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The 2020s: a decisive decade for 
sovereign bonds and sustainability

Sovereign bonds are one of the largest asset 
classes with an outstanding global value of 
US$66 trillion. They are also one of the most 
systemic asset classes: sovereign bonds 
capture a range of macro-economic factors, 
influence broader capital market pricing and 
system stability and are core holdings for 
financial institutions. Institutional investors 
and credit rating agencies are deepening 
their focus on the link between sovereign 
bond performance and environmental, social 
and governance (ESG) criteria. Academic 
literature is starting to highlight the key 
relationships between ESG considerations, 
climate policy and sovereign debt, and the 
market for sovereign green bonds is growing.

The consideration of ESG factors in sovereign 
bonds is set to experience a step-change in 
the coming decade. 2030 is the deadline for 

the achievement of the Sustainable 
Development Goals (SDGs), as well as for 
cutting global greenhouse gas emissions by  
45 per cent from 2010 levels to meet the Paris 
Agreement temperature target. While private 
sector action is vital for reducing natural 
capital loss, companies and their investors 
alone cannot address these risks without 
active government support. 

Governments will play a critical role in the 
transition to a sustainable economy, by 
setting whole-economy policy frameworks, 
and by deploying public finance, which is 
where the issuance of public debt through 
sovereign bonds becomes crucial. The task 
ahead is for countries to achieve ‘sovereign 
health’, which we define as their capacity  
to issue debt and repay it in a manner 
consistent with achieving the SDGs.  
This means recognising and valuing the 
fundamental dependencies of sovereign 
bonds on natural capital, which are currently 
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KEY MESSAGES

 •  In the 2020s sovereign bonds will face the strategic challenge of achieving alignment 
with the Sustainable Development Goals. 

 •  Agriculture and the soft commodity trade are heavily linked to natural capital, as 
drivers of depletion and as processes reliant on a secure stream of ecosystem services. 

 •  The value of sovereign bonds relies in part on the management of natural capital by 
the countries concerned. However, this dependency is still largely ignored or mispriced 
in sovereign bond markets. 

 •  Pressures to achieve alignment between sovereign bonds and environmental 
sustainability are set to intensify in the decade ahead, with increasing focus on 
sovereign bonds as an asset class which connects macro-economic performance  
and capital markets. 

 •  To enable analysts to integrate the value of natural capital into the issuance, analysis 
and stewardship of sovereign bonds, we have developed a new research framework. 
This identifies Argentina and Brazil as the G20 countries most dependent on natural 
capital for their exports. 

 •  We estimate that 28 per cent of Argentina’s sovereign bonds and 34 per cent of Brazil’s 
sovereign bonds will be exposed to an anticipated tightening of climate and anti-
deforestation policy in the 2020s, while 44 per cent and 22 per cent of their sovereign 
bonds, respectively, are exposed to changes in policy after 2030. 

 •  Sovereign bond issuers face a choice: either following a High Road scenario where 
countries actively protect and enhance the benefits of natural capital and reinforce 
the environmental fundamentals of sovereign bonds, or a Low Road scenario where 
business-as-usual undermines flows of ecosystem services, increases vulnerability  
to natural disasters and intensifies market risks. 

 •  For sovereign bonds to develop the required resilience in the disruptive decade that  
lies ahead, decisive action is needed from issuers, investors, credit rating agencies  
and international institutions, as well as researchers and civil society, to ensure the  
full value of nature is incorporated. 

Sovereign health:  
The capacity of 
countries to issue 
debt and repay it in 
a manner consistent 
with achieving 
the Sustainable 
Development Goals

Natural capital:  
The stock of renewable 
and non-renewable 
assets from which 
humans derive  
benefits through 
ecosystem services
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ignored and mispriced, thereby storing  
up instabilities in the future.

Focusing on the linkages between 
sovereign bonds and ecosystem 
services from land

To better understand the strategic case  
for the structural incorporation of natural 
capital into the issuance, assessment and 
stewardship of sovereign bonds, we focus  
on a hitherto ignored aspect: the importance 
for sovereign bonds of reliable flows of 
ecosystem services from land. 

In the past, countries with abundant natural 
capital have often increased agricultural 
production at the expense of environmental 
quality (for example, through deforestation). 

