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Introduction 

Bond funds comprising government securities are lagging behind money market funds or 

corporate credit funds, despite the significant growth in fixed income products seen on 

the SRI market over the past three years.  

 

The recent turn of events and volatility of European bond yields have confirmed that 

financial ratings can overlook certain issues affecting a government’s financial credibility. 

This is crucial since continental European institutional investors own 75% of the SRI 

market (December 2008 figures for France). Does this mean that these financial ratings 

should take ESG issues, in particular governance issues, into account? 

 

Even if more attention is paid to ESG issues, equally troubling is that SRI practices range 

considerably when applied to the rating and country selection of government bonds. This 

was observed by Novethic in interviews conducted for this paper, as well as in reviewing 

applications for its SRI Label in 2009. 

 

Following up to the study on fixed income products in 20071, this report updates our 

review of the bond fund market, focusing on extra-financial research on governments. 

                                           
1 How should the SRI approach be applied to fixed-income products?, Novethic study, February 2007 
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I. 
Government bond market 

Government bonds are debt securities issued by governments to finance their deficit and 

development. Bonds, in particular so-called sovereign bonds, are reputed to be less risky 

than equities because the issuer guarantees repayment of the bond’s nominal value plus 

interest. The average default rate of 10-year issues between 1983 and 2008 for 

sovereign issuers was 6.36% versus 10.5% for corporate issuers. In 2008, only two 

governments, Ecuador and the Seychelles - far from the top government bond issuers, 

were unable to repay the interest on their debt in the second half of the year2. 

Government bond issuers: The usual suspects 

Government-issued debt securities, breakdown as at end-
September 2009
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Japan and the United States alone account for over half of the government bond issues, 

followed by Germany, France, Italy, China and the United Kingdom. These seven 

countries issued 75% of the USD 36,000 billion in new and outstanding government 

bonds as at the end of September 2009. These issues essentially comprised domestic 

bonds, launched on the national market in the local currency. In 2010, European 

governments alone are expected to issue an estimated total EUR 1,446 billion3 in gross 

long-term debt.  

                                           
2 Source: Sovereign Default and Recovery Rates, 1983-2008, Moody’s, March 2009 

3 Source: Standard & Poor’s estimate. 
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Government bond funds: High institutional volumes and a limited 
universe 

Government bonds boast low risk, attracting institutional investors who need “safe” long-

term liabilities. The quality of the investment, or government’s supposed ability to meet 

its financial commitments, is conveyed in ratings published by agencies such as Moody’s 

or Standard & Poor’s. Moreover, a limited number of governments issue high volumes of 

bonds. These two factors - rating and concentration - result in an investment universe 

restricted to a few dozen countries at the most. 

Despite recent uncertainty about Iceland, Greece and Portugal and the sharp increase in 

the debt levels of OECD countries since the financial crisis began in 2007, demand for 

government bonds - even long maturities - remains high. This phenomenon was 

illustrated by the success of the recent French 50-year bond issue (OAT) for EUR 5 billion 

and is expected to prevail in 2010. What’s more, institutional investors continue to pull 

out of equity markets, with an increasing number planning to raise their exposure to 

government bonds4. 

This flight to government bonds is representative of separate account management for 

institutional investors. In contrast, French open-ended bond funds invested in both 

corporate and government bonds “only” accounted for EUR 176.5 billion at the end of 

20095. 

 

 

                                           
4 Source: European Asset Allocation Survey 2010, Mercer 

5 Source: Autorité des Marchés Financiers (AMF) - French equivalent of the FSA or SEC. 
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II. 
SRI and government bonds 

Limited exposure to government bonds 

In France, there are about twenty SRI bond or diversified funds invested heavily in 

government-issued fixed income products. Seventy-five percent of these funds are 

invested in eurozone or European bonds. This is quite a low figure considering there are 

some 270 SRI funds on the French market. 

Interestingly, however, the proportion of SRI bonds, especially government-issued 

bonds, is significantly higher in separate account management (48% of SRI assets at end 

2008, or EUR 7.4 billion) than collective management (9%, or EUR 1 billion)6.  

Unclear motivations 

About twenty firms have developed SRI bond funds over the past few years in order to 

extend SRI to all asset classes. Logical, as continental European institutional investors, 

the driving force behind SRI demand, have extensively invested in government-issued 

fixed income products. Although several firms interviewed by Novethic indicated that an 

in-house methodology or existing approaches for governments were currently being 

developed, the reasons why investment managers are moving into SRI government 

bonds remain unclear. 

Meeting the demand 

As the demand for these products remains mixed and unclear, investment managers 

seem more concerned with a consistent offer, i.e. completing an existing SRI range or 

applying the firm’s global SRI strategy, than the issues themselves. Sometimes they 

distribute SRI products in order to obtain the CIES Label (from the Comité Intersyndical 

de l'Epargne Salariale or Inter-Union Employee Savings Committee) or the Novethic SRI 

Label. 

