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ABOUT CFA UK

CFA UK is a professional body representing close to 12,000
members across the UK's investment community and a proud

member of CFA Institute's worldwide network of member societies.

Many of our members work with pension funds, either managing
investment portfolios, advising on investments, or as in-house
employees responsible for pension investment oversight.

e The purpose of CFA UK is to educate, connect and inspire the
investment community to build a sustainable future: We aim to
meet the investment community's needs for skills and knowledge;
bring the investment community tagether; help people build
rewarding careers within an inclusive and diverse investment
community and help the investment community serve its
stakeholders well.

s Founded in 1955, CFA UK is one of the largest member societies
of CFA Institute (see below) and provides continuing education,
advocacy, information and career support on behalf of its
members.

® Most CFA UK members have earned the Chartered Financial
Analyst® (CFA®) designation, or are candidates registered in CFA
Institute's CFA Program. Both members and candidates attest

to adhere to CFA Institute's Code of Ethics and Standards of
Professional Conduct.

ABOUT CFA INSTITUTE

CFA Institute: is the global association for investment
professionals that sets the standard for professional excellence
and credentials.

e The organization is a champion of ethical behavior in
investment markets and a respected source of knowledge in the
global financial community. Our aim is to create an environment
where investors' interests come first, markets function at their
best, and economies grow.

e |t gwards the Chartered Financial Analyst® (CFA), and Certificate
in Investment Performance Measurement® (CIPM) designations
warldwide; publishes research; conducts professional
development programs; and sets voluntary, ethics-based
professional and performance-reporting standards for the
investment industry.

e CFA Institute has members in 162 markets, of which more than
190,000 hold the Chartered Financial Analyst® (CFA) designation.
CFA Institute has nine offices worldwide and there are 160 local
member societies.

For more information, visit www.cfainstitute.org or follow us on
Twitter at @CFAInstitute and on Facebook.com/CFAInstitute.
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FOREWORD FROM THE CHAIR OF CFA UK'S
PENSIONS EXPERT PANEL

Pension scheme trustees, responsible for investing trillions as
they manage the financial future of millions of current and past
members of the UK workforce, have put much of their governance
budget towards understanding the implications on risk and
return of Environmental, Social and Governance issues (ESG) in
recent years. However, for the vast majority of schemes it has
been governance and more recently environmental matters that
trustees have particularly focused on; the latter area helped by
the improved measurability and reporting of greenhouse gases as
aresult of the Taskforce for Climate Related Financial Disclosures
("TCFD") 1.

In March 2021, the CFA UK responded to a Call for Evidence from the
Department for Work and Pensions. This was seeking information
on the extent to which pension funds had policies on Social factors
and the investment opportunities that might exist in this area. The
response supported what we thought we already knew - S was
the relatively neglected aspect of ESG. | am therefore very grateful
to the CFA UK working party, that drafted the CFA UK's response

to the Call for Evidence, for agreeing to reconvene to develop that
initial response into a paper to help pension trustees consider
what it might mean to allocate to Social investment opportunities.

| believe this paper will also help fund managers investing on
behalf of pension funds to develop an understanding of what
Social investment opportunities might encompass.

The CFA UK recognises that some pension funds are finding their
way to invest in social impact strategies with a dual objective

(i.e. seeking to obtain an acceptable investment return but also
aiming to deliver a particular social good). Some trustees find this
type of investing is challenging against a fiduciary obligation that
requires the best financial outcomes to be sought on behalf of
members; the focus of this paper is on how trustees can take into

account social factors when investing in clear alignment with the
current understanding of their fiduciary responsibility - seeking to
optimise financial outcomes.

Those trustee boards who have felt unable to invest in social
impact but have tried to make progress on integrating the S of ESG
into their process, have generally sought to do so by encouraging
their fund manager(s) to take social factors into consideration

in their ongoing stewardship of investee companies. Some
pension funds might even be investing in strategies that seek

to exclude the companies with the worst track records on social
factors e.g. by excluding companies with repeat and serious UN
Global Compact breaches. Continued thought and improvement
in relation to stewardship of social factors is undoubtably needed,
but this paper instead focusses on the guestion of allocating
capital to social investment opportunities within a fiduciary
framework, as the area most in need of contributions to enable
broad take up by pension funds.

I'would like to extend my thanks to the working group for their
investment of time and thought in this paper.

Natalie Winterfrost
Chair CFA UK Pension's Expert Panel
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Executive Summary

ESG Investing has become mainstream and climate change

is now being widely considered by most, if not all, UK pension
funds in their asset allocation and investment strategies. The
'S'in ESG is, however, the less advanced component, with many
pension trustees unaware of the extent to which their schemes
are actively measuring and controlling financially material social
risks. Incoming and passibly further future regulation may require
trustees to intensify their focus on how to overcome the present
challenges to social investing and how to take advantage of the
opportunities within certain sectors and asset classes.

ONS data »reveals that UK funded work-place pension schemes
now have ¢.£2.8 trillion under management: £2.0 trillion in defined
benefit schemes, increasingly mature, bond-led and with low
growth; £0.5 trillion in funded pensions of state sector employees,
more equity-led and seeing modest growth; and £0.3 trillion in
defined contribution schemes seeing the highest rate of ongoing
contributions and the highest rate of growth.

We look to the 17 United Nations' Sustainable Development Goals
to establish guiding principles to define 'Social Investment'. We
review some leading frameworks and explain the importance of
taking a halistic view and balancing climate and social objectives
in the EU's Just Transition Mechanism a.

UK pension schemes have ample opportunities to manage and
mitigate social risks in both their UK and overseas investments. At
present, we estimate roughly two-thirds of UK pension assets are
UK-based, with large UK government bond holdings being slightly
off-set by higher overseas holdings in equities, private equity and
corporate bonds. An increase in weighting to Emerging Markets
would probably increase a scheme's average exposure to social
factors but comes with additional risks needing appropriate
consideration and management.

Pension funds invest directly and via segregated accounts or
pooled vehicles; the latter option gives schemes less control of the
way social factors are applied to their investments. Segregated
accounts, only accessible for the largest schemes, may currently
offer the best method to control effective S-integration and at the
same time limit related overheads.

PWC calculate that approximately one-third (EUR3.3 trillion) of
European equity funds feature some degree of ESG-integration

4; they expect this to jump to EUR7.2 trillion by 2025 and for the
proportion of 'social bias' funds to also increase from the present
low-base of ¢.5%. Socially themed ETFs have yet to become a
major market component. However, social bonds are becoming
an increasingly important area of global fixed income markets,
albeit from a small base. Prequin estimate global AuM across
private equity, VC, private debt, real estate and infrastructure
funds to now equal USS$I0 trillion; large pension funds can control
their social factors in these investments by setting up segregated
co-investment funds or by selecting GPs who are aligned on ESG
factors.

We review opportunities in the five core sectors identified in the
EU's Final Report on Social Taxonomy s as fundamental to societal
well-being - Infrastructure, Food Manufacture, Housing, Healthcare
and Education. Whilst much of the economic activity in these
sectors is state-funded, there is still ample opportunity beyond the
government bond markets. In these five sectors, we identify £880
billion of mostly publicly tradeable assets in the UK and US$29
trillion of securities trading on global developed markets. However,
pension investors cannot rely on the sector profile alone and need
to thoroughly research each company's social profile.

There are many challenges to social investing. We classify them
into three stages in the investment process: collecting data,
collating data and making decisions. Progress is being made; but
the barriers and hurdles are significant.
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Introduction

Perhaps it has been 10, maybe even 30, years in coming,
but the concept of ESG Investing is now undisputedly
mainstream. Any individual can now take a global exam cer-
tificated course with CFA Institute sto gain and improve their
knowledge in this area.

Of the three pillars of ESG (Environmental, Social &
Governance) investment, the social pillar covers the
relationship, symbiosis or tension, between market activities
and the human society that they operate in and interact with.
At its broadest level, one needs to look no further than the
United Nations' 2030 Agenda for Sustainable Development
and its 17 Sustainable Development Goals (SDG) -for a
description of what social investing should be targeting.
Whilst some of the SDGs primarily concern the environment
or governance, most seek to address long-term societal
problems. Long-term problems need continuous and long-
term investment and that is where pension funds have an
important role to play, both within the UK and overseas.

