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Finance must wake up to the risks associated with biodiversity loss and the opportunities that arise from nature-friendly
solutions, argues Julie Zhuang, Portfolio Manager Global
Equities at Aviva Investors.
It is exciting that biodiversity is now being recognised in
our industry, but there are many nuances to consider. The role
of asset managers is to help clients invest sustainably by identifying companies that are leading on reducing their impact
on nature, which means we really need to understand the
intricacies involved.
Responsibly-minded investors can allocate capital to
transition leaders in their respective industries – companies
that are moving in the right direction in terms of their management of natural capital and environmental risks – and
engage with them to move even further and faster. They can
also seek out innovative companies providing products or
services that directly protect nature or lessen the harmful
impact of human activity. Companies involved in, for example, precision agriculture, sustainable animal nutrition,
wastewater management, meat alternatives, the circular
economy, plastic reduction or biodegradable materials.
In many cases, the marked improvement of companies’
management of biodiversity and environmental risks is
underappreciated by the market as investors are not focused
on natural capital as a theme. In particular, companies
involved in testing, inspection and certification of natural
capital tend to get overlooked, for example, despite facilitating better standards in biodiversity risk management globally.
In order to make informed decisions, investors need to
gain a picture of relevant risks on a sectoral basis, by using
data from a variety of sources. Aviva Investors has a proprietary transition risk model that draws on many different datasets.
To protect their credibility and integrity, investment
managers in natural capital need to focus on their dual mandate: to deliver a positive outcome for nature as well as driving investment returns. If investee companies make promises
but don’t deliver on them, it is important to use engagement
or time-bound divestment to facilitate a positive outcome in
the long run.

When investing in small caps, there are three key pillars
across which attention must be focused: quality of corporate
governance, respect for human capital and shareholder
engagement. To this purpose, we believe that it is beneficial to
have an internal ESG analysis model, and to build an active
ownership strategy. We estimate that by combining a best-inuniverse with a best-efforts approach, it is possible to better
capture the potential of the small-cap segment, eliminating
issues of size and information biases.
In our view, a company with good governance practices
is more likely to effectively address the most important risks,
including environmental and social issues. A study conducted
by ODDO BHF AM over 3 year data ending September 2019
shows that companies in the STOXX Europe 600 Index with
the highest corporate governance rating also showed lower
volatility compared to those with a lower rating. Since private
founders or management tend to hold a significant stake in
small and medium-sized companies, this stakeholder alignment traditionally leads to potentially stronger returns.
We consider human capital a key factor in determining
the building of sustainable competitive advantages and thus
the ability of a company to create value. Indeed, according to
our analysis, effective management of human capital has a
direct impact on the innovation potential of a company. It is
often by investing in small companies that investors can gain
exposure to a new technology, or a new market driven by
innovation.
Finally, active ownership is about actively exercising
shareholder rights in a company, including engaging with
management and discussing financial and non-financial ESG
factors. That implies the alignment on concrete ESG improvement targets in areas where we expect progress. This is particularly important in the small-cap segment to hopefully
track efforts and progress of investees on ESG topics, which
often are poorly disclosed externally.
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