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Aviva Investors

Multi-strategy portfolios have come a long way in embedding ESG into
the investment process.

Summary
•

ESG is well-embedded across the AIMS investment process, from idea generation and
portfolio construction through to voting and engagement;

•

Having a large and well-integrated ESG team plays a key role in this process;

•

We are still on a journey - the steps we are taking to address the gaps in climate risk and
derivative ESG assessment will bring us even closer to completing the full ESG picture for
multi-strategy portfolios.

There has been a common perception that environmental, social and governance (ESG)
considerations could not be fully incorporated within multi-strategy investments, largely due
to the multi-faceted aspects of running these types of portfolios. The world has changed.
While there are still some challenges, there have also been great strides taken in embedding
ESG risk analysis and capturing ESG themes within multi-strategy portfolios.

Multi-strategy portfolios
have come a long way in
embedding ESG into the
investment process.

In this paper, we will set out the key aspects of the framework currently used to integrate ESG
throughout the investment process of the AIMS strategies1. We also identify the gaps we are
addressing to paint as complete an ESG picture as possible, in a landscape where the use of
leverage adds an extra layer of complexity.
Integral to the progress has been the strong culture of collaboration within Aviva Investors,
which has allowed the AIMS investment teams to extract best practices from individual asset
classes and also provide perspective in addressing areas of commonality, as the issues
around derivatives and shorting are not exclusive to AIMS alone. One could argue that by the
very nature of covering an unconstrained universe across multiple asset classes and
instruments, multi-strategy portfolios are well positioned to facilitate a robust framework
that is holistic and relevant across the full breadth of liquid markets.

ESG in the investment process and macro outlook
Figure 1. The AIMS investment process
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Source: Aviva Investors.

The AIMS investment process, as outlined in Figure 1, can be grouped into two main stages: 1)
the generation of best-in-class investment ideas; which then feed into 2) a robust portfolio
construction process.
1. ESG factors are integrated into the investment process but the investment manager retains discretion over asset or
stock selection in accordance with the Baseline Exclusions Policy and objectives of the strategy.
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The investment process within AIMS begins with the formation of the Aviva Investors House View,

All investment ideas
must consider not only the
traditional fundamental
and technical drivers, but
also the ESG risks and
opportunities driving
the idea.

where key stakeholders from across the business come together to formulate our macroeconomic
views and likely risk scenarios a portfolio could face within a two to three-year investment
timeframe. Our dedicated 25-person strong ESG team is a key component in this process and
ensures material ESG factors are considered when determining the firm-wide macro outlook. As a
result, themes such as the implications of global climate negotiations, populism and nationalism,
and governance and social reform across key markets have helped form the base-case outlook.
Highlighting one example, we conducted a key piece of work to assess the impact from the China
Belt and Road Initiative (BRI), an ambitious programme to connect Asia with Africa and Europe via
land and maritime networks. While generally viewed as a single project, it is in fact a series of over
a thousand individual projects with specific ESG impacts, some positive and some negative, that
will have different consequences for each country involved.
For instance, Pakistan, Kenya, and Tanzania were identified as standout long-term beneficiaries of the
BRI project in lifting its citizens out of poverty. There is, however, another side to the coin. In the
instance of Pakistan, BRI-induced expenditures left the country heavily indebted and led to an IMF
programme of austerity, leading to a national strike. Suffice it to say, navigating the terrain of evolving
dynamics around the impact of the BRI project is a key consideration and one we can incorporate into
the construction of our emerging market debt strategy.
In our recent Q1 2021 House View, we explore the role biodiversity plays in the health of the
economy. The estimated £125 trillion in benefits2 we reap from nature every year is largely
unaccounted for and abused, leading us to face the “6th greatest extinction”. While some steps
have been taken, the lead up to CBD COP153 could mark 2021 as a pivotal year, with a global
coordinated effort targeting conservation and the holding of sectors and companies to account
through biodiversity risk disclosures.

Figure 2. Thematic ESG considerations driving macroeconomic outlook: China Belt & Road Initiative
Governance

Social

Environmental

Weak institutional
infrastructure

Lack of collaboration

Increased fossil fuel
expenditure

Risks limiting benefits for
partner countries.

Risks poor project evaluation,
unsustainable debt burdens
and corruption.

Initial BRI investments risk
locking in carbon-emitting
technologies.