Some of the stewards of the UK's £2.8 trillion funded employ-
ment-based pension wealth (see page #7) have been looking
increasingly into making sustainable, social or impact invest-
ments with the goal of achieving positive societal impact as
well as financial returns. However, progress has been notably
slower in comparison with the sector's advances on climate
investing. This fact has attracted political intervention s and
the DWP has now made it abundantly clear that pension
trustees have a legal responsibility to ensure financially
material social factors are considered. However, a recent
survey conducted by the Department of Work & Pensions
found that many feel 'ill-equipped to do so's.

CFA UK's Pensions Expert Panel ("PEP") oversaw a response
to the DWP's consultation in Spring 2021 which asked for
opportunities for social investing in Emerging marketsio.
After considering the response the PEP commissioned and
supported a new working group to publish this study as a
follow-on to look not only at Emerging Markets but to con-
sider opportunities and challenges to Social Investment in
Developed Markets also.

THE REGULATORY, FUNDING & ASSET ALLOCATION BACKDROP
Regulation

The Pensions Schemes Act 2021 made it possible for regula-
tors to impose penalties on trustees of UK occupational
pension schemes that do not govern their schemes to take
account of risks and opportunities presented as a result

of climate change . In December, 20212 the FCA made
TCFD climate disclosures mandatory for all asset managers
and personal DC pension providers under its remit. Similar
climate disclosure rules have been set by the DWP for all
employer-based pension schemes with Y£1bn assets, with
schemes owning » £5bn of assets and master trusts under
an accelerated timetable 1a.

As the pace of the development of climate reporting in
investment can be likened to an express train, so ESG

integration, and particularly the Social pillar, can be compared
to the local train service. The 'S' train has left the station at
least and is running along the same railway line with many
larger schemes already actively measuring, targeting and
manitoring their social investments on a voluntary basis or in
response to their members' or scheme sponsors' demands

- look at this case study of Scottish Widows' responsible
investing as a case in pointis. Tougher regulation is coming
for all, however. At the start of 2022, the DWP closed its
consultation on making ESG reporting a mandatory require-
mentis thus requiring schemes to make these disclosures in
their Implementation Statements ('ISs') and advising as best
practice that a scheme's Statement of Investment Principles
('SIPs') also refer to the scheme's ESG policies.

Funding & Asset Allocation

UK employer-based pension schemes had aggregate wealth
of £2.8 trillion at the end of 2021 s, split between three types:

e £2.0 trillion of private sector DB schemes: increasingly
mature, with many closed to new members and with
decreasing contributions and a bond-led asset allocation;

e £0.3 trillion of private sector DC schemes: the fastest
growing area in terms of assets under management. Their
members are generally younger and still contributing. Asset
allocation is more evenly mixed between bonds, equities and
alternatives;

e £0.5 trillion of funded public sector schemes: typically,
a complement to their beneficiaries' unfunded state
guaranteed pension, so able accommodate a higher-risk,
Equities-led profile.

Pension Schemes are increasing their weightings in llliquid
Investments. A recent DWP regulation looks to remove
performance fees from the 0.75% fee cap for DC Schemes
thereby facilitating investment in Venture Capital and Private
Equity funds which routinely have this charging structure.

Private DB (£2.0tn) Private DC* (£0.3tn)  State Hybrid (£0.5tn)

Equities 13% 35% 52%
Hedge 3% 1% 1%

Private Equity 5% 0% 1%
Property 3% 2% 7%
Mixed Asset 6% 33% 2%

'Higher Risk' Asset Subtotal

Fixed Interest 49% 1% 17%
Insurance 7% 0% 0%
Money Market 6% 5% 4%
Other 8% 13% 6%
'Lower Risk' Asset Subtotal 70% 29% 27%
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A). OPPORTUNITIES IN SOCIAL INVESTING

1.USING THE UN SOCIAL DEVELOPMENT GOALS AS GUIDING
PRINCIPLES

Designed for and adopted by nation states, rather than for
private or listed corporations, the UN SDGs are a challenge
to map into the investment world. The goals pertaining to
Governance (#16 Peace, Justice & Strong Institutions & #17
Partnership for the (SDG) Goals), Climate (#13) and Natural
Capital (#14 Life Below Water & #15 Life on Land) map
relatively easily and of course their causes of Climate and
Nature have been championed to great effect by TCFD and
now hopefully the Task-force for Nature-related Financial
Disclosures ("TNFD") 17, respectively. however, the majority
of the UN SDGs, indeed the main thrust of goals #1-#12,
arguably concern the Social rather than the Environmental or
Governance pillars of ESG. How can pension investors make
sense of these 12 UN SDGs and apply them to their world

of investment. If you wanted to create the Taskforce for
Social-related Financial Disclosures ("TSFD") and apply it to
pensions, what might it look like?

The answer for active managers is perhaps easier to
conceptualise. For active managers it means analysing each
and every investment opportunity in a way that considers
the impact, positive contribution and negative harm, that
the corporation or organisation receiving their capital has on
society. Successful s will achieve a good long-term financial
return and meet the fund's social objectives. For passive
investors to achieve the same end requires them to have a
systematic framework that over- or underweights, or even
screens out, investments according to some (potentially
third-party) specialist analysis which seeks to quantify this
societal impact.

There are multiple frameworks which attempt to categorise
the UN SDGs and make them more accessible for investors.
The Principles of Responsible Investment (UN PRI) s,
convened by the UN Secretary General, proposes a five-part
framework to align the SDGs to investments. The OECD
designed a three-step approach to ensure finance is SDG-
aligned 20. Within the investment industry a handful of the
largest asset owners have established the Sustainable
Development Investments Asset Owner Platform (SDI AOP)
whose mandate is to design SDI taxonomy and guidance, SDI
definitions and classification methodology= and collaborate

on the collection and management of SDI-related data.
Service providers have also been involved in designing
scoring systems for each SDG 23 .

To fulfil their social investment objectives, UK pension
funds need to take an halistic view of the SDGs. It makes
no sense to promote positive social outcomes in one part
of the portfolio whilst generating equally negative social
outcomes from other investments. The best way to take an
holistic approach is to review strategic asset allocations by
incorporating SDG targets, social opportunities and social
risks into long term capital market expected risk and return
assumptions when setting a scheme's strategic asset
allocations.

The Just Transition

It is widely acknowledged that, whilst the Climate Change
SDG (#13) has a primary Environmental focus, it also comes
laden with social externalities. Following the publication
International Labour Organisation's Guidelines for a Just
Transition (2015) and the codification of the Just Transition' in
the Paris Agreement, the concept of sharing the benefits of

a green economy transition widely, whilst at the same time
supporting all who stand to lose economically from it, has
taken concrete form in many countries around the world. The
European Bank for Reconstruction and Development highlight
four key global initiatives focused on the importance of a just
transition:

e The European Union's Just Transition Mechanismes is integral
to the EU's Green Deal, targeted at ensuring "a fair transition to
a climate-neutral economy, leaving no one behind" and aims
to mobilise at least €150 billion aver the period 2021-2027,

e The Solidarity and Just Transition Silesia Declaration 2«
signed by 50 countries at COP24, states that: "a just transition
of the workforce and the creation of decent work and

quality jobs are crucial to ensure an effective and inclusive
transition”;

e The Climate Action for Jobs Initiative 25, co-led by the
International Labour Organisation, Spain and Peru, and
supported by 46 countries commits to develop "national
plans for a just transition and create decent green jobs";

e The UNFCCC Gender Action plan =s, whereby parties to the
UNFCCC have recognized the importance of involving women
and men equally in the development and implementation of
national climate policies that are gender responsive.
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2. SOCIAL INVESTING OPPORTUNITIES IN THE UK AND
OVERSEAS

a). UK Opportunities

According to the most recent ONS statistics, two-thirds

or more of UK pension scheme assets are allocated to UK
investments. As at 31 December, 2021, UK pension funds
held £1.35 billion of Direct Investments, £1.29 billion in Pooled
Vehicles and £0.15 billion in Insurance Assets. Of the Direct
Investments, 72% (£972 billion) were UK based investments
- aproportion that has held consistently true in recent years.
This is mostly explained by the large UK government bond
holdings amongst mature and de-risked DB schemes; how-
ever, holdings in equities (25% UK), corporate bonds (50% UK)
and private equity (40% UK) are more internationally focused.
For the indirect and insurance assets the domicile of the
underlying investments cannot be determined.

