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by Until a few years ago, it was rare for investors 

to consider environment, social and governance 

(ESG) factors for asset classes beyond traditional 

equity and corporate fi xed income. Today, 

investors increasingly express interest in ESG 

analysis that can be applied to asset classes 

such as sovereign debt. This interest has only 

been amplifi ed by the euro zone crisis, which 

has brought the evaluation of sovereign issuers’ 

creditworthiness to the fore. In this research, we 

present two ways that investors may incorporate 

ESG factors into a sovereign debt portfolio using 

a new country ESG analysis framework.   

Sovereign Debt Investing: 
ESG Framework and 
Applications 
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Concern about sovereign creditworthiness

Most investors had, until recently, considered 
sovereign bonds a defensive asset class that 
delivered consistent, low risk returns—especially 
for developed countries. Concerns about 
peripheral euro zone countries’ ability to repay 
their debts and the ensuing crisis called into 
question the defensive nature of sovereign debt 
as an asset class—refl ected by a divergence in 
borrowing rates for euro sovereign debt issuers, 
as shown in Figure 1.

Elsewhere, debt levels are projected to climb. 
The IMF estimates that by 2016 the debt-to-
GDP ratios of the United States and Japan—
major issuers of sovereign debt—will reach 
115%, and 253%1, respectively.  The divergence 
in euro zone yields and growing indebtedness 
among developed countries has led investors 
to re-evaluate their government bonds 
portfolios. Emerging markets—where levels 
of indebtedness are considerably lower and 
projected economic growth higher compared 

to developed markets—may offer a potential 
alternative source of sovereign debt securities. 

Introducing ESG criteria into investment decision-
making may also help. There is reason to believe 
that ESG factors are becoming more important. 
Based on our own analysis of developed 
markets, we fi nd that bonds issued by sovereign 
issuers that score well on ESG indicators have 
outperformed those that score poorly for ESG 
on a risk-adjusted basis—particularly since the 
start of the euro crisis in 2009 (Figure 2)2. 

Figure 1: Euro government bond 10-year yields diverge

1

2

3

4

5

6

7

%

Jan-08 Jan-09 Jan-10 Jan-11 Jan-12

Italy France Germany Synthetic € area Spain

 
Source: Bloomberg, Datastream, AXA IM Research, December 2012. 

Figure 2: Divergence in fi nancial performance of best and 

worst ESG countries (Developed Markets)
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Note: Equal-weighted total return of government bonds issued by 
fi rst and fourth quartile developed countries (according to IMF 
classifi cation) based on ESG indicators.  ESG quartiles determined 
by an average of environment, social and governance indicators 
described in the framework. Sovereign debt performance of each 
country group is an equal weighting of countries’ debt performance. 

Sources: AXA Investment Managers, Citigroup Government Bond 
Indices, December 2012.

Investors are taking heed.  According to 
Novethic’s – a leading research centre – 
recent study of European asset owners’ ESG 
perceptions and integration practices, 49% of 
European asset owners surveyed apply ESG 
analysis to some or all of their government 
bond holdings.
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A country ESG framework

In response to growing client interest, we de-
veloped a framework for analysing countries 
according to ESG criteria and applied it to a sover-
eign fi xed income investment universe. The frame-
work relies on four indicators— political commit-
ment, environment, social and governance—each 
comprised of a number of data points. Within the 
model, the weights assigned to each of the four 
indicators can be adjusted to match an investor’s 
specifi c requirements, investment strategy and ob-
jectives. According to requirements for inclusion in 
the model, the indicators must be:
■ objective and measurable;
■ revised at least once a year; 
■  suffi ciently deep, with at least a 10-year track 

record; 
■  global, in that they cover a broad number of 

countries3;
■  measures of policy effectiveness or output, 

rather than input criteria.

Based on these requirements, we built the country 
ESG analysis frameworking using the following 
indicators and corresponding data sets. 