An example on the potential demand side is French institutional investors. While 

primarily invested in government bonds and currently very active on the SRI market, 

they show little interest in applying SRI to their government debt portfolios. To date, only 

five French institutional investors have signed the UN Principles for Responsible 

Investment (PRI), often considered the basis for a structured approach to integrating 

ESG criteria across all asset classes: Caisse des Dépôts, Crédit Agricole Assurances, 

ERAFP (French Public Service Additional Pension Scheme), FRR (French Pensions Reserve 

Fund) and the insurer MAIF. That said, a few institutional investors stand out. Notably, 

ERAFP was among the first to apply this approach to governments. In its SRI charter, it 

lists the organisation’s values, all the corresponding criteria in government ratings and 

the exclusion principles applied. 

Financial vs. extra-financial ratings 

Finland, Sweden, the Netherlands and Denmark almost unanimously lead ESG rankings 

and are rated AAA across the board. Generally, governments with the highest ESG scores 

also boast the best credit ratings. The higher the default risk, the higher the bond yield 

                                           
6 Source: Novethic’s annual review of the French SRI market in 2008. 
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to offset this risk. For example, Greece’s credit rating was downgraded in 

December 2009 from A- to BBB+ by S&P. The spread between Greek and AAA-rated 

German securities then hit historical highs, up to 4.71% on April 20, 2010.  

There seems to be a high correlation between low extra-financial ratings and high risk. 

However, the precise cause-and-effect link has yet to be established. As with corporate 

bonds, SRI approaches are more often applied to government securities to reduce risk 

than increase financial returns. SRI strategies have not shown any proven financial 

impact in academic research so far. 

 

Distribution of governments by financial rating and SRI score attributed  

by OFI AM 
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Source: OFI Group. 

The surface area of the bubbles represents outstanding debt as of March 2010. Note: 

Switzerland and Estonia are not included in this chart since they do not issue debt. 
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Academic research on the relation between the financial and extra-financial 
performance of bond funds 

Academic research on “government” SRI is limited, and historical extra-financial ratings 

of governments have not existed long enough to perform any accurate backtests. 

One of the rare studies (Erb, Harvey and Viskanta, 1996) is based on the ICRG indicator 

(International Country Risk Guide), which measures political risk. This indicator is useful 

in that it has been released monthly for many years. This study shows the significant 

performance of “long” strategies of bonds issued by governments with decreasing 

political risk and “short” strategies for bonds from governments with increasing political 

risk. 

The lack of data on broader criteria makes it difficult to determine whether responsible 

countries perform better or worse, and even more so to study trends. Drut (2010) 

examined the theoretical loss due to diversification resulting from a preference for bonds 

from developed countries at a given time. He showed that the cost of favouring 

countries with high ratings is statistically immaterial. Hence, funds invested in bonds 

issued by developed countries theoretically have nothing to lose by practicing positive 

screening.  

Furthermore, many criteria are at least partly correlated with credit ratings such as 

Standard & Poor’s, Moody’s or Fitch. Connolly (2007) showed that credit ratings are 

highly correlated to corruption indices: the more corrupt the country, the lower the 

credit rating. Bastien Drut also demonstrated some correlation between Vigeo ratings 

and S&P ratings for developed countries. Consequently, pinpointing the effect of 

responsible criteria on a country remains complicated. 

 

 

No clearly identifiable commercial or financial reasons explain the emergence of SRI in 

government bonds. Nevertheless, governments have been increasingly subject to extra-

financial analysis over the past few years. Specialised agencies and some investment 

managers have designed offers and sometimes their own methodologies accordingly. 
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III. 
New questions arise in the extra-
financial analysis of governments 

Should bond investors be assessing governments? 

Are investors in a legitimate position to be judging whether or not a government is 

responsible or sustainable? Should they not limit themselves to assessing its ability to 

meet financial obligations? Those questions seldom arose when applying SRI approaches 

to other asset classes. 

Socially responsible investors integrate extra-financial aspects into their relations with 

the companies in which they invest. It is their role. But they have yet to do so with the 

agencies that handle government bonds. If, by owning bonds, they are injecting cash 

directly into issuers’ accounts – governments or not – perhaps they should have a say as 

to how the debt is used. 

Financial ratings of governments and spreads based on their solvency already naturally 

integrate socially responsible issues such as government stability. Why was the 

integration of political stability not a problem as long as it essentially meant avoiding 

non-OECD states, considered to be less solvent? Education policy or the management of 

natural resources can also impact the country’s wealth in the long term. Shouldn’t these 

issues be taken into account, especially for bonds maturing in 50 years like the recent 

OAT bond issue? 

In their SRI bond management, fund managers are currently grappling with the political 

aspect of assessing developed nations, which are the main issuers of investment grade7 

debt and limited in number. 

How should governments be rated? 

If we accept the idea of an extra-financial analysis of governments, we must first look at 

what scope should be assessed, and then, what criteria should be used. 

What is a “government”? 

- Geographical entity: This perimeter entails biases due to the variable control the 

public authority has over areas such as forest resources, access to water or the 

concentration of the population. 

- Demographic entity: Indicators based on results that depend on the public 

authority’s resources and therefore the nation’s wealth and development, e.g. 

illiteracy rate, infant mortality and life expectancy, also skew classifications. 

- Political institution: This raises the question of how policy is judged based on level 

of development (post-industrial or economically developing countries) and 

government orientation, which is chosen by electors. 

There is no single answer. The most pragmatic approach combines criteria that 

encompass the different facets of sovereign entities. Investors also encounter the same 

                                           
7 Ratings between AAA and BBB- according to the Standard & Poor’s rating scale, meaning low risk. Issuers 

with ratings lower than BBB- are considered high risk and often excluded from investment universes. 
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dilemma when dealing with companies. What is a private issuer’s scope of responsibility? 