Whilst the UK is a Developed Market and, as such, does not
have the same overall degree of social need as Emerging
Market countries, the UK does still present ample opportunity
for pension funds to find social investments that would align
with the UN SDG goals. According to the OECD, the UK, like
many other developed countries, is a country with regional
inequalities which have persisted for generations 27. The UK
has larger regional differences than many other developed
countries on multiple measures, including productivity, pay,
educational attainment and health 2s .

According to the OECD's data, the UK has the fourth highest
level of wealth disparity between its regions of all 27 member
countries of the OECD and, in contrast to others, the dispari-
ties have grown in the period 2008-2018.

b). Overseas Opportunities

Using the ONS statistics, we estimate at least one-third of
UK pension fund assets are invested overseas and predomi-
nantly (c.90%) in Developed Markets. These allocations are
equities-led and include:

e £146 billion of direct equity investments. Of these, 91% (£133
billion) were invested in entities based in Developed Markets
or special-purpose vehicles in tax-havens, 8.9% (£13 billion)
were invested in Emerging Markets companies and 0.3% (£0.5
billion) in investees based in Frontier Markets;

 £139 billion of long-term predominantly government (£42
billion) and corporate (£86 billion) debt securities. Of these,
93% were issued by governments or companies based

in Developed Markets (or tax-havens). Just 6% were from
Emerging Markets based issuers and 1% from issuers in
Frontier Markets;

e £71 billion of private company or alternative investments (no
further breakdown available);

e £432 billion of Pooled Vehicle investments. All of these
funds were domiciled in developed countries and unfortu-
nately there is no way of determining the country of origin of
the underlying holdings (the same being equally true of the
£850 hillion of UK domiciled Pooled Vehicles).

With Emerging Markets accounting for just 6% of direct
long-term debt holdings and 9% of direct equity holdings, at
first sight UK pension funds perhaps look under-invested in
these markets, even when considering the maturity of the
DB schemes which currently making up ¢.70% of the total
assets. However, it is possible that this apparent under-
weight in direct holdings is being off-set by an overweight in
Emerging Markets orientated pooled vehicles. Indeed, this
would be logical: Emerging Markets investments typically
entail greater risk and particularly equity or corporate bond
investments are frequently best allocated to specialist man-
agers with local market expertise and knowledge.

3. SOCIAL INVESTING OPPORTUNITES BY ASSET CLASS

Pension funds can access social investments both directly or
through pooled vehicles. Direct investments bestow greater ability
to influence investee strategy whilst pooled vehicles avoid the
increased overhead of managing investments directly. Larger
pension schemes can also access segregated mandates (typically
£100 million is required for each fund) which can bring both the
benefits of greater control of social factors by the addition of
specific social restrictions in the mandate and at the same time
lower overheads than direct investment.

a). Listed Equity

A report undertaken by a CFA ESG Working Groupes last year
focuses on detailing the following key facets of social invest-
ing: i) High-risk labour and land issues; ii) Socio-economic
inequality, ii) Div]ersity and Inclusion and iv) Digital rights.
The report highlights the data available for each of these
components from a range of providers including GRI, SASB,
Refinitiv and RepRisk, which may provide greater insights into
a specific company's social attributes. As we note later on,
the availability of such data for EM companies is generally
less consistent and comparable.

There are also a number of company benchmarks from the
World Benchmarking Alliance s0 focused on the relevant
benchmarking of social factors. These are at differing stages
of development but include: i) Corporate Human Rights
benchmark, i) Gender benchmark and iii) Digital Inclusion
benchmark. These benchmarks aim to provide greater trans-
parency on corporate practices, within both DM and EM, and
they can thus be a means for trustees to explore the social
attributes of portfolio companies with the scheme's asset
managers and service providers.
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While the vast majority of ESG and ethical benchmarks are
focused on DM, there are examples of EM ESG benchmarks
available e.q. FTSE4Good Emerging Indexes and MSCI EM ESG
Leaders, among others. Granularity at the index level may

be available to explore the "S" component of the ESG rating,
depending on the provider. However, given the current state
of ESG investing and benchmarks, trustees would have to do
further work to accurately gauge "S" attributes within EM ESG
benchmarks. Depending on the data provider, this may or may
not be achievable, but an approach worth exploring with asset
managers and service providers.

PWC airecently estimated the European ESG equity mutual
funds universe to be approx. EUR 3.3 trillion AuM (representing
32% of all AuM) and forecast it to grow to EUR7.6 trillion AuM

by 2025 (representing 75% of all fund AuM). They explored the
thematic breakdown of this universe and found the following
exposures: i) Broad-based ESG 74.8%, ii) Environmental 13.2%,
iii) Social 5.6% and iv) Governance 6.4%; this suggests that
there are mutual funds providing a route-to-market for pension
trustees to potentially invest in social thematic funds, should
they meet the requirements of a fund selection.

ESG data providers share company level data on ESG metrics
which are then aggregated to give an overall view for the
fund's holdings. As an example, MSCI ESG Fund Ratings evalu-
ate funds on ESG metrics across different categories. Whilst
they produce an overall blended ESG fund rating, this is an
aggregation across the following categories, the constituent
metrics of which are available for users: i) Overall Sustainable
Impact ii) Environmental impact, iii) Social impact, iv)
Controversies, v) International norms standards, vi) Business
involvement, vii) Environmental risks, viii) Governance risks, ix)
scores and ranking covering a relative aggregated positioning
among peers. Relevant social factors within fund evaluations,
including both DM and EM funds, can be explored by trustees
by requesting greater transparency from their managers and
service providers, who would generally have access to the
underlying information.

With respect to ETFs, UNCTAD z2 note that the global AuM of
ESG ETF is currently estimated at USD25 billion, with a heavy
concentration of assets currently within Europe and the US.
They also note that 90% of themed ETFs follow 3 of the 17
SDGs, namely #13 Climate Action, #5 Gender Equality and #7
Affordable and Clean Energy; this highlights the perhaps unsur-
prising relative current dominance of climate goals within the
overall ESG ETF universe but social factors may become more
prevalent in the future.

b). Private Equity

Pension funds may gain exposure to a diversified portfolio of
companies through private equity investments; these funds
have the potential to address social issues across a range of
sectors and industries. The ONS data shows that UK pension
funds held only £32 billion (c.1%) of their total assets in private
equity pooled vehicles so this is potentially an area for further
trustee exploration. In terms of social objectives, the pension
fund can select fund managers based on their ESG policies and
implementation strategy/track record or by setting up special-
ist co-investment mandates.

The performance fee structure has been a barrier to DC pen-
sion funds investing in these vehicles, but we noted earlier

that the DWP is consulting to reform this by excluding perfor-
mance fees from the DC default fund charge cap calculation.

As with public equity fund mandates, the pension fund will
need to conduct detailed due diligence on the private equity
fund and satisfy itself it has the necessary levers to monitor
and influence a general partner in meeting the social objec-
tives alongside the return aspects (e.g. through LP Advisory
boards). Interms of building in social factors to private
equity mandates, there is evidence that limited partners are
being increasingly proactive; for example, McKinsey & Co
report on how investors are increasingly demanding that GPs
provide diversity metrics for their firms and portfolioSss.

c). Public credit - government, agencies & corporates

Within public credit markets, pension schemes can primarily
address social issues by using positive and negative sector
screening to identify industries, companies and countries that
improve social outcomes. There are also increasing opportuni-
ties to address social issues via investments in social bonds
issued by both corporates and sovereigns. For those investors
wishing to be more passive in their approach to ESG integration
there are also a growing number of social bond ETFs and publicly
listed funds that track ESG and specifically social fixed income
benchmarks.