Environment

Climate change continues to play out in many 
examples across the globe (storms, fl oods, 
etc.) with increasing frequency and force. While 
indicators such as ground and air pollution, 
access to water, and biodiversity are of interest, 

CO2 emissions constitute an effective and 
appropriate indicator to assess the preparedness 
and performance of countries in managing 
their environmental risks.  None of the other 
indicators examined met our standards of 
coverage, reliability, measurability and objectivity. 
To avoid biases between countries, we adopted 
CO2 emissions per capita and per unit of GDP 
corrected for purchasing power parity (2005 
dollars) as a basis for comparison. These two 
measures make up the environment score. 

Social

We selected the UN’s Human Development Index 
data set.  The Human Development Index (HDI) is 
a comparative measure of:
■  Education as measured by two components: the 

average length of schooling and the expected 
length of schooling based on enrolments by age; 

■  Health as measured by life expectancy at birth; 
■  Standard of living calculated as gross income 

per capita corrected for purchasing power parity 
rates in dollars. 

Governance

Our model uses the World Bank Governance Index 
which reports aggregate and individual governance 
indicators for 213 economies over the period 
1996–2010, for six dimensions of governance: 
voice and accountability, rule of law, regulatory 
quality, political stability, government effectiveness 
and control of corruption. These dimensions are 
detailed in Figure 3.

Figure 3: The Six Dimensions of Governance 

Dimension Components

Voice and accountability Election of leaders, freedom of speech and freedom of association 
Rule of law Property rights, quality of contracts, the police and the courts, and the likelihood of violence and crime

Regulatory quality
The ability of the government to formulate and implement sound laws and regulations that promote 
private sector development, respect of citizens and of the state for the institutions that govern the 
economy and the interactions among them

Political Stability The likelihood that the government will be destabilized or overthrown by unconstitutional or violent 
means, and the ability of the government to establish and implement sound policies

Government 
effectiveness

Quality of public services, quality of the civil service and the degree of its independence from the 
governmental authorities, the quality of the policies announced and the credibility of the government’s 
commitment to such policies, and its ability to implement them

Control of corruption Perception of use of public power for private gain and capture of the state by elites and private interests
 Source: World Bank, December 2012. 
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overlay applied to a macro expectations portfolio 
would impact the portfolio’s key characteristics, 
including country allocation, credit quality and 
duration.  

Application One: Mitigating reputation risk

Institutional investors, particularly pension 
funds and insurance companies, seek to 
limit reputational, or headline risk in order 
to avoid negative perceptions associated 
with a particular activity or regime—such as 
documented human rights abuses or labour 
rights violations—that could negatively impact 
investors’ own reputations or would not comply 
with their commitment to conventions such as 
the United Nations Global Compact. 
The most straightforward way to address 
reputation risk utilises a negative screening 
approach, drawing upon a pre-defi ned set of 
criteria to exclude, or screen, securities that 
are perceived as having higher risk from an 
investment universe.  

Political Commitment

The Political Commitment indicator pertains 
to a country’s signature and ratifi cation of 
21  international conventions spanning a 
range of environmental, social and governance 
considerations, including; eight conventions 
concerning the International Labour Organization, 
six on human rights, three on arms control, and 
four involving climate change and biodiversity. 
Countries having ratifi ed a signifi cant number of 
the 21 conventions demonstrate high political 
commitment to environmental, social and 
governance topics. 

Practical applications for investors

Utilising our country ESG framework, we 
identifi ed two ways that investors can draw upon 
ESG analysis for sovereign debt portfolios. The 
fi rst addresses an investor’s reputation risk by 
screening the investment universe using specifi c 
ESG criteria before the portfolio construction 
phase. For the second, we examined how an ESG 

Human rights 

International Covenant on Economic, Social and Cultural Rights 
International Covenant on Civil and Political Rights 
International Convention on the Elimination of All Forms of 
Racial Discrimination 
Convention on the Elimination of All Forms of Discrimination 
against Women 
Convention against Torture and Other Cruel, Inhuman or 
Degrading Treatment or Punishment 
Convention on the Rights of the Child 
Convention on the Prevention and Punishment of the Crime of 
Genocide