This practice risks damaging the flow of vital 
ecosystem services such as clean water and 
flood regulation, increasing the vulnerability  
to climate risks and raising the likelihood of 
asset-stranding as a transition is made 
towards a sustainable economy. For sovereign 
bonds, the crystallisation of these risks could 
lead to higher borrowing costs, impairments 
in credit quality and reductions in their access 
to finance. 

We expect the interconnectedness of the 
nature conservation and climate change 
agendas to gain increasing traction among 
sovereign bond investors. The investor-led 
Inevitable Policy Response (IPR) initiative, for 
example, forecasts an abrupt intensification 
of climate policies from the early 2020s 
onwards, and a range of new policies, 

Source: Authors
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Figure 1. The natural capital and sovereign health model

5. Fiscal assessment
Debt and government 
debt/GDP
Net financial assets

Affected 
by 1, 2, 3 
and 4

FISCAL BALANCE DETERIORATION TO SUSTAIN 
WELFARE IN THE MIDST OF SHOCKS: Changes in tax 
revenues and expenditure as a result of changes in 
production capacity, reduction in external markets, and 
losses linked to greater political and hazard event risk. 
Cost of infrastructure to replace ecosystem services.

2. Economic assessment
Gross domestic product
Inflation
Monetary base

LOST PRODUCTION AND INCREASED VULNERABILITY VIA 
NATURAL CAPITAL IMPACTS: Changes in production 
capacity due to natural capital loss from soil and water 
degradation, changes in agro-ecologic zones for production, 
increased vulnerability to natural disasters and climate 
impacts, and potential breakdown in ecosystem services. 

1. Institutional assessment
Policymaking and political 
institutions
Transparency and accountability 
Debt payment culture

ENVIRONMENTAL GOVERNANCE: Environmental policy, 
such as Nationally Determined Contributions, natural capital 
protections policies – i.e. no deforestation, use of fires,  
input control, protected species – and their implementation, 
monitoring and enforcement.

4. Political and hazard 
event risk
Political risk
Natural disasters

LOST PRODUCTION AND WELFARE DUE TO FREQUENT 
NATURAL DISASTERS: Economic, social and environmental 
losses due to greater impact from and potentially higher 
frequency of natural disasters.

3. External assessment
Current account receipts  
and payments
External debt

LOST MARKETS FOR NATURAL CAPITAL-INTENSE PRODUCTS: 
Changes in current account revenues from natural capital-
intense products such as soft commodities at risk from  
more stringent environmental policies and natural capital 
degradation/climate change. Subsequent impact on exchange 
rates and debt profile. 
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ARGENTINA BRAZIL

1. 
Institutional 
assessment

Environmental governance: Yale Environmental 
Performance Index ranking of 74 out of 180, 
Climate Action Tracker defines NDC highly 
insufficient, native forest loss 3 million-plus 
hectares from 2007–17, with 24% deforestation  
in high and medium conservation value forest. 
Deforestation linked to cattle and soy.

Environmental governance: Environmental 
Performance Index ranking of 69 out of 180, 
Climate Action Tracker defines NDC as 
insufficient, Amazon deforestation of around  
9 million hectares from 2007–18, Cerrado 
deforestation of 12 million-plus hectares. 
Deforestation linked to cattle and soy. Forest 
Code developed, full implementation needed.

2. 
Economic 
assessment

Lost production via natural capital impacts: 
0.1% annual soybean production loss associated 
with soil degradation-induced yield reductions, 
equivalent to approx. US$13.7 million. Significantly 
higher at full agricultural level. 

Lost production via natural capital impacts: 
Literature predicts a potential 33% reduction  
in soybean yield by 2050 and a potential 6% 
reduction in Mato Grosso’s soybean production 
under ongoing deforestation scenarios. Between 
0.06% and 0.1% of soy production value at risk 
from soil degradation.

3. 
External 
assessment

Lost markets for natural-capital-intense 
products: 4.8% of Argentina’s soy exports and 
0.18% of beef exports could be at risk from more 
stringent deforestation policy with a potential 
global market loss under deforestation bans. 

Lost markets for natural-capital-intense 
products: Around 9% of Brazilian soy exports  
(by value) are at risk from the impacts of 
deforestation or other natural capital conversion. 