Social bonds are instruments that are issued with the legal
purpose of using proceeds to achieve a positive social outcome
or address a specific social issue. For example, social bonds
could be issued to finance affordable housing projects, provide
food security, or boost employment. The Covid-19 pandemic
accelerated the demand and supply of social bonds most notably
including the EU's Social Bond Programme. Below are a few exam-
ples of social bonds issued by EM sovereigns and corporates:

e Banco Santander Chile $100 mm 0.715% 26/01/2024 - issued in
February 2021: proceeds to be used to finance loans to SMEs led
by women in Chile.

e Korea Development Bank $500 mm 0.5% 27/10/2023 - issued in
October 2020: proceeds to be used to help companies impacted
by the Covid-19 pandemic.

e Chile $1.7 bn 3.1% 07/05/2041 - issued in May 2021: proceeds

to be used to support the elderly, those with special needs,
low-income families, job creation, affordable housing, access to
education, food security, health services and SME financing.

e EFcuador $327 mm zero coupon 30/01/2035 - issued in January
2020: proceeds to be used for affordable housing projects.
Pension funds can also consider positive filters to identify bonds
from issuers in sectors such as healthcare, education, food/
agriculture or negative filters to avoid investments in sectors such
a tobacco, weapons, gambling, etc.

Pension funds can also consider positive filters to identify bonds
from issuers in sectors such as healthcare, education, food/

agriculture or negative filters to avoid investments in sectors such
a tobacco, weapons, gambling, etc.
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There are several fixed income benchmark providers with
the most common being JP Morgan, Bloomberg Barclays and
Bank of America Merrill Lynch. These index providers have
also launched ESG versions of their benchmarks; two exam-
ples being the JPM ESG EMBI Global Diversified Index and
the JPM USD EM IG ESG Diversified Bond Index. While these
are broad ESG indices, they can be used as a starting point
to build custom EM indices that focus only on the S (social)
component of ESG.

Demand for social bonds is growing. In a global survey of
pension funds conducted by CREATE-Research in May 2021 a4
, 66% of 142 respondents managing EUR2.1 trillion of pension
money said that they intend to increase allocation to the 'S'
pillar passive funds over the next 3 years and 53% said that
Covid-19 was a key driver of the heightened interest in the 'S'
pillar. The pandemic has also boosted the supply of social
bonds. According to data tracked by Refinitiv, in 2021, the
issuance of social bonds globally totalled $192 billion, up from
€.$160 billion in 2020 and a paltry $15 billion in 2019ss .

One drawback of many ESG bonds, including social bonds,

is the so-called 'green premium' at launch of the issue. The
supply/demand imbalance on ESG bonds compared to
non-ESG bonds with similar characteristics (duration, credit
rating, country risk, etc) means that social bonds can be
relatively more expensive than similar bonds not categorised
as Social. Investors need to consider whether the 'greenium’
will sustain over the duration of their investment in the bond
and whether the social bonds will represent a lower risk aver
pension fund's investment horizon. Another consideration

is whether companies issuing social bonds bring about an
overall improvement in their social profiles over a period of
time. For instance, a company could issue a saocial bond with
proceeds to finance a social project while simultaneously
engaging in poor labour practices that exploit their workers
or workers in their supply-chain. Thus, pension funds, or their
delegated asset managers, need not only identify and invest
in opportunities that address social issues, but also engage
with issuers to improve their social business practices (or
put pressure on their asset manager to do this on their
behalf).

Pension trustees need to be wise to the risk of 'greenwash-
ing'. While ESG bonds generally carry a third-party opinion on
use of proceeds, issuers can still reduce the greenwashing
risk by providing detailed project information on project
timelines and the impact of the use of proceeds. The lack

of a standardized methodology to measure the impact of
the use of proceeds of social bonds makes this a particular
challenge. While for instance, it is possible to measure and
quantify reduction of carbon emissions achieved through
use of proceeds of green bonds it can be difficult to have
such clear set targets for social bonds that are not then open
to abuse.

d). Private Credit

Private credit here refers to the extension of loans or place-
ments direct to non-financial firms by institutional investors,
including insurance companies, pension funds, hedge funds,
foundations and endowments, sovereign wealth funds, and
other fund managers; it covers a number of debt strategies,
which can include a variety of tenors, capital positioning and
return profiles. Prequin states the total global private debt
market at US$1.2 trillion; of this, Prequin say ¢.700 debt funds
manage US$291 billion of loan assets ss. From time to time,
private credit can offer a premium return to the more liquid
areas of credit marketss.. Generally speaking, they are buy-
and-hold investments.

When looking at the Social Opportunities within EM private
credit, the Impact Investing Institutess has highlighted the
following areas:

e Microfinance is a large category of private debt, provid-

ing capital to microfinance institutions to lend to micro-,
small- and medium-sized enterprises (MSMEs). Since the
1990s, microfinance has developed a strong track record of
high repayment rates (95%-99%) and is attracting significant
institutional investment;

e Trade finance debt, which provides working capital loans to
improve cash flow in value chains, is also a growing sector.
The sector is underfinanced by banks and traditional financial
institutions, with estimates that the total addressable market
for trade finance in Africa and Asia worth around USD 30
billion.

The Impact Investing Institutess also note that institu-
tional investors can potentially benefit from working with
Development Finance Institutions (DFIs) and development
banks (for example, the African Development Bank). They:

e can offer lower risk EM exposures through their investment
vehicles and deals e.qg. AAA-rated DFIs. They can potentially
limit currency risk also;

® have deep local research capabilities and experience in the
markets in which they operate, reducing uncertainty;

e enjoy relationships with local governments which may help
reduce political risk in EM investinenjoy relationships with
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e). Alternative Assets

There are also opportunities that sit outside of the traditional
asset classes. While equity and fixed income are doubtless
the more intuitive avenues for socially conscious investing,
markets such as currencies and interest rates derivatives, as
well as cash, can offer alternative routes. Indeed, there are
impact funds available which aim to generate positive social
outcomes via these asset types and live examples of deriva-
tive execution mechanisms that consider ESG factors.

Currency derivatives offer an interesting example, providing
numerous different routes to impact. For example, impact
strategies might invest in frontier or emerging market curren-
cies on a targeted basis, creating positive outcomes through
volatility reduction and liquidity provision. The academic
community has provided substantial evidence for the need
to reduce exchange rate uncertainty in support of economic
growth in developing markets. While mature economies are
found to be fairly robust with regards to exchange rate volatil-
ity, a significant negative impact on growth can be observed
in countries with relatively low levels of financial develop-
mentso 4.

Therefare, any strategy contributing to a reduction in currency
market volatility can serve to benefit the users of that cur-
rency "on the ground", which is especially important since the
ultimate recipients of development finance tend to hold the
currency risk (as development finance is generally delivered
in hard currency). Furthermore, increased liquidity in these
markets can serve to benefit local participants by reducing
spreads, while the asset selection process can also take into
account ESG factors at the sovereign level, directing more
capital to those countries with positive stories to tell. Taken
together, these factors can support recipients in achieving
their broader development objectives by more efficiently uti-
lising their financing. This impact is measurable with volatility
and liquidity, for example, visible to market participants.

Such strategies seek to provide return by utilizing traditional
risk factors - e.q. carry, value and momentum - inherent in
currency markets. They can also often be benchmarked
against traditional EM Debt indices, particularly if underlain by
fixed income assets such as development bonds, because

a material proportion of local currency EM debt returns actu-
ally comes from the currency component itself (as well as
duration, credit etc). As such, currency led impact strategies
might seek outperformance versus the traditional EM debt
approach by, for example, capitalising on the superior liquidity
of the FX market during times of stress. Therefore, this kind of
strategy could offer a feasible alternative to (or complement)
the traditional EM debt approach, due to its potential to meet
the fiduciary requirements of the trustees in terms of return,
risk and diversification.

Of course, these strategies are exposed to the typical risks
of EM/frontier currency investment; drawdown risk, illiquidity
and volatility in the underlying instruments, leverage through
derivatives etc. Therefore, a prudent risk management
approach should be the primary focus during manager selec-
tion, as well as a robust portfolio construction policy.