Labour rights & organisation 

Freedom of association and collective bargaining
Elimination of forced and compulsory labour
Elimination of discrimination in respect of employment and 
occupation
Abolition of child labour

Weapons 
Convention on the Prohibition of the Use, Stockpiling, Production 
and Transfer of Anti-Personnel Mines and on their Destruction
Convention on Cluster Munitions
Treaty on Nonproliferation of Nuclear Weapons

Climate Change and Biodiversity 

Convention on Biological Diversity 
Cartagena Protocol on Biosafety to the Convention on Biological 
Diversity
Kyoto Protocol to the United Nations Framework Convention on 
Climate Change

Source: AXA Investment Managers, December 2012

Figure 4: International conventions on ESG topics
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Figure 5: Countries excluded for high reputation and 

long-term S&P ratings

Country
Sovereign

Rating

Weight in EMBIG 

universe

AZERBAIJAN BBB- 0.2%

BELARUS B- 0.6%

BELIZE CCC+ 0.1%

CAYMAN ISLANDS B2 (*) 0.2%

ECUADOR B 0.2%

IRAQ Not Rated 0.8%

NIGERIA BB- 0.2%

PAKISTAN B- 0.4%

PANAMA BBB 2.8%

VENEZUELA B+ 4.3%

(*) Moody’s long-term rating

Source: AXA Investment Managers, S&P, Moody’s, December 2012.

The resulting screened universe contains 
47  emerging market sovereign debt issuers 
representing over 90% of the EMBIG universe by 
market cap (Figure 6). 

Figure 6: Emerging market debt universe before/after 

reputation screening

 
100%

90.3%

0%

10%

20%

30%

40%

50%

60%

70%

80%

90%

100%

EMBIG Resulting screened universe

Source: AXA Investment Managers, December 2012 

Case Study: Reputation risk in emerging 

markets 

A leading pension plan approached AXA 
Investment Managers with a request to 
minimise the reputation risk of their existing 
emerging markets sovereign debt portfolio. The 
overall objective was to implement an effective 
rules-based screen for an emerging markets 
sovereign debt universe. 

As part of a review of their emerging market 
debt portfolio, the plan’s investment committee 
wanted to be able to demonstrate that the 
strategy addressed the threat of several specifi c 
risks, namely: 
■  Corruption
■  Political stability
■  Tax havens

The client also wanted to know the key 
characteristics of a portfolio based on a 
screened investment universe. We drew upon 
our country ESG rating framework in order to 
create a reputation risk score for each sovereign 
issuer in the JP Morgan Emerging Markets Bond 
Index Global (EMBIG) investment universe of 
57 emerging markets. 

We constructed a reputation risk score 
comprised of governance and political 
commitment components, including: political 
stability, corruption and rule of law indicators, 
along with human rights, labour, biodiversity and 
weapons conventions. We then screened the 
investment universe to exclude issuers with the 
highest reputation risk scores and tax havens. 
The following results were then presented to the 
client.    

Results

Starting from the initial EMBIG investment 
universe of 57 countries, the rules-based 
reputation screen identifi ed 10 sovereign issuers 
that present signifi cant reputation risk based on 
reputation risk scores—representing 9.7% of 
the EMBIG universe’s market capitalisation. The 
countries are listed in Figure 5.   
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Reputation risk screen and portfolio 
characteristics

Interestingly, the move to rules-based screening 
did not signifi cantly alter the quality, yield and 
duration characteristics of the portfolio. In terms 
of credit quality the rules-based reputation 

Among countries excluded using the rules-based 
reputation risk method, four were Latin American 
nations accounting for nearly 8% of total market 
capitalisation of the EMBIG universe: Venezuela, 
Panama, Belize and Ecuador. Two of these 
countries, Panama and Belize, were fl agged on 
the tax havens criteria.

Focus on Venezuela

Since the election of Hugo Chavez in 
1998, Venezuela’s governance indicators 
have declined sharply (Figure 7). A 
new constitution was meant to restore 
confi dence in human rights and democracy 
which would subsequently contribute to 
political stability. Yet today, measures of 
political stability (10 out of 100), regulatory 
quality (4 out of 100)  and control of 
corruption (8 out of 100) remain quite low. 