There is no clear definition here either, but a consensus was rapidly formed, generally 

combining criteria that examine governance, its direct effects and impact on stakeholders 

(employees, shareholders, clients, suppliers or even civil society). This enabled SRI 

managers to move forward and gradually refine their screening and extra-financial 

selection methods. Other criteria, primarily ethical, remain sensitive areas. It is up to the 

investor to take them into account - or not. 

What methodology and values should apply? 

Should investors take the standards of their own country and apply them to others? Even 

investors from the same country can disagree on sets of values or the importance given 

to one ESG aspect over another and may be more sensitive to certain issues. For 

example, a French investor would not consider nuclear power to be negative but would 

exclude nations with the death penalty, thus eliminating the United States. Investors 

could also be required to abide by the laws and treaties of their own country. Belgium 

prohibits investment in companies involved in manufacturing or selling cluster bombs and 

anti-personal mines because it ratified the Oslo and Ottawa treaties. Should it therefore 

exclude nations that did not? 

Other governments want to prohibit their public pension funds from co-investing in 

companies with sovereign states criticised for their infringement of human rights or use 

of controversial weapons (Sudan, Iran, Israel, etc.). In 2008, a California senator 

supported a law prohibiting funds such as CalPERS or CalSTRS from investing in 

companies owned by sovereign funds of controversial regimes. This law was aimed 

primarily at Chinese and Abu Dhabi sovereign funds. It did not pass. Robeco Bank 

defined a list of controversial countries based on the resolutions of the UN Security 

Council, thus excluding investment in government debt of Iran, North Korea and Somalia 

and prohibiting commercial relations with resident companies. 

Multi-criteria analysis 

Determining the appropriate criteria and sources... 

Most rating agencies currently offer government rating tools that cover a number of 

norms-based and statistical criteria. They can generally be adapted to the client’s 

requirements (selection of criteria, weightings and ratios) and include variable country 

universes of between 50 and 160 countries (see appended table for further details). 

Out of the 23 investment managers listed as actively applying SRI to government bonds, 

10 have built their own rating standards, and 13 take into account the agency ratings, of 

which 8 have adjusted the ratings internally or intend to do so. 

As no standard criteria apply, many firms simply select recognised indicators, essentially 

from international organisations or NGOs. Rating agencies and investment managers 

generally use figures from public and recognised private sources and international 

standards, including for example quantitative indicators such as CO2 emissions, figures 

provided by the United Nations (United Nations Framework Convention on Climate 

Change) or the corruption perceptions index published by Transparency International. 
This last indicator is rather subjective in that there is no effective way to measure 

corruption but most actors agree that corruption is a crucial aspect in countries’ 

governance systems.  

…makes building a relevant analysis even more complex 

These very formal sources are comparable from one government to another, but make it 

difficult for analysts to carry out the kind of detailed, in-depth assessment they can make 
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for companies. They need other criteria: the International Federation for Human Rights 

(FIDH), a stakeholder in the Libertés et Solidarités fund managed by La Banque Postale 

AM, downgraded Denmark’s rating when the country joined the Iraq War Coalition. This 

type of analysis would not have been possible using “conventional” indicators. 

This approach often ends up favouring the richest countries, like Finland or Norway, to 

the detriment of developing countries such as Turkey or Mexico. Making matters worse, 

Scandinavian countries have little debt and do not carry out many bond issues, while 

southern countries struggle to finance their development. 

Another problem for managers is the low frequency of data updates. Government ratings 

are generally revised every year, as often as the indicators are published. Some 

investment managers are accustomed to updating their analyses almost daily and find 

the entire process of data collection and publication too slow (e.g. World Bank or 

Eurostat). 

Several managers and rating agencies are currently trying to integrate fresher data from 

a variety of sources, but this raises other currently unresolved issues as to data 

relevance, “defendability” and comparability. 

 

Greece: an unconvincing ESG analysis? 

Making top headlines for the past several weeks, Greece is a blatant example of the 

limitations of ESG screening of governments and mangers’ lack of trust in it. 

In most classifications, Greece has had a low ESG rating, particularly in governance, for 

some time. However, since it had joined the euro zone in 2001, its financial rating and 

bond spreads practically matched those of other major countries like Germany until the 

height of the financial crisis in 2008. The differences in financial ratings reappeared and 

have grown worse since the country’s governance problems and current financial woes 

were revealed in early 2010. 
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Still, the managers interviewed do not believe that Greece’s poor ESG rating foreboded 

its deteriorating credit rating and the growing risks for owners of Greek securities. They 
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Source: ECB 
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feel that the right problems were not identified: The governance rating criteria failed to 

cover the manipulation of accounts. In their opinion, this confirms that the ESG 

screening was not sufficiently thorough to detect or anticipate the ESG risk that would 

have a financial impact. 
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IV. 
Two Potential Solutions 

SRI bond managers are seeking out new solutions or alternatives to best-in-class ESG 

selection (as applied to SRI equity funds in France) to overcome the current limitations of 

extra-financial analysis. They are mainly working on either refining or clarifying their 

methodology. 