Pension trustees could potentially also consider the social
credentials of their derivate usage more directly, utilising
positive outcomes as a means to achieve improved terms.
There have been numerous examples recently of derivative
pricing being directly linked to ESG factors. For example,
hedging transactions undertaken by UK energy firm Drax
have been priced to benefit from compliance with carbon
intensity reduction targetsa.. This type of transaction will
almost certainly be extrapolated in the future to instruments
beyond currency derivatives (UK pension funds make exten-
sive use of rates instruments) and to a plethora of different
ESG factors.

Similarly, selecting execution counterparties based on the
strength of their ESG credentials, rather than price alone, can
offer an interesting alternative influence mechanism beyond
equity or fixed income investment. By opting to drive flow

to counterparties with stronger ESG scores, investors can
lead by example, however at least in the short term they

will be giving up some pricing benefit, which could make

the approach inconsistent with fiduciary obligations. Over
the longer term one could expect this approach to generate
improvements in these counterparties pricing, due to the
improved position enjoyed by those preferred counterparties
in the marketplace.

Catastrophe bonds are a relatively new asset class. They are
bonds issued by countries whose populations can't afford
catastrophe insurance. The bonds are parametric in nature

- if there's a social catastrophe with a certain wind speed,
earthgquake or even pandemic mortality rate in a named
area they immediately pay out without waiting for insurance
claims to come in. The bonds supply the following amounts
of quantifiable social resilience to communities, giving them
universal access to insurance and allowing residents and
SMEs to build back immediately to more sustainable building
standards. Some examples of recent issuances include:

e Jamaica $185m https://www.artemis.bm/deal-directory/
ibrd-car-130-jamaica/

e Mexico $485m https://www.artemis.bm/deal-directory/
ibrd-fonden-2020/

e Chile $500m https://www.artemis.bm/deal-directory/
ibrd-car-116/

e \World Bank pandemic catastrophe bond https://www.arte-
mis.bm/deal-directory/ibrd-car-111-112/

Cash holdings can also be utilised for positive social
outcomes. For example, investing cash in Community
Development Finance Institutions (CFDIs) can allow investors
to participate in socially responsible projects - investment

in underserviced regions - while also generating a modest
return. Innovation is rife in the CFDI space with numerous
routes available. While capital loss is a material risk with this
kind of investment, historic performance has been impres-
sive, for the large part.
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4. SOCIAL INVESTING OPPORTUNITES BY SECTOR

In Chapter 3 we explored how the UN SDGs can provide a
framework for social investing. In Chapter 4 we have toured the
available asset classes and discussed the size of the opportunity
and some of the considerations for pension funds. In this

chapter, we explore opportunities within five specific sectors

- infrastructure, food security, housing, healthcare, education -
identified in the EU social taxonomy as being at the core of the real
economy and generating inherent fundamental social benefits.

a). Infrastructure

Infrastructure investments include transport (such as rail,

roads and bridges), utilities (water, power distribution and
generation), telecommunications and social infrastructure (such
as schools and hospitals). The ONS recently valued the UK's

total infrastructure assets in these and similar sectors as £241
billionas. Many of these assets such as schools and hospitals are
government owned and funded via gilt issuance but this is not
exclusively the case. Private and public capital own maost of the
equity in the UK's telecoms, water and power sectors which were
privatised in the 1980s. Overseas, the proportion of national and
local government ownership and the degree of privatisation varies
significantly, but the S&P Global Indices indicate an infrastructure
sector market capitalisation of $1.0 trillion of publicly listed equity
and $1.7 trillion of publicly listed fixed income. Prequin currently
records private equity infrastructure funds totalling US$1.1 trillion.

Infrastructure investments are typically large-scale, long-

term investments in physical (real) assets managed either by
government or by specialist public or private investment firms.
Once constructed, they typically throw off predictable, long-term
and often inflation-linked cash-flows making them ideal pension
fund investments.

Over the next decade the Green Alliancess estimate that the UK
government should allocate at least £40 billion a year to scale
up delivery of net zero infrastructure, targeting the transport,
buildings, natural infrastructure and circular economy sectors.
With decarbonisation and digitalisation being the focus of the
UK Government's Industrial Strategy, infrastructure investments
related to clean energy and energy efficiency are poised for
significant growth over the next decades and often have a
powerful multiplier effect playing a central role in building and
enhancing local communities.

Itis a significant point that investing in green infrastructure
(especially solar) is more capital but also particularly more

labour intensive than investment in traditional fossil-fuel energy,
both in terms of construction and operation. As aresult, it has

the potential to create three to five times more jobs than fossil
fuels investment worldwide for every £1 million invested. Once
operational, however, it has a lower marginal cost than fossil fuels
owing to the use of the sun and the wind being for free. The higher
labour intensity indicates the shift to a net zero economy should
have a net benefit on job creationss as shown in the graph below:

CLEAN ENERGY TECHNOLOGIES ARE MORE
CAPITAL- AND JOB-INTENSIVE AND BENEFIT
THE MOST FROM LOW COST OF CAPITAL
AND ATTRACTIVE REGULATION...
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Another argument in favour of the 'S' component of renewable
infrastructure investment is that, given its location-based nature,
green infrastructure investment has some lower negative social
externalities than fossil fuel investments - i.e. reduced air pollution
and chronic diseases such as asthma and cancer.

It is probable that the public sector alone cannot fund the
transition to net-zero as effectively without private sector
involvement, particularly given the fiscal constraints which the
UK government now face in the wake of both the global COVID-19
pandemic and the more recent energy crisis. As such, public/
private collaborations, offering a risk-sharing arrangement
between a government and private investors to deliver and finance
projects, could become a future funding model once again and
present pension funds with suitable investments meeting core
financial as well as social impact objectives. We also note the
government's motivation to mobilise private savings into national
infrastructure which lies behind the FCA's recently created long-
term asset fund ("LTAF") regimeus.

b). Food

Having resilient, inclusive, and sustainable food systems are a
basic requirement for achieving social development.

Available investment opportunities for pension schemes are
much narrower than for Infrastructure with just £40 billion of
UK equity market capitalizations, $1,950 billion of global equity
market capitalizationas and $200 billion of fixed income market
capitalisationss. However, they do offer pension fund investors
obvious diversification benefits and, again, reliable returns. The
sector also produces a huge social return: it is the UK's largest
manufacturing industry with 4.2 million workers in the farm-to-
fork food chainso. Investment opportunities will be more niche,
however, with an estimated annual investment requirement of
just c.£4 billion in the UKs, one-tenth of the anticipated annual
infrastructure sector investment, so pension schemes are likely to
have to look overseas to achieve meaningful scale.
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Potential social benefits arising from investment in food
production sector are:

» Reduced hunger - among the knock-on effects of COVID-
19, the UN has noted a dramatic increase in world hunger.
According to The State of Food Security and Nutrition in the
World, one tenth of the global population - as many as 811
million people - were undernourished in 2020, a 17% (118 mil-
lion) increase from 2019.

® Reduced poverty - hunger is often linked to extreme
poverty and unequal distribution of resources. Investments
into a more sustainable food system, could reduce the risk
of political unrest and conflict whilst improving the status of
women who often are hit the hardest during hunger.

® Reduced chronic disease - the prevalence rates of over-
weight, obesity and diet-related chronic diseases such as
cardiovascular disease, stroke, certain cancers and type |l
diabetes, are increasing in every region in both developed
and developing countries. The estimated cost to the world
economy of disease and death from overweight and obesity
was estimated by GFS at $2 trillion in 2016s2, and, in the UK,
diet-related chronic disease cost the NHS £6.1 billion 2016
which is expected to rise to £9.2 billion per year by 2050sa.