Part of the explanation is historical, in that 
successive governments have failed to 
launch structural reforms and diversify the 
economic growth model. Other reasons 
for Venezuela’s poor performance relate to 
opacity in the use of public resources which 
has multiplicative effects for an economy that 
relies predominantly on natural resources.  
Finally, Chavez’s poor health and uncertainty 
regarding political succession further 
undermines political stability.

Figure 7: Venezuela’s declining governance performance

 

Source: AXA Investment Managers, World Bank, December 2012

Clearly, Venezuela presents signifi cant 
reputational risk to investors. The recent 
presidential election awarded a narrower 

victory margin to Chavez. Investors would 
be well-advised to remain cautious until the 
situation improves markedly. 
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evaluate countries for reputation risk.  Further, 
the exclusion of high reputation risk countries 
did not signifi cantly alter the profi le of the 
investment universe. Based on these results, 
the client opted to apply a rules-based reputation 
risk screen for their emerging market sovereign 
debt portfolio. 

The key issue for investors 
is the long-term sustainability 
of a country’s economic and 
political situation, which often 
goes hand–in-hand with human 
development, protection of the 
environment, good governance 
and effective policymaking. 
In a sense, addressing ESG 
issues naturally aligns with 
Emerging Market bondholders’ 
interests. 

Damien Buchet, Head of Emerging Markets, 
Fixed Income 

Application Two: ESG Overlay 

We examined how an ESG overlay—a strategy 
applied on top of an existing portfolio—would 
impact a macro expectations portfolio based 
on fi nancial criteria in terms of the portfolio’s 
key characteristics including; country allocation, 
quality and duration. 

Starting from a Barclays Universal GDP-Weighted 
Investment universe, the AXA Fixed Income 
team built a macro expectations portfolio that 
refl ects the investment team’s main views on 
each sovereign issuer. The macro expectations 
rely upon macroeconomic forecasts, relative 
sovereign debt valuations, market sentiment 
and technical factors. Then, using the country 
framework we applied an ESG overlay that 
over- or under-weighted each country based on 

risk screen reduced the percentage of highly 
speculative debts from 9.6% in the EMBIG to 
6.4% in the fi nal universe (Figure 8).

Figure 8: Sovereign emerging market debt portfolio quality 

characteristics before/after reputation screen 
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Source: AXA Investment Managers and Moody’s, December 2012. 

Furthermore, this quality improvement can 
be achieved without signifi cant impact on 
the portfolio yield and duration, as shown in 
Figure 9.

Figure 9: Yield and duration of sovereign emerging market 

debt universe before/after reputation screen

Index

Yield To 

Maturity (Bid) 

in %

Duration

EMBIG 4.1 7.7

EMBIG-Rep Risk Free 
AFTER rules-based 
reputation screening

4.2 7.5

Source: AXA Investment Managers, December 2012.

Overall, the rules-based approach offered the 
investor a consistent and comparable way to 
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Through this approach, we were able to compare 
the pure macro expectations portfolio with the 
ESG overlay portfolio in order to gauge the 
impact on investment decision-making. 

Country allocation

Taking the macro model portfolio as the 
baseline, we examined the relative over- and 
under-weights in the ESG portfolio. Figure  10 
illustrates the relative difference in country 
weights greater than 0.05% and the size of each 
country’s sovereign debt market. This diagram 
does not depict minor deviations from the 
baseline—i.e. country tilts that vary less than 
0.05% from the macro model portfolio. 

its ESG score relative to market classifi cation—
either developed or emerging market—in order to 
build an ESG-tilted portfolio.  For both portfolios, 
country allocation weights were bound by 
minimum and maximum thresholds that comply 
with risk guidelines and investment objectives. 

A GDP-weighted approach 
to sovereign debt investing seeks 
to allocate exposure to wealthier 
countries as opposed to those with 
higher levels of debt. Coupled with 
ESG, it is an effective way 
to meet our clients’ needs in today’s 
sovereign credit environment.” 

