INVESTOR CHALLENGE

Integrating ESG While Pursuing
Alternatives–Like Returns
CHALLENGE

SOLUTION

RESULTS

Find a liquid alternatives strategy
that meets the investor’s socially
responsible investing requirements.

We capture the volatility risk premium
by selling options while integrating ESG
characteristics into the base stock portfolio.

The investor gains improved ESG
exposure while accessing a liquid,
uncorrelated return stream.

Challenge
How would we build a liquid
alternatives strategy that also
meets ESG requirements?

A longtime foundation client wanted to invest a portion of its endowment in a range of asset
classes that reduce carbon emissions and promote sustainable growth. However, there were
few liquid alternatives strategies that integrated companies’ environmental, social, and
governance (ESG) characteristics and provided sufficient transparency at an attractive cost.

Parametric solution
Parametric found that an embedded risk premium—the volatility risk premium (VRP)—creates
an opportunity to enhance returns through option selling. Option sellers essentially provide
financial insurance to buyers and are paid a premium for this service. What’s more, the VRP has
been found to be persistent over time. By providing this insurance for publicly traded large-cap
stocks, investors can achieve a more liquid, transparent, and cost-effective return solution than
other types of alternatives portfolios.
Furthermore, larger publicly traded stocks tend to be well evaluated from an ESG perspective.
This makes it possible to consistently identify sustainable-growth characteristics, which often
can’t be done for privately held assets or thinly traded public securities. For example, all
constituents of the S&P 500® Index receive comprehensive ESG scores, and higher-scoring
companies can be found across all sectors.
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Parametric’s VRP-based Defensive Equity Strategy sells out-of-the-money index put and
call options against a base portfolio consisting of both US Treasury bills and stocks. The stock
portion of the portfolio can be built integrating company-level ESG scores. For this foundation,
we constructed a stock portfolio designed to increase exposure to companies that are proactively
managing the ESG issues most material to their business. This helped build an investment strategy
the foundation could use as a complement to—or replacement for—a hedged equity strategy,
efficiently incorporating investor-specific ESG principles. Over the long run, Parametric’s Defensive
Equity Strategy aims to deliver more attractive risk-return characteristics than equities alone.
The VRP-based strategy seeks to structurally reduce equity market risk while adding a relatively
uncorrelated risk premium to enhance returns.

We captured the volatility
risk premium by selling
options while integrating ESG
characteristics into the stock
portion of the base portfolio.

Results
By using Parametric’s ESG integration techniques to construct the stock portion of the base
portfolio, the client increased its exposure to companies with strong ESG characteristics while still
receiving the risk-return benefits of our Defensive Equity Strategy. Capturing the VRP using publicly
traded large-cap stocks created an opportunity for the client to enhance return and simultaneously
control holdings based on ESG requirements in one cost-effective solution.
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We improved the client’s ESG
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uncorrelated return stream.
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Find more insights and research at parametricportfolio.com

Investment advisory services offered through Parametric
Portfolio Associates® LLC (“Parametric”), an SEC registered
investment advisor. The information on this website is for
US residents only and does not constitute an offer to sell,
or a solicitation of an offer to purchase, securities in any
jurisdiction to any person to whom it is not lawful to make
such an offer. Investing entails risks, and there can be no
assurance that Parametric (and its affiliates) will achieve
profits or avoid incurring losses. All investments are subject
to potential loss of principal. Parametric does not provide
tax or legal advice. Prospective investors should consult
with a tax or legal advisor before making any investment
decision. Please refer to the disclosure page for important
information about investments and risks.
This information is intended solely to report on investment
strategies and opportunities identified by Parametric.
Opinions and estimates offered constitute our judgment and
are subject to change without notice, as are statements of
financial market trends, which are based on current market
conditions. We believe the information provided here is
reliable, but do not warrant its accuracy or completeness.

This material is not intended as an offer or solicitation
for the purchase or sale of any financial instrument. Past
performance is not indicative of future results. The views
and strategies described may not be suitable for all investors.
Investing entails risks and there can be no assurance that
Parametric will achieve profits or avoid incurring losses.
Charts, graphs and other visual presentations and text
information were derived from internal, proprietary, and/
or service vendor technology sources and/or may have
been extracted from other firm data bases. As a result,
the tabulation of certain reports may not precisely match
other published data. Data may have originated from
various sources including, but not limited to, Bloomberg,
MSCI/Barra, FactSet, and/or other systems and programs.
Parametric makes no representation or endorsement
concerning the accuracy or propriety of information
received from any other third party.
The S&P index(es) (“Index”) is a product of S&P Dow Jones
Indices LLC and/or its affiliates and has been licensed for
use by Parametric. Copyright © 2018 by S&P Dow Jones

Indices LLC, a subsidiary of the McGraw-Hill Companies,
Inc., and/or its affiliates. All rights reserved. Redistribution,
reproduction and/or photocopying in whole or in part are
prohibited without written permission of S&P Dow Jones
Indices LLC. For more information on any of S&P Dow Jones
Indices LLC’s indices please visit www.spdji.com. S&P®
is a registered trademark of Standard & Poor’s Financial
Services LLC and Dow Jones® is a registered trademark
of Dow Jones Trademark Holdings LLC. Neither S&P Dow
Jones Indices LLC, Dow Jones Trademark Holdings LLC,
their affiliates nor their third party licensors make any
representation or warranty, express or implied, as to the
ability of any index to accurately represent the asset class or
market sector that it purports to represent and neither S&P
Dow Jones Indices LLC, Dow Jones Trademark Holdings
LLC, their affiliates nor their third party licensors shall have
any liability for any errors, omissions, or interruptions of any
index or the data included therein.
©2019 Parametric Portfolio Associates® LLC. All rights
reserved. 800 Fifth Avenue, Suite 2800, Seattle, WA 98104.

