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• Government bonds can have an important role to play in multi-asset strategies, enabling asset allocation changes 

using easily traded, liquid securities that can also carry beneficial valuation attributes. 

• The social and environmental benefits of government spending and policies should be appreciated alongside any 

concerns investors may have about participation in less desirable activities. 

• Any government’s revenue raising and spending is likely to cover a vastly complex range of activities, within which 

both positive and negative impacts are probably inevitable. 

 
The value and income from the fund's assets will go down as well as up. This will cause the value of your investment to fall 

as well as rise. 

Investments in bonds are affected by interest rates, inflation and credit ratings. It is possible that bond issuers will not pay 

interest or return the capital. All of these events can reduce the value of bonds held by the fund. 

How is investment in government bonds 

compatible with an ESG approach? 

We believe that mainstream government bonds merit full 

consideration for inclusion in portfolios that screen for 

environmental, social and governance (ESG) criteria, 

although some ESG investors may prefer to avoid investing 

in some or all of them. Usually, an exclusion will be based on 

the grounds that a government is likely to be actively involved 

in, or benefiting from, one or other of the ‘sin’ sectors, such 

as tobacco, alcohol, gambling and armaments. Material 

involvement in these industries, or sometimes any 

involvement at all, often disqualifies an entity from inclusion 

in ethical funds, but this is often different to being scrutinised 

through an ESG screen.  

Positives can outweigh negatives in 

government bonds 

Within the M&G (Lux) Sustainable Allocation Fund we expect 

to hold investments in government bonds. They can form an 

essential and liquid building block in achieving the desired 

asset allocation position and play a crucial role in shaping 

the risk and return characteristics of the fund. 

Of course, our ESG-screening process is likely to exclude 

physical holdings in securities issued by companies 

meaningfully involved in the production and distribution of 

tobacco, alcohol, controversial weapons, thermal coal and 

gambling services. However, we believe the complexities of 

government finances and expenditure justify applying a 

modified approach to sovereign bonds. 

We recognise that no government is likely to be beyond 

reproach, if its policies and spending behaviour are 

considered against a standard corporate-level ESG screen. 

However, the proceeds of government bond issuance are 

expected to be used to serve an entire nation. Typically, the 

funds raised through bond issuance are dwarfed by tax 

revenues and, in total, there will inevitably be significant 

spending for beneficial purposes, as well as activities that 

investors may find less desirable.  

US Treasuries are a good example because, although the 

US has the largest known defence spending among nations, 

most of US government expenditure is still on social care. If 

you consider US discretionary spending (ie, the part of the 
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US federal budget that Congress appropriates each year), 

more than half of it is dedicated to defence. However, 

approximately 60% of total federal spending is mandatory 

(source: thebalance.com), the largest portions being Social 

Security and Medicare. 

Looking at overall US government spending for 2018 

(Figure 1), about 22% is on healthcare, 19% on pensions, 

15% on education, with defence the fourth largest 

component at just 12%.  

When viewed through this lens, we believe that discounting 

investment in US Treasuries outright would not be justified. 

So, currently, we are comfortable holding US Treasuries in 

our portfolios, as most of the activities supported by that 

borrowing may be viewed as being essential for the 

functioning of US society. 

It is important to note that investing in any particular 

government’s bonds should not in any circumstance be seen 

as an endorsement of the incumbent political party and/or of 

its agenda, or as expressing a political view. The investment 

decision is merely a consequence of the financial 

assessment of the asset and its underlying characteristics, 

combined with an ESG assessment of the country relative to 

peers as described below. 

Investment analysis 

Before investing in a government’s bonds, we assess the 

fundamental characteristics of the country, including such 

items as fiscal and monetary policies, economic trends, and 

the political and social environment. All factors that we believe 

could affect the government’s ability to service and repay the 

debt are analysed, including a range of ESG factors.  

ESG screening 

As part of our investment process, we screen our sovereign 

bond universe by ESG ratings and only select bonds that are 

rated BB or above by MSCI. MSCI ESG Government Ratings 

assess a country’s ESG Risk Exposure, Risk Management 

Practices and Performance.  

The MSCI ESG risk exposure assessment recognises that 

countries each have different quantities, qualities and mixes 

of resources to call on in their production processes, be they 

financial, human capital or natural materials. A country’s 

ESG risk management and performance are measured by 

considering a number of factors. They include: the efficiency 

of its resource utilisation, performance on socio-economic 

factors, financial management, the control of corruption and 

political stability, among others. 

MSCI assesses the country ESG risk exposures and 

measures this against its ESG risk management practices 

and demonstrated ESG performance to form the basis of the 

ESG Government Rating.  