® Reduced zoonotic diseases - local and global food security
are affected by the occurrence of epidemics of zoonotic
infectious diseases caused by pathogens passing from ani-
mals to humans. Having a nature-based food system should
not only lower the direct disruption of the workforce, workers'
income and trade restrictions but also reduce indirect food
price volatility as a result of food supply insecurity.

c). Housing

All good housing provides for a basic social human need. The
total value of the UK's private housing market was estimated
by Zoopla to be £9.2 billionss at the end of 2021. Much of this
is mortgage financed: the FCA announced in May 2022 that
the total mortgage market at the end of Q1, 2022 was £1.6
trillionss, of which just over £100 billion had been securitized
into RMBS and a further £100 billion was backing UK covered
bondsss. Interestingly only half of the UK's outstanding
covered bonds are sterling denominated, with the rest being
primarily denominated in EUR and sold mainly to European
investors. These investments will be very secure, backed by
both a bank covenant and the underlying overcollateralized
mortgages but as they are low-yielding they might only find
extensive interest from mature pension schemes seeking
low risk investments and liability. In recent years banks have
stepped up their issuance of social covered bonds backed
by mortgages to borrowers living in areas of relative social
deprivation or with a higher female borrower quota.

The size of overseas developed mortgage markets is stag-
gering:

e |t is dominated by the US market with over US$I18 trillion

of outstanding mortgages, of which US12.2 trillion secure
RMBSs7. Though the sub-prime crisis is now 15 years away
and US government reforms, coupled with asset purchase
programs, have cleared up the worst abuses of that era and

recovered that market onto a stable footing, the majority of these
assets are short-term and/or floating rate RMBS bonds with pre-
payment risks and so not the typical long-duration assets that
pension schemes are looking for.

e In Europe (ex-UK), funding is more typically via covered bonds
than RMBS which are far better suited for pension funds as
described in the preceding paragraph. Globally there are EUR2.6
trillion of mortgage covered bonds outstanding plus a further
EUR250 billion of public sector covered bonds enjoying asset
backing and a local government guarantee; EUR2.3 trillion of
this total comes from EU states, EURQ.5 trillion from other DM
countries with minimal EM issuance. Much of this issuance is

in liguid, benchmark tranches of over EURI billion, with central
banks amongst the core institutional investor base.

There are segments of the housing market that have a distinctly
stronger 'S' flavour. Affordable housing investments include
social rent, affordable rent, shared ownership, private sale,
private rent, specialist supported housing, and shared living (e.g.
independent living for older people). Outstanding long-term debt
to UK housing associations totalled £86.3 billion at the end of
2021ss . Many of these loans are still held by banks and building
societies but many have also found their way into fixed income
securitisations, debentures or other such long-term fixed income
instrument ideal for pension fund investors. Loans are overcol-
lateralized, often on property valuations much lower than their
real worth in the private market. Much of the rent roll to service
the debt is housing benefit directly paid over by the government
to the housing association and not via the tenant, so cash-flows
are essentially government-backed. With the continuing short-
age of housing in the UK and especially affordable housing the
sector looks set to expand further. S&P estimate that the afford-
able housing sector will deliver c. 105,000 new homes aver the
next 3-5 years, requiring more than £21bnss of capital expendi-
ture and refinancing in doing so. We note that the sustainability
credentials of the social housing sector have been supported

by the development of a model set of reporting standards by
Sustainability for Housing (SfH) thereby providing a consistent
and robust framework for housing associations to report their
activities against.

Affordable housing estates are often cornerstones of the com-
munity and local economic development, generating health,
employment and community well-being benefits. Lack of hous-
ing affordability has reached a crisis level in many UK towns and
cities, as well as some rural areas. The sale of public housing
stock from the 1980s onwards has been a major contributory
factor in this and in areas with inadequate council housing,
housing assaociations have become critically important providers
of affordable housing and recognised as 'anchor institutions' in
place-based development and partners for institutional inves-
tors.

Like local economies, the social benefits of affordable housing
are cyclical and have multiplier effects: when a community has
mare easily accessible social services, the equity of the neigh-
bourhood increases. Consequently, schools get more funding
and local residents can better meet their goals and thrive--
which, in turn, leads to increased economic security. Lastly,
reliable and stable housing minimizes the number of times that
children's school attendance is disrupted.
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d). Healthcare

The Healthcare sector is a major constituent of most major
bond and equity indices in the UK and overseas. The UK's
healthcare sector in equities is capitalized at ¢.£300 bil-
lionso capitalised and dominated by two drug manufacturing
giants, Astrazeneca and GSK. Much of the UK's healthcare
infrastructure is of course government run through NHS
trusts and essentially funded through the National Insurance
scheme. Furthermore, many private hospitals are owned by
not-for-profit companies like Nuffield or BUPA. However, the
UK is also home to a vibrant bio-tech industry in which VC
firms play a key financial role. DC pension schemes' recently
granted freedoms on the fee cap now potentially open the
door to limited investment in VC funds and support new drug

development which can obviously have major social benefits,

but which typically carry higher risks and require the special-
ist sector expertise of a VC fund.

Pension funds seeking diversification within this sector

will need to look overseas. According to MSCler, the market
capitalization of the global healthcare equity universe was
$7 trillion whilst Bloomberg have the market capitalization

of the global healthcare fixed income sector at an additional
$200 billionsz. Fixed income plays less of arole in this sector
because its higher ROCE means there is less of a drive to
leverage the balance sheet and companies generally finance
their investment pipeline internally. Healthcare equities, often
promising strong growth potential, should probably in many
cases be a prominent feature of the investment portfolio of
all but the most mature pension schemes.

Some of the 'S' credentials of the Healthcare sector are obvi-
ous:

e Greater productivity: healthier individuals typically benefit
more from education and grow up to be healthier adults with
higher earnings potential, encouraging investment in educa-
tion and productive capacity.

e Better social cohesion: McKinsey Global Institute estimate
that the total combined value of deaths averted and reduced
ill health could be approximately $100 trillion without adjust-
ments for income levels—eight times the estimated GDP
benefitses. The benefit of adding 10 healthy mid-life years
between 55 and 65 could provide enormous economic

and societal benefits they argue. Improving health could
also narrow health disparities within countries and across
countries. This in turn could contribute to reducing income
inequality within countries and strengthen the social
contract.

e Higher innovation: investment in healthcare delivery is
typically linked to lower costs in intervention measures -
behavioural change, environmental improvements such as
ensuring clean water, preventive medicine. This will likely
foster new funding and procurement models, broader com-
munity partnerships and collaborations, and a broader set of
common priorities.

As with each of these 'care-5' sectors, however, it is not
enough to assume an investment is 'social' simply because
it is a healthcare company. Application of the SDGs is critical
to understanding not only 'what' the company does but also
'how' it does it. Funding unethical or anti-competitive drugs
companies, for example, actually results in social harm and
not social good and of course exposes scheme beneficiaries
to increased regulatory risk. For active funds this deeper
layer of social factors should be second nature; for passive
funds, they will be relaying on the third-party ratings provider
undertaking this 'how' on top of the 'what' due diligence
sufficiently well.

e). Education

As with the UK's healthcare sector, the UK's education sector
is also predominantly run by the state and funded from taxes
and gilt issuance or by privately funded charities and not-
for-profit companies. Opportunities for pension schemes

to invest in the education sector are therefore quite limited
outside of a few long-term fixed income securities issued by
universities. Student loans sold off by the government and
packaged up in RMBS have matured and had a chequered
history, though there is always the passibility of similar asset
sales in the future if they are structured appropriately.

Globally the general picture is similar though a relevant MSCI
index does show a market capitalization of $530 million in
equities and just under $100 million in fixed incomesa.

A key trend in the education sector in recent years is increas-
ing digitization and the enormous benefits of scale that this
potentially delivers. In theory this trend should lie behind
some interesting growth opportunities overseas for UK
place-based, English language-content education product
providers but publicly listed investment opportunities to
exploit this are not abundant - currently most of this activity
appears to be in the domain of not-for-profit or privately-
owned companies.

