherence and integration between the loan and bond markets.
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Key Components Of The SLLP And SLBP

The SLLPs have four core components:

- Relationship to Borrower's Overall Sustainability Strategy: Communicating how a
sustainability-linked loan product fits into the borrower's broader social responsibility
strategy.

- Target Setting: Setting appropriately ambitious SPTs for each transaction.

- Reporting: Reporting practices on progress in meeting SPTs.

- Review: The value of using a third party to review and verify a borrower's performance
against its SPTs.

The SLBPs have five core components:

- Selection of KPIs: Selecting KPIs that are relevant, core, and material to the issuer's
strategy, measurable or quantifiable, externally verifiable, and able to be benchmarked.

- Calibration of SPTs, which are set before or concurrently with the issuance of the bond
and go beyond the issuer's business as usual trajectory.

- Bond characteristics: Disclosing the KPI and SPT definitions and calculation
methodologies and the potential variation of the SLB's financial and/or structural
characteristics.

- Reporting: Reporting practices on progress in meeting SPTs.

- Verification: The value of using a third party to review and verify an issuer's performance
against its SPTs.

In addition, we believe new disclosure frameworks like the EU Green Taxonomy, which defines the
economic activities that meet the climate change mitigation and adaptation objectives of the EU,
will accelerate some degree of standardization over time, by applying a harmonized standard for
what can be marketed as environmentally sustainable or green (see "The EU Green Taxonomy:
What’s In A Name?," published Sept. 11, 2019).

Ultimately, we believe the sustainability-linked transition instrument market could grow rapidly as
transparency and disclosure requirements become more comprehensive and robust. Over 80% of
sustainability-linked bonds followed ICMA's SLBP in 2020 (see chart 3) and we expect this share
will increase over time, enhancing market integrity and consistency and helping mitigate investor
fears of ESG-washing in this rapidly evolving asset class.
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Chart 3

Sustainability-Performance Targets: Number And Complexity

In practice, SPTs can include any number of factors but are usually specific environmental, social,
and/or governance KPIs that track improvements in a borrower's or issuer's sustainability profile.
In some cases, an SPT could also be an overall ESG score assigned to the borrower or issuer from
an external provider. The SPT approach adopted in the market varies largely by instrument type.
Most SLLs are linked to more than one SPT or KPI (sometimes up to four or five) or to an overall
ESG score or rating that captures a combination of ESG indicators. On the other hand, SLB KPIs
are usually simpler in scope with one KPI being the most common structure (see chart 4).
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Chart 4

This distinction is largely attributable to the different market structures. SLLs are usually
syndicated by a small group of banks with deep in-house expertise and sophistication. The
increased level of interaction with these lenders makes it easier to track more complex SPTs on a
frequent basis (i.e., annually). On the other hand, the investor pool for SLBs is often large and
highly diversified. This increases demand for an SPT mechanism that is simpler and easier to
track, with SPTs usually concentrated on specific environmental or social factors (see chart 5). The
European Central Bank (ECB) for example, will only accept SLBs under its asset purchase program
linked to SPTs with environmental objectives such as those relating to climate change or
environmental degradation and doesn't consider improvements in ESG ratings or scores as
acceptable SPTs. While the SLB market is still developing, we believe KPIs will remain limited in
scope, and highly concentrated on environmental factors, at least for the next few years.
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Chart 5

Pricing Mechanisms: Financial And Structural Impacts

The cornerstone of a sustainability-linked instrument, according to ICMA, is that its financial
and/or structural characteristics can vary depending on whether the predefined SPTs are
achieved. Pricing adjustment mechanisms on sustainability-linked instruments operate in three
primary ways: a benefit mechanism (one-way), a penalty mechanism (one-way), or a benefit and
penalty mechanism (two-way). With a one-way benefit mechanism, an issuer will face a margin
discount if it meets its predetermined SPTs but will face no penalty if it fails to do so. The
alternative is true with a one-way penalty mechanism. On the other hand, with a two-way
mechanism, the issuer will obtain a margin discount if it meets the predetermined SPTs or face a
margin premium if it fails to do so.

Because the primary objective of sustainability-linked instruments is to provide incentives to
entities to improve their sustainability performance, many instruments, specifically in the loan
market, have historically adopted a two-way mechanism with an equal and opposite benefit or
penalty if the company meets, or fails to meet, its performance targets. While the financial
incentive for SLLs isn't usually disclosed, we understand it's often relatively small, typically in the
range of 5% to 10% of the initial margin, capped at 15 basis points (bps). This is slightly different
for the SLB market. In the bond market, most instruments have a one-way penalty mechanism
with the most common one being a one-time 25 bps step-up if the targets aren't achieved in the
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