Belt and road economic links and corridors

Russia

Poland
Ukraine

Belgium
France
Italy
Greece

Kazakhstan
Uzbekistan
Kyrgyzstan

Turkey
Iran

China
Pakistan

Vietnam
Kenya

Sri
Lanka

Malaysia
Indonesia

Silk Road Economic Belt
Source: Aviva Investors, McKinsey & Company.

4

Aviva Investors

21st Century Maritime Silk Road

ESG and idea generation
Once the central macro outlook is set, attention turns to idea generation. All investment ideas
must consider not only the traditional fundamental and technical drivers, but also the ESG risks
and opportunities driving the idea. In many respects, this was already being done (think bad
corporate governance practices or corruption in a country), but by formalising it within the
investment process we ensure consistency and discipline in the evaluation of all ideas generated

Investing in impact
themes is a powerful
expression of an
ESG conviction.

for the portfolio. It is considered a standard yet essential part of the risk management process.
Where it gets interesting is when ESG is the driving force behind an investment idea. For
example, the ability to implement specific views via a bottom-up, relative-value long/short
strategy means the portfolio manager can extract the alpha around a particular ESG theme
through the long leg and remove a large part of the beta, or markets exposure, through the
short leg. The ability to harness ESG factors in this targeted way provides another stream of
returns that adds to portfolio diversification.
Let's take an area that is getting a lot of investor attention and is a central theme within our
House View - climate change. Within the AIMS portfolio, we have incorporated the theme of
smart cities and specifically the trend towards increased building efficiency. This is a big
focus of governments and the private sector in its efforts to tackle climate change, given that
40 per cent of emissions from energy use are associated with buildings4.
To express the idea, we constructed a long basket of strong companies that are well
positioned to service those needs, including LED lighting and energy efficient heating and
insulation manufacturers. Conversely, we added a short basket of names for a marketneutral, relative-value equity exposure on what we believe will be a long-term structural shift
towards building efficiency.
Investing in impact themes is a powerful expression of an ESG conviction. ESG credentials will
be judged over the long term on the extent to which money is allocated to positive ESG
themes, i.e. those that are aligned to the UN Sustainable Development Goals5, over and
above the application of standard hygiene factors such as the avoidance of “bad” names.
Ultimately, this is what will effectively drive positive developments in the real economy.

2. 'Global Assessment Report on Biodiversity and Ecosystem Services', IPBES. 2019.
3. CBD COP15 refers to the UN Biodiversity Conference due to take place in Kunming, China in May 2021
4. Source: Morgan Stanley Research, European Commision, European Building Stock Observatory.
5. Source: 'The Sustainable Development Agenda', Sustainable Development Goals, 2020.
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Figure 3. ESG considerations driving investment ideas - investment ideas contributing to UN SDGs: Building efficiency equity relative value

Strategy rationale
Tackling climate change is a key theme of the new decade. Companies that are better placed with regards to this theme will likely
outperform as they gain market share. Building efficiency is a key mechanism in addressing climate change, via companies operating in
LED production, heating and ventilation, building materials, and energy management solutions.
Long basket: 10 stocks – average ESG6 score: 7.8

Short basket: 16 stocks – average ESG score: 4.1

Promoting the following UN SDGs

Source: Aviva Investors, United Nations. Position example for illustrative purposes only, not intended to be an investment recommendation.

6. Aviva Investors’ proprietary ESG scoring framework, which provides an internal quantitative metric for a company’s exposure to and management of long-term ESG
risks. A higher ESG score reflects lower exposure/better management of key ESG risks, and vice versa.
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ESG in portfolio construction
As touched on in the building efficiency example referenced earlier, ESG factors are considered
during the portfolio construction process, with the implementation of approved ideas geared to
improve their ESG characteristics while adhering to the remit of the investment thesis.
What does that look like within AIMS portfolios? Let’s look at an area many may already be
familiar with – corporate ESG analysis. Here we utilise a robust internal data-driven
quantitative ESG scoring tool, Elements, for a wide universe of listed companies. In addition,
our ESG analysts conduct qualitative research to gauge the forward-looking ESG momentum
of companies, which would not be reflected looking at the quantitative scores alone.
Similarly, we have a sovereign quantitative-scoring model that generates ESG scores for over
150 countries. To complement this, we overlay qualitative analysis that provides real-time

Having both corporate and
sovereign metrics means
aggregate ESG scores for all
physical assets can now be
tracked; and, as the saying
goes, "what can be
measured, can be
improved".

judgment on a country’s ESG momentum and identifies material risks and opportunities that
may be mis-priced in the market. This is particularly relevant in sovereign analysis, where the
availability of metrics typically has a longer lead time than those of companies.
Having both corporate and sovereign metrics means aggregate ESG scores for all physical assets
can now be tracked; and, as the saying goes, “what can be measured, can be improved.”