4. 
Hazard  
event risk

Lost production and welfare impacts due  
to frequent natural disasters: US$3.9 billion 
harvest loss due to drought in 2017–18 season. 
Floods with a loss of US$1.7 billion in 2017 and 
US$2 billion in 2019. Drought in 2018 caused a 
reduction of 0.85% GDP.

Lost production and welfare impacts due  
to frequent natural disasters: 20% of gross 
agricultural production value under long-term 
droughts in the North East. Reduction in yields 
after floods. Losses of US$9 billion/year due to 
natural disasters.

5. 
Fiscal 
assessment

Fiscal balance deterioration to sustain  
welfare in the midst of shocks: US$1.7 billion 
government revenue estimated at risk under 
zero-deforestation international trade. US$1.7 
billion in tax revenue lost due to 2018 drought. 

Fiscal balance deterioration to sustain welfare 
in the midst of shocks: Agricultural production 
loss brings government revenues equivalent to 
18% of production value, which can be lost 
proportionally with reduced production. Reduction 
of 33% in soybean yield in Mato Grosso (in a high 
deforestation scenario) could cause a loss 
equivalent to 0.1% of federal tax receipts.

including effective carbon markets that 
incentivise ambitious policies that end 
deforestation by 2030. 

Assessing natural capital and 
sovereign health linked to soft 
commodities in the G20

For sovereign bonds, the task is to 
understand how natural capital factors can 
be incorporated into core analytical models. 
We have done this by building on traditional 
credit rating frameworks used for evaluating 
sovereign bonds to identify the chain of 
impact between natural capital and five  
key types of factor: institutional, economic, 

external, political/hazard event risk and 
fiscal. The framework is set out in Figure 1, 
highlighting the potentially material natural 
capital elements. 

We used this framework to assess  
the natural capital performance of G20 
countries, focusing particularly on land  
and climate change. From this, we identify 
Argentina and Brazil as the two G20 
countries most dependent on natural capital 
for their exports (see Table 1 for summary).  
It is estimated that between 2005 and 2013 
cattle ranching drove 72 per cent and soy 
production 10 per cent of deforestation in 
Argentina; for Brazil cattle ranching drove 46 
per cent and soy 33 per cent of deforestation. 

Table 1. Sovereign health and natural capital assessment for Argentina and Brazil

Note: NDC = nationally determined contribution [to the Paris Agreement].  
Source: Authors
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As soy production follows and displaces 
cattle ranching, their related natural capital 
losses go hand in hand. 

Ongoing natural capital depletion will bring 
production risks for these two countries. 
Deforestation and current management 
systems are expected to cause reductions in 
agricultural yield via changes in rainfall driven 
by both local land use change and global 
climate change, degradation of soil quality 
and fertility, reductions in biodiversity and 
increased exposure to natural disasters.  
These risks have economic and fiscal impacts 
that will affect the countries’ risk profiles, 
cost of capital and access to international 
commodity and financial markets. 

Preventing and reversing natural capital 
loss driven by the production of soft 
commodities (agricultural, forestry and 
fishery products) will benefit sovereign  
bond issuers through two channels: first,  
by maintaining and enhancing the flow of 
ecosystem services such as soil fertility, clean 
water and flood regulation, which sustain 
internal production capacity while increasing 
ecosystem resilience; and second, by 
positioning sovereign bond issuers to benefit 
from anticipated changes in international 
policy aiming to preserve natural capital. 
Both channels will improve the economic 
performance, credit profile and debt-paying 
capacity of these countries.

Countries dependent on natural 
capital face a strategic choice

Sovereign bond issuers dependent on  
natural capital, such as Argentina and  
Brazil, face two distinct choices: 
1.  The first option is a ‘High Road’ scenario, 

where countries actively protect and 
enhance the benefits that natural capital 
brings to their economies. This will 
underpin the long-term value of their 
sovereign bonds, building resilience 
against both the physical impacts of 
climate change and disruptive changes in 
policy and market preferences. Ultimately, 
such a transition will also secure long-term 
access to the finance these countries 
require to pursue their sustainable 
development goals.

2.  The second option is a ‘Low Road’ scenario, 
where a continuation with current 
practices undermines flows of ecosystem 
services, increases vulnerability to natural 
disasters and intensifies market risks. 
Natural-capital-dependent countries that 
take this path would face reduced access 
to export markets that scrutinise 
environmental performance in terms of 
consumer preferences and trade policy. 