Jerôme Broustra, Head of Global Rates, 
Fixed Income 

Figure 10: ESG overlay over- and under-weights versus macro expectations portfolio as at Q3 2012
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As shown in Figure 12, the top ESG under-
weights for emerging markets are the 
Philippines, Colombia, Indonesia, followed by 
China and Russia. For developed markets, 
Japan is the largest under-weight largely due to 
governance issues. The ESG overlay reduces 
country exposure to a number of sovereigns with 
high quality long-term ratings such as Singapore, 
United Kingdom and the United States largely as 
a result of poor environmental indicators. Italy 
receives a slight underweight for its ESG score 
compared to other developed markets.  

FIgure 12: ESG overlay top country under-weights

Country

ESG weight 
versus 

macro model 
portfolio

S&P long-
term foreign 

currency 
rating

ESG
score

Philippines -0.9% BB+ 52.4

Japan -0.8% AA- 87.7

Singapore -0.6% AAA 79.4

United States -0.5% AA+ 85.1

Colombia -0.4% BBB+ 60.6

Indonesia -0.2% BB+ 50.9

Italy -0.2% BBB+ 78.9

China -0.2% AA- 52.2

United Kingdom -0.2% AAA 86.5

Russia -0.1% BBB 53

 Emerging Markets

Sources: Barclays, S&P, AXA Investment Managers, December 2012. 

Overall, we can see that the ESG over- and 
under-weightings resulting from the overlay are 
relatively constrained—in large part due to the 
minimum and maximum thresholds put in place 
for risk monitoring purposes. 
 
As shown in Figure 11, the top ESG over-weights 
for emerging markets are Poland and Chile. 
For developed markets, Spain tops the list for 
its better-than-average ESG score relative to 
developed markets despite a poor S&P long-term 
rating (BBB-) and gloomy economic prospects.  
For the remainder, the ESG overlay gives greater 
weight to Northern European countries rated 
AA+ and above that demonstrate strong ESG 
performance. 

FIgure 11: ESG overlay top country over-weights

Country

ESG weight 
versus 

macro model 
portfolio

Long-term 
S&P foreign 

currency 
rating

ESG 
score

Poland 0.5% A- 78.8

Spain 0.4% BBB- 82.8

Netherlands 0.3% AAA 90.2

Austria 0.3% AA+ 90.7

Norway 0.3% AAA 95.6

Chile 0.3% A+ 82.6

Finland 0.3% AAA 91.5

Germany 0.3% AAA 89.8

Sweden 0.3% AAA 94.0

 Emerging Markets

Sources: Barclays, S&P, AXA Investment Managers, December 2012. 
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Additional metrics such as yield to worst 
(worst-case scenario absent issuer default), 
spread valuation (option-adjusted) and duration 
(sensitivity to interest rates) are remarkably 
similar for the initial investment universe, the 
macro model portfolio and the ESG portfolio 
(Figure 14).   

Figure 14: Key portfolio characteristics largely unchanged

 

Yield to 

Worst

Option 

Adjusted 

Spread

Duration
ESG

Score

GDP-weighted 
universe 2.6 54 6.1 7.85

Macro 
expectations 
portfolio

2.5 43 6.2 7.92

ESG overlay 
portfolio 2.5 47 6.1 7.99

Source: AXA Investment Managers, December 2012. 

Furthermore, both the ESG overlay and macro 
model portfolios score higher on ESG criteria 
than the initial universe, with the ESG overlay 
unsurprisingly scoring the highest on ESG 
criteria. 

Sovereign debt portfolio characteristics

In terms of the creditworthiness, Figure 13 shows 
that the macro expectations portfolio demonstrates 
slight improvement in quality rating—more prime 
rated bonds and fewer lower-medium to high 
grade ones—compared to the initial GDP-weighted 
universe. The ESG overlay portfolio presents 
roughly similar characteristics compared to the 
pure macro expectations portfolio.