We also carry out additional qualitative checks on ESG 

strengths and weakness, using research available from other 

institutions. Those include the World Bank, Freedom House, 

Financial Action Task Force and the United Nations Security 

Council for research relating to governance and social 

issues. When assessing environmental policies, we are also 

able to use research from other organisations such as 

Climate Change Performance Index, Climate Action Tracker, 

Climate Analytics and New Climate.  

Investing sustainably in emerging 

market bonds 

We may also invest in emerging market (EM) government 

bonds when opportunities arise; we apply the same rigorous 

credit and ESG-screening approach when assessing these 

issuers as we do for governments in developed markets. 

Although some of those markets might be more difficult to 

assess because of the lack of transparency and deeper 

governance issues, we believe that investing in EM 

government bonds may be a proactive way of fostering 

greater sustainability in the long term. With the right 

incentives and structures in place, those growing economies 

can make significant progress both in terms of fighting 

climate change and generating additional benefits for their 

population. As an example, Colombia has been one of the 

key sustainability players in the international arena and 

supported the development of the UN Sustainable 

Development Goals.  

Investors should be aware investing in emerging markets 

involves a greater risk of loss due to greater political, tax, 

economic, foreign exchange, liquidity and regulatory risks, 

among other factors. There may be difficulties in buying, 

selling, safekeeping or valuing investments in such 

countries. 

Where would we not currently invest? 

Some government bonds do not pass our ESG assessment 

and therefore we would not invest in them, even if the 

fundamental analysis looked appealing. Two examples 

would be Egypt and Indonesia. 

Egypt: the country does not pass our initial screening, as it 

has an MSCI ESG rating of B. We also believe the country 

does not exhibit sufficient political freedom to clear the social 

and governance hurdles of an ESG assessment, and the 

country is not considered to be free, according to Freedom 

House, an independent organisation that measures and 

reviews indicators of freedom around the world. 



   

Indonesia: despite having an MSCI ESG rating of BB and 

attractive fundamentals, environmental policies regarding 

palm oil production are not sufficiently strong and there is a 

lack of control both at a national and international level. We 

therefore decided not to invest and are closely monitoring 

further developments. 

Short positions in duration risk 

We may use derivatives to generate short exposure to 

government bonds as part of the efficient portfolio 

management process, in order to manage the duration 

characteristics of the portfolio. However, the fund cannot 

have negative duration at the overall level.  

For example, we could have a long position on US 

Treasuries with 30 years to maturity and with 10 years to 

maturity and hold a short position in US Treasuries with two 

years to maturity. This position would express the view that 

the US yield curve is too steep and that two-year yields are 

likely to rise (and prices fall) relative to 10-year and 30-year 

yields and would be permitted as long as the aggregate 

duration level does not fall below zero. 

We could also hold a short duration exposure to a specific 

currency to express an investment view, as long as these are 

offset by long duration positions in other currencies.  

For example, we could hold a short position in 30-year UK 

gilts, without having any other long exposure to UK 

government bond or sterling corporates as long as there are, 

in aggregate, offsetting long duration positions in other 

currencies. This position would express the view that UK 

interest rates are too low, given the economic fundamentals 

and could be a threat to long-term economic stability.  

The fund may use derivatives to profit from an expected rise 

or fall in the value of an asset. Should the asset's value vary 

in an unexpected way, the fund may lose as much as or more 

than the amount invested.

Appendix: Assessments of countries we have invested in 

For the selected countries of which the M&G (Lux) Sustainable Allocation Fund holds government bond issues, below are brief 

summary observations relating to individual Environmental (E), Social (S) and Governance (G) characteristics. Please note, 

this is not an exhaustive list of the countries in which the fund may invest. 

United States 

E: Some inadequate policies at federal level, partly compensated for by stronger action at individual state level.  

S&G: Strong democratic values with effective government and with extensive personal and political freedom. In 2017, 

according to the World Bank, the US had an average Worldwide Governance Indicators (WGI) percentile ranking of 85*. 

Italy 

E: Italy has managed to considerably reduce its energy use per capita over recent years. However, targets for emission 

reductions, renewables and energy efficiency are not particularly ambitious. 

S&G: Democratic government but with poor stability and effectiveness. Strong social security, with an average WGI percentile 

ranking of 68. 

Spain 

E: Climate action policy is improving but needs to be more ambitious.  

S&G: Democratic and effective government, with an average WGI percentile ranking of 75. 

Mexico 

E: Mexico has been notably active in international negotiations around climate change, but national targets are not considered 

ambitious enough and have recently been diluted by government action.  