Education has a manifold impact on society, raising the
quality of life and creating conditions conducive to the
development of talented individuals capable of changing
society. The importance of education in society lies in the
fact that it creates opportunities for acquiring knowledge and
skills that quite literally change the world. Broader pension
investment in the education sector will help lower the cost
and improve the quality of providing it. A skills gap persists in
the UK and has been most recently exacerbated by Brexit: a
recent study by Qlik and Accenturess estimates the skills gap,
particularly in coding and data science, evidenced by the
difficulty to fill positions or filling positions with sufficiently
skilled warkers, is costing the UK alone £10bn a year in lost
productivity.
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B). CHALLENGES TO SOCIAL INVESTING
AND SOME SOLUTIONS

5. DATA COLLECTION
a).'S' Data lags 'E' & 'G'

Social investing is still an immature activity, presenting
big challenges. However, with challenges come also
opportunities. Thanks to the industry trend and increasing
demand, ESG ratings and scores are becoming more and
more widely available, but they are not yet necessarily
comparable, fully transparent and therefore useful. Yet
among Environmental, Social and Governance data, the 'S'
represents the most challenging of the three categories
in terms of the lack of standardisation, quantification and
comparable reporting; there is often a barrier to getting hold
of required information due to privacy or data protection
laws.

b). Standards under development

Data has surely improved in recent years, but the overall

'S' framework is still far from being completely efficient,
transparent and scalable. It is far from being comparable,
for example, to credit ratings provided by recognized

credit agencies and that are so widely recognized and
scalable that they are taken into account when defining

an investment strategy (from a legal, reporting as well as
portfolio construction perspective). Standards are still in
development, with the EU 'S' taxanomy still to be published,
the UK's taxonomy still in development and the ISSB
standards for sustainability disclosures also under public
consultation and not yet drafted to cover 'S'issues. We note
there is no TCFD or TNFD equivalent for social investing.

c). Regulation is becoming more prescriptive

ESG reporting, in contrast to CSR reports, has more specific
metrics that in some cases can be used to measure a
corporate's or project's impact on the environment and
society as well as their own governance; in many cases,
however, impact cannot be measured. EFRAG is looking

at impact materiality with its standards and this may

help at least in Europe. Reporting and regulatory bodies
are increasingly focusing on promoting, improving and
homogenising reporting standards for ESG, including 'S’
factors. Exchanges now normally require their largest listed
companies to make ESG disclosures in accordance one

of many of the reporting frameworks, such as IIRC, GRI,

or SASB. These reporting framewaorks are continuously
evolving and consolidating. In March 2022 the ISSB
launched consultations on Exposure Draft proposing general
sustainability-related disclosure requirements, alongside
climate-related financial disclosure requirements. In the
medium-term once subsequent drafts incorporating 'S'
data disclosures are finalised, the 'S' data availability and
standardisation in corporate reports can be expected

to imprave significantly. This is critical as it is difficult to
trust or interrogate the veracity of an ESG rating when the
disclosures from the underlying company are inadequate.
Companies are often prepared to openly report on their

saocial credentials but reticent to disclose any negative social
aspects unless they are mandated to do so.

d). CSR Reports lack of quantitative data

Many large corporations have been publishing Corporate
Social Responsibility reports voluntarily for some years
already, however, these reports tend to focus on corporate
strategy on sustainability, specifically surrounding
environment, society, charity and human resources. The
disclosures regarding strategic planning and direction have
been important for investors to enable them to assess the
company's social engagement and the impact from its
business activities going forward. On the flipside, however,
the CSR reports lack the quantifiable and standardised
metrics that can be used to measure those corporate
strategies surrounding social factors and facilitate
meaningful peer comparison. Furthermore, their availability
is not always guaranteed and they are subject to intentional
or unintentional reporting bias. Some jurisdictions have
legislated to encourage or mandate companies to disclose
sustainability information, for example, the EU's Non-Financial
Reporting Directive (NFRD) and Corporate Sustainability
Reporting Directive (CSRD).

e). Emerging markets data is localised and unscalable

Social investing is heavily dependent on the market
fundamentals: DM are essentially a homogeneous eco-
system, consisting largely of multinationals and here
'S'information and governing standards are developing
quite quickly. In EM, however, every country has its own
distinct cultural, legal, economic and political features
which determine different developmental priorities and also
social risks. There is a heavy reliance on local information
providers which then provide different information that is not
comparable with data from other countries, often unreliable
or complete. This makes for a far more fragmented market
making emerging markets more challenging and fund
manager selection very important.

f). Many investors ignore the 'S’

A BNP Paribas survey in 2021ss shows how ESG has now
reached a turning point in its development. ESG has moved
from being treated as a stand-alone function within the
investment business to becoming an embedded pillar
throughout investment firms and including a wide set of
different investment strategies (such as thematic investing,
positive screening, net zero, etc). However, the BNP report
caveats that this progress mostly relates to E and G, and S is
still lagging and failing to establish itself within a quantifiable
framework. As a consequence, nearly all investors are way
behind on the matter and many are ignoring 'S' investing
altogether. However, there are signs are that social investing
could become the 'heir-apparent' factor to drive markets
once climate investing has fully played out and pension
funds applying themselves to this now stand a better chance
of gaining a first mover advantage. This dynamic may be
accelerated by the fact noted above under 'Just Transition'
that climate change itself has manifold social consequences.
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6. DATA COLLECTION
a). 3rd-party data

Due to the above-mentioned challenges for corporates to
report social-related data from their business, employees,
supply chain, community etc, it is a difficult task to collate
and analyse information across companies, sectors and
regions. Before the progress towards further standardisation
is finalised and made compulsory to some extent, it requires
some mapping between corporates for each social factor
item in order to make them comparable. However, this is both
an intellectual and resource challenge for pension trustees
and their advisors. In addition, some social risk factors, such
as geopolitical risks, are not included in corporate reports.
Third-party data providers can fill the data gap by collecting
alternative data sources such as news reports, satellite
images, online data scraping and social media trend analysis
etc. Increasingly, new technologies such as blockchain and
natural language process help to collect and analyse social-
related data. While this development has been promising for
data providers, compared to environmental or governance
factors, social data is covered by as few as 5% of independ-
ent ESG data providers.

b). Collaboration with experts

Decision-makers in a pension fund usually come from an
actuarial, finance or other similar background. It requires

a breadth of knowledge and understanding in a variety of
subjects such as humanities, labour relationships, law and
even international relationships/foreign policies to be able
to grasp social risk and its implications on investments.
Education and training are required to allow investors and
pension trustees to start looking into those factors. This is
cited as the biggest obstacle to considering ESG investment,
in general, in surveys. Training programmes from bodies like
CFA Institute and FINRA, as well as collaboration opportuni-
ties with NGOs, government agencies and financial advisors,
could yet fill the gap and provide a much needed continuous
update of trends in social investment.

c). Relationship within ESG themes

While the three themes of ESG are all used to promote soci-
etal values and mitigate long-term risks, it is unavoidable that
investors will have different priorities given their individual
circumstances and the nature of investments. Sometimes
there can be conflicting priorities. For example, the transition
to green energy on the path towards net zero could poten-
tially increase the cost of energy, adding to the financial
strain of low-income families; and, at a national level, it is pro-
foundly unfair to expect developing countries to decarbonise
on the same timescales as developed nations. As discussed
earlier, the Just Transition provides a framework whereby
pension funds can steward their climate investments in such
a way as to avoid causation of or at least mitigate negative
social outcomes.

d). ESG agencies and ratings

Social factors are, as mentioned above, lacking in stand-
ardisation and objectivity. Making sense of a vast number of
gualitative survey results and reports for numerous corpora-
tions is a daunting task. Some agencies have been providing
an aggregating service by constructing ratings in social
factors as well as 'total ESG' ratings. These 'social factor' rat-
ings are used mostly as one single factor in the investment
decision process, although typically not as a primary factor.

Most investment funds that integrate ESG in their portfolio
construction rely either on external or internal ESG ratings.
However, it is well known that there can be a wide disper-
sion of ratings for each issuer amongst different agencies.
A company with a high social rating by one agency can be
rated lowly by another: an oft-quoted, prime example is a
leading global manufacturer of electric cars which, although
it has a universally high Environmental rating, receives very
different Social and/or Governance ratings. The dispersion in
ratings is caused by the various agencies emplaying differ-
ent approaches to classification of indicators, quantification
of raw data, benchmark selection, use of too many/differ-
ent ESG metrics and ranking methodology amongst other
factors. As the materiality of social factors differs across
sectors and regions it is essential to use heuristics to ana-
lyse the significance of the discrepancy between each rating
within a sector or region.