Multi-criteria methodologies 

Selecting relevant criteria and correcting the ratings bias 

Several methods have been developed to use data from different sources and tackle the 

materiality of ratings8. They work to pinpoint the most relevant criteria and correct the 

bias from applying raw indicators. 

The materiality of extra-financial issues remains a grey area for government bonds, 

making the criteria applied greatly dependent on the investor’s perception. Investment 

managers and institutional investors – and to a lesser extent rating agencies – carefully 

choose and weight criteria in line with their own values. For example, Agicam (the 

investment manager arm of AG2R, a pension and welfare group) or ERAFP emphasise the 

social aspect of SRI. At the same time, ERAFP does not consider nuclear power negative 

when rating a government. 

On another level, since most indicators are static and do not take into account the 

country’s development, several options are applicable: 

- Grouping nations into comparable subsets in order to apply a best-in-class 

approach, with the “classes” representing the levels of development. 

- Adjusting government ratings for wealth and development indicators, making all 

levels of development comparable. This service is available from rating agencies 

such as Vigeo and EIRIS. They provide clients with socio-economic indicators used 

to recalculate extra-financial ratings. Macif Gestion adopted a slightly different 

approach which consists in reweighting extra-financial criteria according to the 

level of development. 

- Looking at trends in addition to one-off data. Monitoring trends helps assess 

government performance and efforts, thus establishing a more level playing field 

for lesser developed nations. For instance, rating agency Oekom considers the 

short- and long-term trends of some indicators. 

Now, what about the more fundamental question of how to measure a state’s wealth? 

The omnipresent GDP is far from being questioned, but these options can help us to 

develop new, better adapted indicators to measure a government’s sustainable 

development policy. Groupama AM, for one, believes in the essential role played by 

academic research to design and validate these new indicators. Research can illustrate 

their correlation with a government's economy and finances. This is the only way to 

convince bond managers that these analyses can be useful. 

                                           
8 The materiality of extra-financial ratings refers to their financial or economic impact, or to the correlation 

between share performance on the stock market and ESG characteristics. 
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Different methodologies yield different rankings… 

Nordic countries often lead the different extra-financial rankings. They indeed score well 

for most of the commonly used indicators, and their ranking is relatively unaffected by 

the differences in weighting of ESG issues. However, when digging deeper into the 

rankings, adjustments significantly change the position of certain governments: 

- Correction for wealth and development indicators: At La Banque Postale AM, this 

correction aims to measure the ESG effort of countries in relation to their 

resources. Conclusion: Portugal tops the ranking, while Ireland falls to the 

bottom. 

- Choice of criteria: The German rating agency Oekom is against nuclear power, 

while French investment managers and institutional investors do not penalise 

countries that encourage nuclear energy because that would include France. On a 

wider level, the set of indicators used for any given topic can change 

classifications. Regarding the environment, France enjoys a much higher rating 

than Ireland according to KBC AM but a significantly lower one according to HSBC 

Global AM. 

- Weighting of ESG aspects: The importance attached to each ESG aspect can also 

impact overall classification. The environment aspect is weighted 20% by 

Petercam and 70% by Fédéris Gestion d’Actifs in the overall rating. Fédéris gives 

the environment a higher rating because it does not consider the other aspects 

discriminating enough for issuers in euros. As Slovakia is included in the 

investment universe of Fédéris but not in that of Petercam, we could assume that 

it performed better in the environment than the social category. Similarly, ERAFP 

focuses on social aspects more than KBC Asset Management. Consequently, 

Ireland, scoring high in human rights, is attributed a better ranking by ERAFP than 

by KBC. 

These “cultural biases” demonstrate how subjective government ratings can be and how 

important it is for investors to assume their criteria. 

… reflected in less decisiveness… 

Investment practices vary as widely as ratings. There are about twenty investment 

managers and institutional investors that hold government bonds in their SRI portfolios 

and just as many ESG selection processes. That said, most avoid straying too far from 

the benchmark index in order to contain their tracking error9.  

- Best-in-class practices, as applied to equities, are used less often. Fédéris Gestion 

d’Actifs and Petercam apply this method to small-sized funds.  

- At least half of the investors, many more than for equities, overweight or 

underweight governments in relation to the index or their position in the ESG 

ranking. La Banque Postale AM applies this method to its LBPAM Première funds. 

It divides the universe into three tiers, limiting the portion of the bottom tier to a 

maximum of 15% of the portfolio in terms of sensitivity and extending the top 

portion to a minimum of 55%. 

- Others combine methods. The countries with the worst ratings are excluded from 

the portfolio, and some weighting constraints are applied to countries in the 

investment universe. For example, HSBC Global AM excludes the bottom 20% of 

governments with the worst ratings, limits the weighting of the next 30% to their 

                                           
9 The tracking error measures the relative risk taken by a fund as compared with its benchmark index. 
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proportion in the index and applies no constraints to the 50% of governments 

with the best ratings. 

… and uneven selectivity 

The issue of selectivity becomes even more relevant as most bond funds invested in 

sovereign securities focus on a few or even just one country. Any extra-financial selection 

strategy would involve reducing an investment universe that is already very restrictive. 

Investors cited this as an obstacle to applying SRI approaches to governments more than 

the issue of whether investors should legitimately use ESG assessment parameters for 

these issuers. This explains why some managers go so far as to avoid the problem 

completely. They assert that OECD or EU member states are by nature in compliance 

with SRI criteria.  