Figure 4. ESG proprietary scoring framework for corporates and sovereigns
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Source: Aviva Investors, as at December 31, 2020.

Putting it into practice
In addition to applying Aviva Investors’ baseline ESG exclusion policy, we overlay a minimum-level
threshold score companies and sovereigns must pass to be included in the portfolio. Exceptions
may be allowed, but this requires a credible ESG case around the security’s engagement and
direction of travel to be made and approved by the head of multi-strategy funds. The security's
ESG profile is monitored through the Strategic Investment Group (SIG) forum, where all AIMS ideas
are presented, discussed, approved and tracked.

The ESG journey in our multi-strategy process
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Thorough qualitative
analysis and
engagement allows for
additional perspectives
that may not be
captured through
standard quantitative
ESG metrics.

For example, as part of our long electric vehicles position, Volkswagen7 was identified as a strong
candidate for inclusion into the strategy but had an ESG rating below the threshold, triggering a
review. While there are still legacy governance concerns on the company from the Dieselgate
scandal that erupted in 2015 and around board independence, further insight gleaned from our
continued engagement with the company provided more confidence in management and their
strategic direction, specifically around continued innovation in clean automotive technology.
Following the review, the company was approved to be included into the strategy.
More often than not, however, companies and countries do not meet the exception criteria.
A proposal to include Ivory Coast, which falls below the minimum sovereign score threshold,
into the AIMS portfolio did not pass on the basis there was insufficient evidence of improving
dynamics, as well as the fact we did not have an engagement programme with the country.
A key action point stemming from the due-diligence process was to arrange a meeting with
government officials at the time of Ivory Coast's next bond issue.
As the examples mentioned highlight, comprehensive ESG integration and analysis requires
more than just a set of rote mechanical filters and exclusions. Undertaking thorough qualitative
analysis and engagement allows for additional perspectives that may not be captured through
standard quantitative ESG metrics, which tend to be more historic by nature.
Discernibly, this requires a significant investment in resources, which Aviva Investors has
committed to over the years. With a team of 25 full-time members, Aviva Investors has one of the
largest dedicated ESG teams in the industry, with plans to expand the group further. Keeping
within the spirit of connected thinking and to ensure the proper alignment of incentives, the ESG
team leads report directly into the chief investment officers of the liquid markets businesses and
sit alongside the investment teams.

Figure 5. ESG integration in AIMS
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Source: Aviva Investors.
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7. Company names are for informational purposes only as an example to show Aviva Investors' research process or ESG engagement. This is not an offer to sell,
nor a solicitation to buy, securities.
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Effective engagement in multi-strategy portfolios
One challenge levelled against absolute return strategies has been the extensive use of
derivatives and low ownership of conventional equities or fixed income securities, on the basis
this precludes them from having a meaningful voice with which to engage with companies.
While this may have been the case a few years ago, the nature of AIMS investments has evolved
significantly since 2018. Greater collaboration with the equity teams to generate bottom-up
relative-value ideas that complement traditional top-down macro views has meant a greater
proportion of physical holdings within the portfolio.
Since the equities capability within the firm was expanded starting mid-2018, the market value
of physical equity holdings within the largest of the AIMS portfolios has doubled, from 21 per
cent to 40 per cent, as at the end of December 2020. Combining that with corporate credit
holdings increases the figure to 45 per cent in market value terms. Our multi-strategy income

In addition to
corporate
engagement, we have
also begun to use our
ownership of physical
government bonds to
engage for better
ESG practices at a
country level.