S&G: Democratic government but with poor stability and effectiveness. Corruption is also an issue, although the country is 

considered to have some measurable freedom. It has an average WGI percentile ranking of 38. 

Colombia 

E: Colombia has an ambitious and progressive position at the United Nations climate negotiations and it is on track with the 

process of ratifying the Paris agreement. 

S&G: Colombia is transitioning into a more stable and efficient government structure, with an average WGI percentile ranking 

of 45. The country actively promotes and aligns its initiatives to UN SDGs. 

Chile 

E: As part of the Paris Agreement, Chile is committed to both conditional and unconditional targets for reducing greenhouse 

gas (GHG) emissions**. 

S&G: Effective government and rule of law. It has an average WGI percentile ranking of 79. 

  



   

Peru 

E: As part of the Paris Agreement, Peru is committed to both conditional and unconditional targets for reducing greenhouse 

gas (GHG) emissions**.  

S&G: Considered to be a free country by Freedom House, with freedom of expression and good accountability, though lacking 

in stable governments. It has an average WGI percentile ranking of 47. 

South Africa 

E: The new Integrated Resource Plan provides a new direction in energy sector planning, which includes a shift away from 

coal, increased adoption of renewables and gas, and an end to the expansion of nuclear power.  

S&G: Government is effective, even though there is some lack of stability and reliability. The country has considerable freedom 

according to Freedom House and has an average WGI percentile ranking of 57. 

Brazil 

E: Brazil performs well in comparison to other countries with the lowest energy use per capita and has very high share of 

renewables in the energy mix. Brazil played an active role in international negotiations in the past but national efforts have 

recently been more muted. 

S&G: Free country with freedom of expression and accountability rating but unstable government and corruption issues. It has 

an average WGI percentile ranking of 44. 

* Calculated as the average of the percentile rankings for six broad dimensions of governance: Voice and Accountability, 

Political Stability and Absence of Violence/Terrorism, Government Effectiveness, Regulatory Quality, Rule of Law, Control of 

Corruption, ranging from 0 (lowest ranked) to 100 (highest ranked). Data provided by the World Bank. 

** According to Climate Action Tracker. 

 

For Investment Professionals, Institutional Investors, Accredited Investors and Professional Investors only. Not for 

onward distribution. No other persons should rely on any information contained within. Distribution of this document 

in or from Switzerland is not permissible with the exception of the distribution to Qualified Investors according to the 

Swiss Collective Investment Schemes Act, the Swiss Collective Investment Schemes Ordinance and the respective 

Circular issued by the Swiss supervisory authority ("Qualified Investors"). Supplied for the use by the initial recipient 

(provided it is a Qualified Investor) only.  

In Spain the M&G Investment Funds are registered for public distribution under Art. 15 of Act 35/2003 on Collective Investment 

Schemes as follows: M&G (Lux) Investment Funds 1 reg. no 1551. The collective investment schemes referred to in this 

document (the "Schemes") are open-ended investment companies with variable capital, incorporated in England and Wales 

in respect of M&G Investment Funds and in Luxembourg in respect of M&G (Lux) Investment Funds. In the Netherlands, all 

funds referred to are UCITS and registered with the Dutch regulator, the AFM. For Hong Kong only: The contents of this 

document have not been reviewed by any regulatory authority in Hong Kong. You are advised to exercise caution in relation 

to the offer of any funds mentioned in it. If you are in any doubt about any of the contents of this document, you should obtain 

independent professional advice. Shares, units or other interests in the funds mentioned in this document may only be offered 

or sold in Hong Kong to persons who are “professional investors” as defined in the Securities and Futures Ordinance 

(“Ordinance”) and any rules made under the Ordinance – or in circumstances which are permitted under the Companies 

(Winding Up and Miscellaneous Provisions) Ordinance. In addition, distribution of this document in Hong Kong is restricted. It 

may not be issued or possessed for the purposes of issue, whether in Hong Kong or elsewhere, and shares, units or other 

interests in the funds mentioned may not be disposed of to any person unless such person is a “professional investor” as 

defined in the Ordinance and any rules made under the Ordinance or as otherwise may be permitted under Hong Kong law. 

For Singapore only: This advertisement has not been reviewed by the Monetary Authority of Singapore. The Funds 

referred to in this document are each a restricted scheme under the Sixth Schedule to the Securities and Futures (Offers of 

Investments) (Collective Investment Schemes) Regulations of Singapore and are not authorised by the Monetary Authority of 

Singapore (MAS) and are not registered for retail public distribution in Singapore. M&G Investments (Singapore) Pte. Ltd. (Co. 