However, between EU member states, there is a considerable disparity in the levels of 

corruption, social policies and environmental commitments, to name just a few 

examples. Waste management is as catastrophic in Italy as it is virtuous (and a source of 

employment and wealth) in Finland. Similarly, taking EU member states' ranking in the 

Corruption Perceptions Index (CPI), Denmark comes in second, while Greece trails in 

71st place, out of a total of 180 countries. 

International standards 

Not convinced of the limited readability and relevance of the multi-criteria ESG screening 

of governments, a handful of institutional investors (four) and investment managers 

(two) prefer to use more easily recognisable and less complex approaches. We will refer 

to them as norm-based exclusions. Rating agencies offer a growing number of tools to 

build a norm-based filter. Transparency International’s CPI, Freedom House’s index or 

even the ILO’s principles can be used as benchmarks.  

Using established benchmarks as a basis helps investors internalise ESG issues. This has 

resulted in a few strong political stances. For instance, ERAFP excludes tax havens, 

countries that use the death penalty, torture or child soldiers. CNP Assurances now bases 

a significant portion of its investment choices on Transparency International’s CPI. 

The exclusion of countries that authorise the death penalty means that the United States 

and Japan, two major debt issuers, are stricken from the investment universe. However, 

this has only made a moderate difference as these countries issue mainly in their local 

currency for local investors. Also, most industrialised countries ratified the international 

treaties on human rights, labour rights, and so on. The countries excluded are often 

those that do not meet the common investment grade standards anyway. 

Some investors have blacklisted tax havens, but this is generally poorly adapted to 

investment universes including government bonds. In May 2009, the OECD withdrew 

countries that it had previously listed as uncooperative but that had made commitments 

to improving transparency and information exchange. The French government published 

in April 2010 a list of 18 countries deemed uncooperative in exchanging tax information. 

This list contains no European nations. 

In practice, investors do not refer only to treaties and international lists but often 

combine an exclusion approach with selection or weighting practices. 
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The Next Steps 

Allocating resources to research and analysis 

Most agency analysts are dedicated to companies. Investment managers are dedicated to 

government bonds part-time at the most. The extra-financial analysis of governments is 

generally limited to updating data as it is published by official organisations or adjusting 

methodologies. Most often governments are not subject to a thorough ESG analysis. 

However, agencies seem to have measured increasing demand and have virtually all built 

sovereign bond rating systems in the past few years. 

Following suit to company ESG ratings, agencies seem to be in a race to cover much 

broader investment universes. Vigeo analyses 160 countries, some of which issue little or 

no bonds. Admittedly, more territory is covered and more comparison is possible, but 

this does not quite meet investor demand for EU and OECD countries. Investment 

universes are largely based on (good) financial ratings. Moody’s only rates about a 

hundred countries, sixty of which are deemed investment grade. The analysed extra-

financial universes are therefore too broad, undermining a more thorough analysis of the 

governments in which firms actually invest. 

Rating agencies and in-house extra-financial analysts must instead focus their research 

on the countries in which they actually invest. Greece and doubts as to the solvency of 

other EU states could serve as an example to determine correlations between economic 

and societal parameters. 

The race is on: several agencies are currently working on adapting specific indicators to 

developed countries. Another solution, proposed by Innovest-RiskMetrics, involves rating 

two groups, one including 32 developed countries and the other 18 emerging countries 

and selling each group separately. The agency thus adjusts its economic model (and 

therefore its future research resource allocation) according to investor demand. In a 

similar vein, several managers explained that they are reworking agency ratings in-house 

to focus on their actual investment universe. 

Developing transparency 

Some investment managers are uncomfortable with which methodology to adopt. The 

SRI processes they apply to governments are therefore unclear. Transparency varies 

significantly in terms of criteria and indicators, selection process, the list of eligible 

countries or the countries in which actors actually invest. However, investors should be 

informed of their asset manager’s position on the matter so they can judge its 

compliance with their own values. This transparency is inseparable from the very concept 

of SRI. 

KBC Asset Management has set the transparency example. A breakdown of its ratings 

and eligibility of securities within its SRI portfolios for both governments and companies 

is publicly presented on its website. 

Standing by one’s choices 

A number of firms have yet to define the fundamentals values used in determining 

investment policies for the selection or exclusion of governments and companies. 

Due to technical issues and the frequent correlation of ESG ratings with financial ratings, 

financial managers could try to focus on research on countries with diverging extra-

financial ratings (or some specific ESG indicators) and financial ratings. This could mean 

two things. Case 1: The ESG rating is negative and the financial rating strong, which 

would lead to identifying scenarios and ESG criteria used to anticipate future economic 

problems. Case 2: A country is excluded from the investment universe but enjoys a 
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favourable ESG analysis or a positive trend, which could allow for greater confidence in 

that country and higher returns than securities with higher financial ratings. 

Here again is the issue of managers’ trust in ESG indicators. Academic research is 

needed to define relevant indicators with longer investment horizons.  