portfolio, which typically holds a higher allocation to physical assets to meet its income target,
currently holds 60 per cent in physical corporate assets.
These figures exclude collateral and cash holdings held in short-term corporate securities that
also undergo their own ESG screening process. Incorporating those assets raises the physical
ESG-rated exposure to 80 per cent in market value across the portfolio. It must be clarified,
however, that while in market value terms this figure is high, it does not reflect the proportion of
the portfolio’s contribution to overall risk, given its use of leverage. Providing ESG scores across
the different derivative holdings is a key work in progress.
Another step to maximise our company engagement includes the retention of full voting rights
within our passive index holdings. We have also begun to use our ownership of physical government
bonds to engage for better ESG practices at a country level. In Brazil, an open letter by a consortium
of investors including Aviva Investors on a bill to legalise private occupation of public lands has led to
ongoing engagement with Brazilian policymakers to tackle the damaging deforestation of
the Amazon.
There is still more work to be done but these measures have allowed us to augment the already
strong voice Aviva Investors has in holding companies to account. We are a large active management
house, with a long heritage in voting and engagement. The AIMS range is doing its part in
contributing to that voice, as demonstrated by the following voting and engagement disclosures.

Figure 6. AIMS engagement and voting track record: Strong active ownership at fund range8 level
12-month activity ending December 31, 2020
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Source: Aviva Investors.
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On the ESG horizon
Next steps include
the scoring of
derivatives,
optimisation of
physical index
holdings and further
integration of climate
risk analysis.

Looking forward, the plan is to be able to further expand the universe of ESG metrics applied to
our AIMS range. Due to the nature of the strategies, particularly their use of leverage and the
ability to short securities, AIMS has never fallen neatly within the traditional asset allocation
approach. There are many nuances that need to be factored into the scoring methodology. Let’s
take for instance the scoring of US interest rate swaps. One might naturally conclude the
relevant ESG score should be the US sovereign, but digging further uncovers another source of
risk – counterparty credit risk – embedded within the security that needs to be considered. This
is in the process of being worked through and, once completed, will allow for a more
comprehensive and risk-oriented ESG view aligned to how the AIMS portfolios are managed.
Another step multi-strategy portfolios can take to further integrate ESG into their process is
around the optimisation of physical passive index holdings, typically held in the directional
Market Returns section of the portfolio, with the aim of maximising its ESG score. Given this
section of the portfolio is a considerable source of risk, having an optimised set of holdings
would make a significant contribution to the ESG score at an overall strategy level.
Last, but not least, there is the need for further integration of climate risk analysis into the
investment process. Currently, we incorporate climate change impact at a high level in our
House View, sector deep dives and also through climate change inputs that generate our
proprietary ESG sovereign and corporate ESG scores. However, there is still more to be done.
This includes the use of actuarial and climate modelling and stress testing to further inform our
macroeconomic outlook and apply it to our risk management framework.
Much of this is uncharted territory. That said, what we have in our favour is first-hand experience
of ESG integration within equities and credit. This gives us an extra level of practical insight we
can then overlay with our macro expertise and create a standard that is not only aligned with
the more traditional corporate-focused ESG practices, but has practical application on the
less-travelled ESG road of fixed income and derivatives. We look forward to sharing more of
these insights as we travel further along this exciting journey.