Another problem is that ratings can too often reflect the
narrative in a corporate's reporting, which may reflect what
the company wants to promote rather than what may be
really going on, particularly in terms of social factors. The
anticipated ISSB sustainability reporting requirements will
hopefully help address this by improving corporate disclo-
sures, prescribing their format and content and making them
mandatory. However, these will take some years to become
fully effective. In the meantime, ESG ratings are still useful
tools to aggregate raw data into a comparable format; how-
ever, they should be used with caution and an appreciation
of their inherent limitations.

e). Fund reporting

As with corporate ESG ratings, fund-level social factor
assessment also faces difficulties in aggregating data from
individual issuers. It is acknowledged in the CFA Institute

ESG Disclosure Standards that there is no standard for what
should be reported at the fund level either for social or indeed
other factors (other than carbon), and in what particular

way. In particular, the financial materiality of a certain social
factor in a specific industry might be different for any given
fund. It will be the fund's job to identify investment that is
mast suited to its social or sustainable targets. The European
Sustainable Finance Disclosure Regulation (SFDR) requires
those funds classified in sub-categories Article 8 or 9 to
report the percentage of their portfolio investments that are
aligned with EU taxonomy Social or Environmental objectives.
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f). ESG factors of sponsor covenant

The biggest non-diversifiable risk that corporate DB pension
funds face is that of their sponsor covenant. The Pension
Scheme Act 2021 set down mandatory penalties for pension
fund non-compliance with climate change governance and
reporting regulations. It is easily conceivable to envision a
future expansion of that regulation to social related invest-
ment disclosures. A balancing act between transparency on
the one hand and sponsors' privacy on the other will need to
be struck, while the social factors of the corporate sponsor
are taken into consideration in making the investment deci-
sions, both from a diversification but also from a specific risk
mitigation point of view.

7. INVESTMENT DECISIONS
a). Objectives

Traditionally, asset managers are mandated with financial
objectives and are assessed for their performance based
purely on financial returns and risks. For social investing,
however, the mandate can either have financial objectives
with some social investment constraints, or have pure social
impact objectives regardless of financial returns, or sit
somewhere in-between. It is therefore vital to define what
the investment objective is. For pension trustees, there are
potential ramifications of applying social objectives rather
than their fiduciary duty which is of course a legal require-
ment. Although it is not a specific legal duty for trustees to
take into account their members' views on ESG, the Pension
Regulator nevertheless has issued guidance to pension
funds to report on the ESG integration in their investment pro-
cess. After all, the long-term nature of pension funds render it
natural for them to consider long-term risks posed by social
aspects of their investments. In reality, however, only 13% of
pension trustees have made or intend to make changes to
their actual investment portfolio for ESG factors according to
an ESG in pensions survey by Sackers published in August
2019¢ . It is a challenge to define the financial materiality of
the social factors which delineate good social investment
from bad ones. Both financial and non-financial trade-offs
need to be considered, which compounds the difficulty in
setting the objectives.

b). Asset Allocation

DB pension plans set their Strategic Asset Allocation ("SAA")
based on their funded status, sponsor covenant, funding
plan and scheme demaographics among other considera-
tions. Pension schemes can also choose to take social
factors into account in the SAA decision, either qualitatively
or guantitatively. For example, they can redefine sectors
using a social taxonomy and decide on the SAA using

the refined set of sectors and sub-sectors. Also, pension
schemes can develop their own assessment of the social
outcomes stemming from the SAA components, either
through their own allocation and engagement with scheme
beneficiaries, or based on the collective behaviours of peers
and the financial industry as a whole. In addition, new data

c). Manager selection

Factors playing into asset manager selection include the
fund's social objectives, the manager's research resources,
size and the scheme's reporting requirements. There are a
wide range of social objectives, as mentioned above, thus
different considerations are taken to measure the capabili-
ties of managers. For example, impact investments would
actively try to improve the social outcomes in both project
and corporate investments. A good manager that is capable
of sourcing the right investments, has the skills to evaluate
the corporate strategies and has the working relation-
ships with external agencies to assess the actual social
impact would be ideal. On the other hand, if social factors
are integrated in the investment process as a risk mitiga-
tion strategy, it becomes important to check the research
capability and engagement/proxy voting track record of the
manager.

Research has shown that adding ESG to the fund title bears
no significant impact on financial return or actual ESG impli-
cationsss . Rather itis advisable to review each ESG Fund's
documentation, ESG metrics used and track record rather
than based any decision or screening on a fund name or
even its benchmark. This has been recently loudly echoed
by regulators, such as the SEC, who recently called for better
ESG information from fundses.

d). Private investment

In the UK, the rules around the existing charge cap of 0.75%
rules for DC pensions are expected to be relaxed taking
performance fees, which are standard on private investment
funds, out of the cap. UK pension regulators are keen that

UK pension funds have greater access to illiquid assets as
they fit well with the long-term nature of pension schemes,
which have relatively low liquidity requirements compared to
other investor types. Long-term infrastructure investments in
social housing, hospitals, water and electricity infrastructure,
student accommodation etc. generally bring significant
social impact to the area those investments are located in
and also benefit society more widely.

Therefore, for pension schemes which have difficulty digest-
ing the numerous afore-mentioned challenges on ESG data
inconsistency and manager 'social-washing', private illiquid
investment seems to be a relatively straight-forward and
attractive option. Such investments do need to be assessed
holistically, however; just because an investment is in key
infrastructure does not make it automatically social. There
are plenty of examples of infrastructure investments which
may have brought significant economic benefits but deliv-
ered poor social outcomes - one thinks of hydro-electric
dams which have had a deeply negative impact on farming
communities further downstream, for example. There are
also some practical challenges such as the mandate size
limitations (e.g. £100m minimum ticket for certain private
investments), the resources needed to originate or source

a viable investment, ensuring there is sufficient on-going
reporting on the investment's social impact, monitoring

this reporting on an ongoing basis as well as managing the
investment's financial returns.
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e). Performance

There are financial and non-financial performance that
managers are required to report. It is vital to recognise the
trade-offs implicitly or explicitly set out in the objective. The
social outcomes are hard to measure, if indeed at all pos-
sible. Therefore, it is important to define the KPIs of social
factors at the outset. If it is not possible to quantify the
social objectives, it is important to present a qualitative, or
subjective, assessment of the outcome and how it could
have justified any trade-offs in financial returns.
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Conclusions

There are multiple reasons why 'S' has been the poor

cousin of ESG investing, universally and not just for pension
schemes. There are significant barriers to overcome before
social factors will be widely adopted by UK pension schemes.
However, positive requlatory developments in both corporate
and fund disclosures should mean that this is a realistic
objective for most if not all schemes over the next 5 years.

Given the present direction of requlation, there could be first-
mover advantages for early adopters of S-integration, not
only in terms of managing regulatory risk and obligations but
also in fund performance.

As pension schemes focus on solutions to optimise their
asset allocation to meet the threats and opportunities
presented by climate change, so schemes should seek to
apply the principles of the Just Transition in order to ensure
that social factors are also considered.

Whilst only the larger pension schemes can access
segregated mandates, perhaps this form of custodianship
currently offers schemes the best model to both limit the
increased operational costs and have adeqguate control
over the effectiveness of an S-integration approach. This
suggests that social risks could perhaps be better managed
if there is further consolidation within the UK's pension
sector].

Mature DB schemes currently represent the bulk of the UK's
£2.8 trillion workplace pension assets and opportunities for
these schemes to invest with social impact are appropriately
restricted by their requlatory requirement to de-risk and
match their liabilities with increasing levels of (mainly UK)
government bond holdings.

DC scheme assets are growing faster in terms of assets
under management, however, and the younger-aged
beneficiary and consequent longer-term liability profiles
mean that these schemes have a greater opportunity and
obligation to manage social risks within their investments.

There may be insufficient investment opportunities for
pension schemes to drive true social change and impact
society without schemes taking inappropriate risks,
compromising returns and neglecting their fiduciary
responsibilities. However, there are ample and a growing
number of opportunities to mitigate and manage social risks
in investment portfolios through adopting S-integration
practices.
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