Finally, as mentioned before, as there is no consensus on how to rate and select 

governments in line with ESG requirements, each investor must determine whether the 

investment manager’s choices are in line with individual values and beliefs. 
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V. 
Impact on government practices 

As equity holders, investors wield potential influence over companies’ environmental and 

social policies. The same does not apply to investing in sovereign securities. Can 

investment decisions influence government policy? Can holding government bonds open 

up dialogue or more probing engagement practices between investors and issuers? 

Lastly, how can investing in government bonds be used to promote these governments’ 

(sustainable) development policies? How can we avoid penalising the least developed 

countries? 

Excluding a country: strong message or political imbroglio? 

In terms of figures alone, volumes remain too insignificant to influence a government’s 

finances or reputation, much less its practices. Given the wide range of ESG screening 

benchmarks and rankings, practically no OECD member state is excluded across the 

board. Save a few exceptions, the institutional investors that invest heavily in 

government bonds are reluctant to apply these exclusions. In this case, how legitimate 

can this approach be? 

Open-ended funds and institutional investors operate differently. Without a consensual 

analysis framework, each investor selects its own benchmarks and accepts the resulting 

consequences on its investment universe. A fund such as Libertés et Solidarités (La 

Banque Postale AM), set up in conjunction with the International Federation for Human 

Rights (FIDH), openly defends the FIDH’s stance in its human rights activism. The fund’s 

position is determined by the FIDH rather than the investor. Investors are then free to 

choose whether or not to subscribe to this fund and its message. 

Institutional investors are not NGOs, however. They are investors first, not activists. 

They can defend their own values, but this seeps them in politics. They are in less of a 

position to apply “activist” exclusions, especially for the major institutional investors that 

have to justify their investment standards. ERAFP took the plunge by excluding the 

United States and Japan in its rejection of the death penalty. 

Is the United States or Japan influenced by the fact that a French investor has decided to 

exclude them? Basically, no, but it could still cause a political stir. This type of exclusion 

from SRI funds has more of an impact when it concerns nations like Italy or Greece, 

whose debt is primarily held by European investors. 

Investment managers, except a special fund such as the FIDH, continue to face the issue 

of a lack of consensus on benchmarks. Natixis AM could eventually exclude a country like 

Italy, but it would need solid arguments shared by the SRI community and based on 

strong in-house expertise, which have not yet been attained. Groupama AM 

acknowledges the analysis of governments’ ESG performance but feels it is still too early 

to consider screening, stating: “No one is ready yet, intellectually speaking.”  

Managers are even less inclined to make decisions based on extra-financial criteria within 

a restricted investment universe. When an investment manager like Fédéris Gestion 

d’Actifs excludes Belgium and Italy, it willingly accepts the resulting performance that 

may not be in line with the market. This bias can be positive, however. Petercam recently 

issued a press release announcing: “Petercam L Bonds Government Sustainable in great 
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shape…”. The fund has outperformed the asset manager’s equivalent non-SRI fund by 

400 basis points (4 percentage points) since the beginning of the year. 

Many favour or would like to favour a weighting system that would favour governments 

with the best ESG ratings without creating the considerable bias caused by excluding 

other major issuers. 

The case of the investor’s home country 

Can institutional investors exclude bonds issued by their own country without stirring 

controversy? The political dimension heats up when potential exclusion involves one’s 

own country, often a major issuer in the portfolio. 

This does not seem to be an issue for the investors surveyed as France generally scores 

well. A natural bias towards one’s own country would seem natural. French institutional 

investors such as ERAFP or AG2R culturally tend to favour the social aspects of their own 

benchmarks. The French government, for the same cultural reasons, favours these social 

aspects and inevitably has better ratings in this area. The same reasoning applies in 

Germany regarding environmental issues. The German extra-financial rating agency, 

Oekom, emphasises environmental criteria and makes it possible to exclude countries 

that invest in nuclear energy. Swiss investors often apply this exclusion, unlike French 

investors who favour nuclear energy investments. An in-depth analysis of the energy mix 

of a country results in a rating scale from A to D, with A being the best, applied to 

renewable energies, and D being the worst, applied to finite energies such as nuclear or 

coal. 

The issue of excluding one’s own country is therefore often avoided. But it might take a 

“local” investor, one that theoretically shares common values, to exclude its own 

government to make any real impact. This would trigger a national debate to understand 

why.  

Dialogue with issuers: a question of volume or legitimacy? 

Some believe that selection or exclusion approaches should be substituted or 

complemented by engagement when it comes to sovereign issuers. The former 

approaches can notably pose problems in terms of financial management. In extreme 

cases, engagement is the only SRI practice possible, for funds that invest in only one 

country. Also, bond issues are repeated and are sometimes linked to a specific project, 

affording the investor some potential leverage with each new issue. 

However, all investors seem to agree that this approach is at worst impracticable and at 

best premature due to: 

- Volumes invested: Despite a potential impact on local governments, the influence 

of any single investor in a national government’s debt is insignificant. The 

effectiveness of this type of approach is therefore compromised. A possible 

exception could be CNP Assurances, whose volume of bond assets exceeds 

EUR 100 billion. Apart from this insurer, most surveyed investors stated their 

insufficient size to dismiss engagement. But is their influence really any greater in 

the capital of the companies with which they have established dialogue and 

exercise engagement practices? And if single investors do not have enough 

influence, could collaborative engagement work? 