Key risks
The value of an investment and any income from it can go down as well as up. Investors
may not get back the original amount invested. Convertible bonds can earn less income
than comparable debt securities. They can also earn less growth than comparable equity
securities and carry a high level of risk. Bond values are affected by changes in interest rates
and the bond issuer's creditworthiness. Bonds that offer the potential for a higher income
typically have a greater risk of default. Investments can be made in derivatives, which can
be complex and highly volatile. Derivatives may not perform as expected, meaning
significant losses may be incurred. Some investments could be hard to value or to sell at a
desired time, or at a price considered to be fair (especially in large quantities), and as a
result their prices can be volatile.
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Important Information
Europe (strategy ) disclaimer: Important information Except where stated as otherwise,
the source of all information is Aviva Investors Global Services Limited (AIGSL). Unless
stated otherwise any views and opinions are those of Aviva Investors. They should not be
viewed as indicating any guarantee of return from an investment managed by Aviva
Investors nor as advice of any nature. Information contained herein has been obtained
from sources believed to be reliable, but has not been independently verified by Aviva
Investors and is not guaranteed to be accurate. Past performance is not a guide to the
future. The value of an investment and any income from it may go down as well as up
and the investor may not get back the original amount invested. Nothing in this material,
including any references to specific securities, assets classes and financial markets is
intended to or should be construed as advice or recommendations of any nature. This
material is not a recommendation to sell or purchase any investment. In Europe this
document is issued by Aviva Investors Luxembourg S.A. Registered Office: 2 rue du Fort
Bourbon, 1st Floor, 1249 Luxembourg. Supervised by Commission de Surveillance du
Secteur Financier. An Aviva company. In the UK Issued by Aviva Investors Global Services
Limited. Registered in England No. 1151805. Registered Office: St Helens, 1 Undershaft,
London EC3P 3DQ. Authorised and regulated by the Financial Conduct Authority. Firm
Reference No. 119178.. In France, Aviva Investors France is a portfolio management
company approved by the French Authority “Autorité des Marchés Financiers”, under n°
GP 97-114, a limited liability company with Board of Directors and Supervisory Board,
having a share capital of 18608050 euros, whose registered office is located at 14 rue
Roquépine, 75008 Paris and registered in the Paris Company Register under n° 335 133
229. In Switzerland, this document is issued by Aviva Investors Schweiz GmbH.
The name “Aviva Investors” as used in this material refers to the global organization of
affiliated asset management businesses operating under the Aviva Investors name. Each
Aviva investors’ affiliate is a subsidiary of Aviva plc, a publicly- traded multi-national
financial services company headquartered in the United Kingdom. Aviva Investors
Canada, Inc. (“AIC”) is located in Toronto and is registered with the Ontario Securities
Commission (“OSC”) as a Portfolio Manager, an Exempt Market Dealer, and a Commodity
Trading Manager. Aviva Investors Americas LLC is a federally registered investment
advisor with the U.S. Securities and Exchange Commission. Aviva Investors Americas is
also a commodity trading advisor (“CTA”) registered with the Commodity Futures
Trading Commission (“CFTC”), and is a member of the National Futures Association
(“NFA”). AIA’s Form ADV Part 2A, which provides background information about the firm
and its business practices, is available upon written request to: Compliance Department,
225 West Wacker Drive, Suite 2250, Chicago, IL 60606

Important Information Singapore
The name “Aviva Investors” as used here refers to the global organisation of affiliated
asset management businesses operating under the Aviva Investors name. Each Aviva
Investors affiliate is a subsidiary of Aviva plc, a publicly-traded financial services
company headquartered in the United Kingdom. Except where stated as otherwise, the
source of all information is Aviva Investors as at 15/01/2021.
The information in this document is general in nature and has not been designed to take
into account the particular circumstances of any investor or class of investors, their
investment objectives or needs. Before making any investment based on any
information in this document, recipients should consider the appropriateness of the
information having regard to their financial situation, objectives, and needs. Investing in
the financial products and or services described in this document is not without
significant risk, including the risk of delays in the ability to redeem any investment, the
risk of loss of capital invested or income expected to be derived, and share, unit or
market price fluctuations. Prospective investors are strongly advised to seek their own
financial advice about the merits of any investment. This document is for institutional or
accredited investors only and it is not to be distributed to or relied on by retail clients.
This document or advertisement has not been reviewed by the Monetary Authority of
Singapore.
Any opinions expressed are based on the internal forecasts of Aviva Investors and should
not be relied upon as indicating any guarantee or assurance of return from an investment
or strategy managed by Aviva Investors. No part of this document is intended to
constitute advice or a recommendation of any nature. The value of an investment can go
down as well as up and can fluctuate in response to changes in the foreign exchange
rates of the currencies in which underlying investments are denominated.
Past performance is not a guide to future performance. Performance figures shown are
sourced from Aviva Investors unless indicated otherwise, on the pricing and income
reinvestment basis stated.
The distribution and offering of shares may be restricted by law in certain jurisdictions.
This document is not and should not be taken or construed as a recommendation,
solicitation or offer either (i) by anyone in any jurisdiction in which such an offer,
recommendation or solicitation is not authorised or (ii) to any person in any jurisdiction
to whom it is unlawful to make such an offer, recommendation or solicitation.
You are not authorised to redistribute this document nor qualified to make any offer,
representation or contract on behalf of Aviva Investors on the basis of this document.
Telephone calls to Aviva Investors may be recorded for training or monitoring purposes.
Aviva Investors Asia Pte. Limited, a company incorporated under the laws of Singapore
with registration number 200813519W, holds a valid Capital Markets Services Licence to
carry out fund management activities issued under the Securities and Futures Act
(Singapore Statute Cap.289) and is an Exempt Financial Adviser for the purposes of the
Financial Advisers Act (Singapore Statute Cap. 110).Registered Office: 1 Raffles Quay,
#27-13 South Tower, Singapore 048583.
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