Figure 13: ESG overlay brings slight quality improvement

 

52.1

38.2

1.1

54.9

34.3

1.8

55.8

33.8

1.7
0%

10%

20%

30%

40%

50%

60%

Prime (AAA) Lower Medium 
Grade to High Grade

(BAA3 to AA3)

Less Vulnerable
(BA1 to BA2)

Barclays Universal GDP-Weighted Universe
Macro expectations portfolio
ESG overlay portfolio
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1   International Monetary Fund’s World Economic Outlook Database, 
September 2011.

2   Figure 2 best and worst ESG performers (developed markets). 
First quartile performers in alphabetical order: Denmark, Finland, 
New Zealand, Sweden, Switzerland and Norway. Fourth quartile 
performers in alphabetical order: Czech Republic, Greece, Italy, 
Singapore, South Korea and United States. 
The references to league tables are not an indicator of the future 
places in league tables. Information contained in this document 
may be updated from time to time.

3   We identifi ed 156 countries for which 10 years of data are 
available.  The country ESG ratings model with broad coverage 
can be applied to a variety of asset classes, including; corporate 
credit, equity, real estate and private equity.
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Conclusion
  
We have seen that ESG factors may be becoming more material to sovereign debt investing than 
in the past. Investors are taking notice. Many have already begun to apply ESG criteria to their 
government bond portfolios. This paper has examined two ways that investors can apply a country 
ESG analysis framework to their sovereign debt portfolios: negative screening and an ESG overlay. 

Investors may fi nd a reputation risk strategy based on negative screening particularly useful for 
emerging markets since these countries tend to score poorly on governance measures such as 
control of corruption relative to developed markets. As we have demonstrated, an ESG overlay 
within defi ned risk parameters does affect country allocation and can improve the sovereign debt 
portfolio’s ESG performance whilst having a limited impact on other key portfolio characteristics 
including quality and duration.

We note that other methods to apply ESG criteria to a sovereign debt portfolio do exist. Furthermore, 
the utility of a country ESG framework is not limited to sovereign debt investing; rather, it has 
broader application to other asset classes, including corporate credit, equity, real estate and 
private equity. The sheer number of possibilities provides multiple avenues for future investigation. 
As always, we are committed to assisting clients with the adoption of responsible investment 
strategies that enhance long-term investment performance.
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AXA Investment Managers Responsible Investment Team and / or 
AXA Investment Managers”.



Our Differentiation  

Responsible Investment
AXA Investment Managers

Our Mission
Transform investing

We believe that RI can help deliver superior risk-adjusted returns for 
our clients over the long term. That is why we embed global ESG 
research across all asset classes and provide investors the opportunity 
to select the level of ESG integration that best fi ts their needs and 
objectives. It’s how we redefi ne investment solutions.

Matt Christensen
Global Head of Responsible Investment 

RI Search© - our unique ESG research platform

Pure RI funds

Thematic strategies 
driven by proprietary 
ESG research

Third-party label awarded 
to all our RI funds

Quality assurance 
through external audit

ESG embedded into
AXA IM’s mainstream funds

ESG scoring at portfolio 
and security level

Portfolio management with 
the integration of ESG research 

Active stewardship through 
engagement and voting over 
all client shareholdings 

Tailored RI solutions

Customised mandates
specifi c to client ESG factors

Engagement overlay services

Reporting and control,
including carbon and 
ESG footprint analysis 

www.axa-im.com/ri

The RI team is composed of 11 professionals 
with 14 years experience on average in both ESG 
and traditional fi nancial analysis. 

We use RI Search©, AXA IM’s proprietary 
ESG platform, to integrate fundamental and quantitative
ESG research into our investment decisions.

As at December 2012

Our Team  
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AXA Investment Managers Paris : « Coeur Défense » Tour B – La Défense 4 
100, Esplanade du Général de Gaulle 92400 Courbevoie 
Société de gestion de portefeuille titulaire de l’agrément AMF n°GP 92-0
en date du 7 avril 1992. S.A. au capital de 1 384 380 euros, 353 534 506 RCS Nanterre.

www.axa-im.com


