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Building a sustainable, multi-asset portfolio is a challenging and highly fulfilling task. Here Pendal’s 

Senior Portfolio Manager within the Multi-Asset team, Stuart Eliot explains how sustainable 

investing can be extended from a single asset class context to a multi asset class portfolio. 

 

Firstly it’s important to distinguish between two concepts: 

 An Environmental, Social and Governance (ESG)1 Preference is a non-investment 

objective expressed by an investor who chooses to put their savings into a sustainable 

fund. Examples include avoidance of certain business activities such as the manufacture of 

tobacco products or controversial weapons; promotion of activities such as reduction in 

carbon emissions; or positive externalities achieved through an allocation to impact 

investing. These decisions are not made with an associated explicit return expectation. 

They are not expected to materially alter the return and risk of the portfolio. 

 An ESG Insight is an outcome from investment research related to ESG issues which is 

expected to improve the return vs risk payoff of the portfolio and may be incorporated 

across all portfolios —sustainable or conventional. It may be given a higher weighting in the 

positioning of a sustainable portfolio.   

Building a sustainable, single-asset class portfolio is predominantly a bottom-up activity.  At a high 

level this involves reflecting ESG preferences (such as screening out securities of undesirable 

businesses), potentially allocating a greater portion of the total active risk budget to ESG insights, 

combined with all the traditional analysis and portfolio construction techniques a portfolio manager 

will employ to add value for their investors.   

In contrast, building a sustainable multi asset portfolio is both a top-down and bottom-up activity, 

blending both ESG insights and preferences.   

Important steps in this process are: 

 Qualitatively assess the implication of ESG considerations on each asset class.  For 

example: Australian equites rank poorly on a range of environmental issues (vulnerability 

to climate change, high carbon intensity, stranded asset risk and negative outlook for a 

meaningful portion of the market as the world moves to take action on climate change), 

but compares favourably to many countries on social and governance criteria2; Emerging 

Market equities rank better than Australian equities (but not global Developed Markets) on 

some carbon criteria, but in many cases are much weaker on social and governance 

measures. The overall quality of global investment grade credit is improved as a result of 

tilting towards companies with better ESG characteristics, in particular we observe that the 

                                                        

1 We use the terms sustainable and ESG interchangeably 
2 As with many indicators, it’s not just the level but also the rate of change of each of these metrics 
which is important, therefore requiring deeper analysis.  
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drawdowns of sustainable credit tend to be less severe than experienced by the broader 

asset class. 

 Determine what our qualitative analysis implies for returns and risk, and therefore the 

strategic asset allocation.  Building on some of the examples above, for Australian equities 

we believe that climate change, and global actions taken to reduce the impact of climate 

change, will be the dominant ESG driver over the secular horizon (10+ years, the 

timeframe of strategic asset allocation), resulting in lower expected returns and likely 

elevated volatility relative to other global developed equity markets.  Accordingly we 

reduced the “home bias” in the equity allocation across all of our diversified portfolios, 

sustainable and conventional, at the latest strategic asset allocation review.  This factor 

was given a higher weighting in our sustainable diversified funds which accordingly have a 

lower home bias than their conventional fund counterparts. 

 Select appropriate strategies.  The intuitive starting point for this stage is to populate the 

portfolio with sustainable sector strategies in each asset class, but this is actually easier 

said than done once proper consideration has been given.  This is because each provider 

of sustainable funds will reflect their own philosophy and beliefs about what sustainable 

investing means to them and their clients and so assembling a multi-asset portfolio from 

multiple providers potentially results in portfolio which lacks consistency of purpose.  It’s 

our belief that before embarking in this stage of the process, one should devote a 

meaningful amount of thought and research to determining one’s own beliefs.  Here are 

ours: {link to Multi Asset Responsible Investment Framework}.  Once this is done, a 

portfolio of sector strategies can be assembled which reflect a consistent set of beliefs as 

a minimum standard, subject to our usual investment due diligence.   

Sometimes choosing strategies can be challenging.  As alluded to above, investing in 

some Emerging Market countries would not be consistent with the ESG preferences of a 

sustainable fund due to problems such as government-level bribery and human rights 

abuses.  A short-term “solution” to this challenge is to omit Emerging Markets from the 

strategic asset allocation.  A better longer-term solution is to identify or develop an 

Emerging Markets strategy which properly reflects the beliefs and objectives of the host 

sustainable fund. 

Sometimes the chosen strategies can have broader application.  For example, in fixed 

interest, recognising the risk vs return benefits of sustainably-managed global credit (an 

ESG Insight) we replaced the global fixed interest allocation of our conventional diversified 

funds, which was a government only strategy, with the sustainably-managed Global 

Aggregate strategy held by our sustainable diversified funds.  Additionally we reduced our 

funds’ home bias in fixed income at the latest strategic asset allocation review, allocating 

more to sustainable global fixed interest. 

 Apply sustainability in active positioning as well.  The discussion above has applied to 

long-term allocations of capital, however sustainability considerations can also be 

incorporated in shorter-term investment processes such as active asset allocation.  There 

is an increasing selection of contracts available which reflect various sustainability criteria 

such as STOXX® Europe 600 ESG-X, E-mini S&P 500 ESG Index and MSCI world ESG 

Screened futures.  Where appropriate and possible (e.g. we require sufficient liquidity 

characteristics), we use these to implement active asset allocation tilts in our sustainable 

funds.  Where no explicit ESG futures contract exists, we can still take sustainability into 

account with market selection for active tilts. One such example was when we were 

building a long exposure to under-valued equity markets from late March 2020 onwards: 

given a finite risk and capital budget but many opportunities from which to choose, we 

favoured allocations to countries with stronger ESG characteristics.  

Looking ahead, what do we see as the future of sustainable multi-asset portfolio 
construction?  We expect to witness two important developments: 
1) To date asset allocators and sector managers have been reluctant to assign benchmarks 

which reflect the ESG preferences in the fund, specifically which securities to screen out.  
This creates a lack of clarity and accountability around who “owns” the performance impact 
(positive or negative) of these screens. It can also lead to portfolio construction that is 
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possibly not intended by the end client, for example creating an incentive for portfolio 
managers to buy securities that are highly correlated to those screened out to manage 
relative risk, the most obvious example being suppliers to excluded companies. This is 
illogical and unsustainable (pun intended) and we believe the industry will move to 
assigning sector benchmarks which are consistent with whole-of-portfolio screens.  There 
are encouraging early signs that this is starting to happen. 

2) Sustainability will become far more mainstream.  Anecdotally this is already underway: 
most conversations we have with current and prospective clients and with industry 
gatekeepers focus on sustainability; ESG fund total assets, net inflows and new ESG fund 
launches continue to accelerate3, in addition to which several hundred conventional funds 
around the world have been converted into sustainable funds in the past 3 years.  We 
expect these trends to continue, driven both by demand from investors and an increasing 
recognition of the compelling investment rationale behind sustainable investing by product 
providers. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

For more information contact your  
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3 Morningstar Global Sustainable Fund Flows: Q3 2020 