- Investors’ maturity: Again, in the absence of any acceptable benchmark or 

reliable indicators, investment managers such as Groupama AM still believe they 

lack any tangibles arguments to present to the Treasury Department. They can 

fuel ideas, but influencing policy looks unlikely. 
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- Predominance of buy and hold strategies: in these strategies, bonds are held until 

maturity and thus cannot easily be sold if dialogue does not produce results. That 

said, investors can reduce their exposure to a government whose practices are 

deemed unacceptable when new bond issues are launched or attribute financial 

rating penalties and expect higher returns. 

- Lack of contact with a representative on extra-financial issues: Unlike private 

issuers, relations between investors and agencies in charge of handling 

government bond issues (e.g. Agence France Trésor in France) are currently 

strictly financial and technical. Other than questions such as bond maturity, 

liquidity and transparency with regard to issue schedules (hence staggering the 

debt of the government in question), little connection is made between a 

government’s fiscal policy and its bond issues. The crisis has however fuelled two 

new opportunities that could develop this area. First, countries are highly indebted 

after saving banks in 2008, and the agencies that handle their debt are currently 

willing to touch on issues such as fiscal rigour. This indirectly raises the question 

of the long-term allocation of resources, beyond the simple increase in GDP. 

Second, the challenges faced by a number of Treasury Departments makes them 

particularly sensitive to questions from investors, which can be identified during 

road shows prior to issues. That said, correlations between debt and growth and 

economic, financial and extra-financial aspects have not yet been established or 

integrated into these relations. They have been completely absent thus far, even 

in extreme cases such as with Greece over the past few months. 

Involvement in a country’s development 

Emerging countries 

Extra-financial analysts stick with objective, verifiable indicators and almost 

systematically favour developed nations, notably the Nordic countries. What about 

financing emerging countries? Is the purpose of SRI to limit itself to investing in Finland 

or to foster the development of non-European countries by encouraging sustainable 

policy? 

Some rating agencies and investment managers have implemented practices to correct 

the North-South bias in ratings. It has affected both analysis and management. 

La Banque Postale AM has identified several external indicators that are highly correlated 

with a country’s ESG rating: GDP per capita, GDP dispersion and the amount of public 

debt. Allianz Global Investors France also believes that a country should not be penalised 

for being less developed and has adjusted ratings according to these indicators, thus 

upgrading the ratings of Eastern European countries (Slovenia, Slovakia, Croatia, etc.). 

At Macif Gestion, the weighting of the different criteria depends on the European country. 

Countries are grouped into regions according to their GDP per capita. For example, 

environment and development aid are overweighted for the more advanced countries, 

while governance and level of development (health, illiteracy) are given more importance 

in less advanced countries. The extra-financial rating agency EIRIS also proposes a 

breakdown of countries according to the World Bank’s classification (based on gross 

national income at purchasing power parity). This allows to compare a country’s rating 

with that of its peers. 

Dexia AM selects the half of the countries with the best rating for each credit risk to build 

an investment universe. In theory, this approach falls within this category as credit risk is 

quite closely correlated with a country’s level of development.  
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Dedicated issues 

While equity holders have no direct influence on specific projects or policy, the injection 

of cash from bond issues may be used to finance a specific project. 

In April, the IFC (International Finance Corporation of the World Bank Group) issued its 

first Green Bonds in the amount of USD 200 million to finance renewable energies, 

energy efficiency and more generally environmentally-friendly projects in developed 

countries. Based on similar issues already launched by regional governments (Nord – 

Pas-de-Calais in France) and supranational bodies (World Bank, EIB), governments may 

issue bonds that are used for a specific policy or project. Agencies and investment 

managers could more easily measure its sustainability and perhaps even lower the risk 

premium. 

If the operations financed are transparent and monitored over the long term, this type of 

issue may spread. The “green” aspect of stimulus packages or France’s “Great Loan” 

(grand emprunt) are the first steps in this direction though much ground remains to be 

covered. 
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Conclusion 

Three years following the publication of the first Novethic study on SRI bond funds, 

government bonds remain questionable. 

Rating agencies have invested in multi-criteria rating tools that can be configured in line 

with investors’ choices, but investment managers have focused on reworking SRI bond 

investment processes based on the tools developed for equity funds. 

These SRI approaches have little if any impact on portfolios, mainly resulting from the 

type of investment universe comprised of government bonds. It is already very 

restrictive due to financial analysis, and managers are reluctant to reduce it further with 

additional extra-financial requirements. 

The type of ESG analysis is another issue. Benchmarks do exist and produce ratings that 

are usually in line with financial ratings. However, when they diverge, no one pays 

attention to their ability to anticipate issues not yet detected by the credit analysis of the 

major rating agencies (Moody’s, S&P, etc.). Also, extra-financial ratings, based on official 

benchmarks, are not always an accurate reflection of the country’s actual situation and 

current socio-economic events. 

These approaches should however develop, and major SRI actors will integrate this 

market. A large number of them state that they would like to dedicate more resources to 

ESG research on governments in the future. Furthermore, market trends are gradually 

driving institutional investors towards sovereign debt, while the money market and 

corporate credit market are slowing. SRI expectations on government bonds must be 

defined to boost the credibility of the SRI segment. 