Reg. No. 201131425R) may distribute information/research produced by its respective foreign affiliates within the M&G Group 

of companies pursuant to an arrangement under Regulation 32C of the Financial Advisers Regulations. Where the 

information/research is distributed in Singapore to a person who is not an Accredited Investor, Expert Investor or an Institutional 

Investor, M&G Investments (Singapore) Pte. Ltd. accepts legal responsibility for the contents of the report to such persons 

only to the extent required by law. Singapore recipients should contact M&G Investments (Singapore) Pte. Ltd. at (65) 

64365315 for matters arising from, or in connection with the information distributed. This information/research is intended for 

general circulation. It does not take into account the specific investment objectives, financial situation or particular needs of 



   

any particular person. You should take into account your specific investment objectives, financial situation or particular needs 

before making a commitment to invest, including seeking advice from an independent financial adviser regarding the suitability 

of the investment, under a separate engagement, as you deem fit. No representation or warranty is given as to the accuracy 

or completeness of this information. Consequently, any person acting on it does so entirely at their own risk. In addition to the 

disclaimer above, the information does not contain a record of our investment product prices, or an offer of, or solicitation for, 

a transaction in any investment product. Any views and opinions expressed may be changed without an update. All investment 

products detailed in this presentation may only be invested by “Accredited Investors” or “Institutional Investors” as defined in 

section 4A(1) of the Securities and Futures Act, Chapter 289 of Singapore (the “SFA”) and in accordance with the conditions 

of, any other applicable provision of the SFA and its subsidiary legislations. M&G Investments (Hong Kong) Limited and M&G 

International Investments S.A. and the funds referred to in this document may not be authorised, recognised or regulated by 

the local regulator in your jurisdiction. This information is not an offer or solicitation of an offer for the purchase or sale of 

investment shares in one of the funds referred to herein. Purchases of a fund should be based on the current Prospectus. The 

Instrument of Incorporation Prospectus, Key Investor Information Document, the, annual or interim Investment Report and 

Financial Statements, are available free of charge, in paper form, from one of the following: M&G International Investments 

S.A., German branch, mainBuilding, Taunusanlage 19, 60325 Frankfurt am Main, the Austrian paying agent Société Générale 

Vienna Branch, Zweigniederlassung Wien Prinz Eugen-Strasse, 8-10/5/Top 11 A-1040 Wien, Austria; the Luxembourg paying 

agent: Société Générale Bank & Trust SA, Centre operational 28-32, place de la Gare L-1616 Luxembourg; the Danish paying 

agent: Nordea Bank Danmark A/S Issuer Services, Securities Services, Hermes Hus, Helgeshøj Allé 33, Postbox 850, DK-

0900, Copenhagen C, Denmark; Allfunds Bank, Calle Estafeta, No 6 Complejo Plaza de la Fuente, La Moraleja, 28109, 

Alcobendas, Madrid, Spain; M&G International Investments S.A. or its French branch; from the French centralising agent of 

the fund: RBC Investors Services Bank France; or from the Swedish paying agent: Nordea Bank AB (publ), Smålandsgatan 

17, 105 71 Stockholm, Sweden. For Switzerland, please refer to M&G International Investments Switzerland AG, Talstrasse 

66, 8001 Zurich. For Italy, they can also be obtained on the website: www.mandgitalia.it. For Ireland, they are available in 

English language and can also be obtained from the Irish facilities agent, Société Générale SA, Dublin Branch, 3rd Floor IFSC 

House – The IFSC Dublin 1, Ireland. For Germany and Austria, copies of the Instrument of incorporation, annual or interim 

Investment Report, Financial Statements and Prospectus are available in English and the Prospectus and Key Investor 

Information Document/s are available in German. Before subscribing investors should read the Prospectus, which 

includes a description of the investment risks relating to these funds. The information contained herein is not a substitute for 

independent investment advice. In Hong Kong, this financial promotion is issued by M&G Investments (Hong Kong) Limited, 

Office: Unit 1002, LHT Tower, 31 Queen’s Road Central, Hong Kong; and, elsewhere, by M&G International Investments S.A. 

Registered Office: 16, boulevard Royal, L-2449, Luxembourg. The Portuguese Securities Market Commission (Comissão do 

Mercado de Valores Mobiliários, the “CMVM”) has received a passporting notification under Directive 2009/65/EC of the 

European Parliament and of the Council and the Commission Regulation (EU) 584/2010 enabling the fund to be distributed to 

the public in Portugal. 
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