They could also miss out on significant 
opportunities from the shift to a 
sustainable global economy in terms of 
the prospect of international payments  
via carbon markets. These risks will be 
increasingly evaluated by sovereign bond 
investors and incorporated into pricing.

Recommendations for decisive action 
and next steps

This is a first framework for understanding the 
links between sovereign bonds and natural 
capital, focusing on the ecosystem services 
that support major soft commodity producers. 
Considerable further work is needed within 
affected countries and internationally.  
To realise the potential of the High Road 
scenario for sovereign bonds, the following 
key players need to take decisive action:

Governments/sovereign issuers
• Governments should strengthen their 

institutional framework to align it with the 
management and regeneration of natural 
capital. Policies should be accompanied  
by consistent monitoring and enforcement,  
as well as sufficient fiscal support. 

• Governments should issue green sovereign 
bonds that raise funds for investment in 
natural capital that endures over the long 
term. There is currently unmet domestic 
and international investor demand for  
well-designed green sovereign bonds. 

Investors 
• Investors should strengthen their analytical 

framework to better identify the 
relationships between sovereign issuers’ 
natural capital and their future debt-paying 
capacity. In particular, investors should 
recognise instances where incentives for 
economic performance today are 
jeopardising their future sovereign health. 

• Investors should enhance their stewardship 
role with regard to sovereign bonds in 
their portfolios, particularly those issued 
by high natural-capital-stock countries. 
Engagement with the issuers of sovereign 
bonds on natural capital performance can 
help to signal the materiality of natural 
capital factors and identify the key data 
points requiring disclosure. In contrast to 
corporates, there is currently no consistent 
framework for sovereign issuers to report 
their climate or wider natural capital 
positioning or performance.

Credit rating agencies 
• Credit rating agencies should explicitly 

incorporate the links between the health 
of natural capital and the outlook for 



5Summary | The sovereign transition to sustainability 

sovereign credit ratings. Incorporation 
of natural capital factors is of particular 
relevance given the increasing role that 
environmental sustainability will play  
in economic development, exports and 
fiscal performance.

International financial institutions  
and coalitions 
• Multilateral development banks (MDBs) 

should incorporate natural capital factors 
in their work, building on experience with 
the integration of climate change. MDBs 
can be an important source of both 
finance and strategic expertise for natural-
capital-dependent economies. They can 
provide finance for country-driven action 
to invest in natural capital, as well as 
technical assistance in the integration 
of natural capital factors in government 
budgeting and sovereign debt issuance. 

• International institutions charged with 
overseeing the stability and functioning  
of the financial system should broaden  

their scope to include natural capital 
factors. The International Monetary Fund 
and Financial Stability Board have started 
work to evaluate the implications of climate 
change for their operations; this could be 
extended to the wider issues of biodiversity 
and natural capital. Coalitions such as the 
Network for Greening the Financial System 
could also explore the role of central banks 
and supervisors in incorporating natural 
capital in sovereign bond risk analysis, not 
least in their own portfolios.

Researchers
• Researchers in government agencies, 

universities and civil society can build on 
the findings presented here to deepen the 
understanding of the dynamics between 
sovereign bonds and nature. Within the  
rich agenda for future research there  
is a need to conduct analysis in other 
countries and examine other dimensions 
of the links between natural capital and 
sovereign bonds.



The transition to sustainability is the strategic challenge sovereign bonds face in the 
2020s. Overcoming this challenge requires that the financial system recognises the 
fundamental economic dependencies on nature, which are currently ignored and 
mispriced, storing up instabilities for the future. 

This is a summary of a report that examines the case for the structural inclusion of 
natural capital into the issuance, assessment and stewardship of sovereign bonds, with 
a particular focus on Argentina and Brazil. The authors look at a hitherto overlooked 
aspect: the importance for sovereign bonds of reliable flows of ecosystem services from 
land. How successfully the world transitions to a sustainable economy will impact on 
countries that rely on land-based natural capital for their economy.

The report is the first in a series that will aim to understand the relationship between 
natural capital and the future prospects for sovereign bonds and it is anticipated that  
it will encourage stakeholders in the sovereign bond market to analyse further 
alternatives to assess and incorporate natural capital into their decision-making. 
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