Technical solutions are needed so that investors can extend their ESG approaches to this 

asset class. A few suggestions: 

- Identify the key factors that can be used to anticipate a drop in the social, and 

hence financial, health of a government. Or, conversely, build investors’ trust in 

debt with a poor financial rating but strong ESG guarantees, encouraging them to 

seek higher financial returns than those offered by investment grade universes. 

- Promote the strong ESG positions of institutional investors using norms-based 

benchmarks that will gradually be adapted. 

- Use other SRI tools than best-in-class ESG selection by developing combinations 

of over- and underweighting, norm-based exclusions and dialogue between 

investors and sovereign issuers concerning ESG issues. This could turn each debt 

issue into a sort of general meeting of creditors, pooling efforts between investors 

if necessary. 
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APPENDICES 

Practices of investment managers and investors 

 

(Non-exhaustive list) 

 

 

Weighting Selection
Negative screening or 

key indicators

AGICAM Euro zone x x x

Allianz GI Issuers in euros x x x Freedom House Index

AXA IM OECD x x

BNP Paribas IP
Euro zone

Issuers in euros
x x x

Corruption Index (World 

Bank)

CNP Assurances OECD x x

Corruption perceptions 

index (Transparency 

International)

Dexia AM OECD x x

Conventions on Human 

Rights, ILO principles, 

Convention on Biologic 

Diversity, Rotterdam 

Convention and Ottawa 

treaty

Ecofi Investissements OECD and Euro zone x x

ERAFP
OECD and issuers in 

euros
x x x

Death penalty, recours à la 

torture or child labor

Fédéris Gestion d'Actifs Euro zone x x

Groupama AM Europe x

HSBC Global AM Issuers in euros x x x

IDEAM (Amundi) OECD x x x

Interexpansion EU x x

KBC AM OECD and EU x x

La Banque Postale AM
EU, Norway, Japan, 

Switzerland, USA, 

Australia and Canada

x x x

Macif Gestion OECD x x x

MAIF Issuers in euros x x
Millennium development 

goals (UNO)

Meeschaert AM OECD x x

Natixis AM Europe x x

OFI AM Europe x x

Palatine AM World x x

Petercam OECD x x

LFP Sarasin AM Euro zone x x

SRI management process

Investment 
universe analysed

Extra-financial 
rating agency

Agencies 
rating review

In-house 
methodology
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Rating agency offers 

 

Product's name Number of indicators
Number of countries 

analysed
Updating

ASSET 4
(Thomson Reuters)

Sovereign Supra 150 67 Annual

EIRIS Country Sustainable Ratings 40 70 Annual

EthiFinance Global Risk Rating 53 106 Annual

Innovest
(RiskMetrics Group)

Sovereign Rating 129 50 Annual

Oekom Country Rating 150 50 Annual

Vigeo Sustainable Country Rating 124 160 Semi-annual
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Similarities between the assessment of governments and other 
non-private issuers? 

 

Rating supranational organisations 

Are supranational issuers inherently socially responsible? The very purpose of these 

financial institutions such as the Agence Française de Développement (AFD) or the 

World Bank is to finance long-term, sustainable projects. As a result, some investors do 

not rate them. 

However, these issuers face some critics, in particular regarding their governance, 

transparency and the impact of their activities. The projects financed by the European 

Investment Bank (EIB) are disputed on a regular basis. Several NGOs condemn the 

negative impact of projects selected by the EIB on local populations10. As supranational 

organisations bonds are lest invested than governments, several investment managers 

such as LBPAM review them on a case-by-case basis. Rating agencies are gradually 

implementing more structured ratings that take into account both the organisation’s 

impact and the social and environmental ramifications of their financing. Supranational 

organisations are implementing a growing number of social responsibility policies to 

meet these new expectations. 

Local governments: the new frontier 

Is a local government comparable to its national government? Local government action 

is influenced by national policy. Local governments must comply with and are 

supposedly controlled by national governments. 

But they enjoy some leeway, which varies depending on the country, in how they 

implement local policies. This has led some investors to question their real impact. Local 

governments also manage their employees differently. Certain local governments are 

sometimes accused of violating their employees’ freedom of assembly and the freedom 

of association. 

Agencies currently rate local governments in these two areas, but face their lack of 

transparency, as these issuers are unaccustomed to these kinds of checks and balances. 

Due to the lack of available information on local governments, ERAFP financed their 

rating by agencies such as Vigeo and Oekom before initiating dialogue with them. ERAFP 

has invested heavily in certain local governments, justifying its approach.  

Not only is available information lacking, but this type of structure often does not have 

any representatives to deal with these issues. Many local governments were assigned 

poor ratings because they did not reply to agencies’ requests. ERAFP began by informing 

them about extra-financial ratings then engaged in dialogue when the local governments 

in which it invests were not receptive. 

 

 

                                           
10 Most recent report: Corporate welfare and development deceptions. Why the European Investment Bank is 

failing to deliver outside the EU, Counter Balance, February 2010 
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Novethic, part of Caisse des Dépôts, is a research centre in France on Corporate Social 

Responsibility (CSR) and Socially Responsible Investment (SRI) and a sustainable 

development media expert.  

Set up in 2001, today Novethic is the exclusive source of statistical information on the 

French SRI market. The SRI research team conducts thematic studies, analyses product 

trends and assesses the SRI processes of asset management firms. Novethic initiated a 

label for the SRI funds available on the French market in 2009. 
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