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© JAMES YANG—SIS

The
Next
Unseen
Revolution

Pension Fund

Investment and
Sustainability

n 1976, Peter Druck-

er’s provocative book The

Unseen Revolution: How Pension

Fund Socialism Came to America
pointed out that, through investments
made by their pension funds,
U.S. employees had become
controlling shareholders
in most major corpora-
tions.! (Pension funds

Bernd Kasemir,
Andrea Siiess, and

invest contributions from

the current generation of em-
ployees so that they can draw retire-
ment benefits in the future.) Another
“revolution” is now under way, and it,
like the fundamental change

in U.S. business ownership
structure that Drucker
illuminated, has gone
unnoticed. Although
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rarely seen as radical, pension funds are
beginning to take a leading role in
putting sustainability onto corporate
agendas. This article discusses several
questions relevant to understanding,
encouraging, and strengthening this
trend:

o What motivates pension funds to con-
sider sustainability in managing their
assets, and what are the tools they use
to accomplish this?

¢ How do U.S. and European approach-
es to and experiences with these
investment strategies compare?

+ How can sustainability science help to
guide pension investors and corpora-
tions?

The conclusions drawn in this article
are based on information obtained
through interviews and questionnaire
responses from representatives of pen-
sion funds with collective assets exceed-
ing $600 billion (U.S. dollars) and from
external investment consultants who work
with these funds to help include sustain-
ability criteria in asset management.

The new trend toward the inclusion of
sustainability criteria in pension asset
management should be seen in the
broader context of debates on corporate
responsibility. Today’s major corpora-
tions are increasingly expected not only
to maximize profits but also to consider
the environmental and social impacts of
their actions. For example, in the Octo-
ber 2000 issue of Environment, United

10 ENVIRONMENT

Nations Secretary-General Kofi Annan
stressed the positive role that the private
sector can play in environmental protec-
tion.? Nongovernmental organizations
(NGOs) play a central role in such calls
for corporate responsibility. Thilo Bode,
executive director of Greenpeace Inter-
national, has emphasized the idea that
today’s large, environmental NGOs do
not see themselves as natural enemies of
business. Although they accept the reali-
ty that the priority of companies is to
make profits, they expect corporations to
decrease the negative environmental
impacts of their activities. Under the
watchful eyes of NGOs like Greenpeace,
public proclamations of corporate
responsibility that are not fulfilled in

practice can be quite embarrassing for
companies.? Also, voices supporting sus-
tainable development are increasingly
being heard from within the business
community. As Anita Roddick, founder
of The Body Shop International (a skin
and hair care retailer that stresses its
environmental and social responsibility),
put it, “We can’t afford for business to so
limit its ambition [to the economic bot-
tom line] when it is faster, wealthier and
more creative than governments.”* Such
opinions seem to contradict the tradi-
tional view that “the business of business
is business,” which does not take into
account an important question—whose
business is it?

The first revolution in pension fund
investment described by Drucker

changed the ownership structure so radi-
cally that today in the United States and
in many other developed economies,
corporations are, to a large extent,
owned by all employees and should
therefore be accountable to them. More
precisely, these large businesses are
owned by the employees’ pension trusts.
Consequently, pension funds can now
play an important role in making busi-
ness accountable to the public.’> And,
increasingly, they are beginning to pres-
sure corporate management into consid-
ering long-term sustainability issues.
These funds are exerting their power
through selective investments in compa-
nies that have such a long-term view and
by voicing their concerns to the manage-
ment of companies that do not. Pension
funds receive support in these activities
by collaborating with NGOs, and they
have begun to work with a growing
industry of “sustainability investment
consultants” that offer pure information
services or a combination of information
and asset management services. Current-
ly, only limited cooperation exists
between pension fund managers and
their consultants on the one hand and
researchers at the forefront of sustain-
ability science on the other. Increased
dialogue between these related fields is
much needed. Before discussing how to
improve cooperation among these fields,
an understanding of pension funds and
their powerful role in financial markets
is required.

Pension Funds and
Their Market Influence

There has been a recent boom of dis-
cussions about the financial industry’s
responsibility for environmental and
social conditions. For example, the
industrialist and author Stephan Schmid-
heiny has stressed the need to under-
stand how the actors in the financial sec-
tor support or undermine sustainable
development. Schmidheiny focuses on
financial markets and the investment
decisions made therein because they
play a key role in determining how all
sectors of developed economies oper-
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ate.® Accordingly, the environmental and
sustainability strategies of banks, insur-
ance companies, and, to a lesser extent,
venture-capital investors, are beginning
to be scrutinized.” In addition, this trend
is being seen in pension funds, which
already perform an extremely significant
role in the financial sector and which
have a growing influence on global
investment decisions.

Most developed economies have a
multipillar pension system.® The first
pillar, a government-run system, is usu-
ally managed in a pay-as-you-go man-
ner. This means that current contribu-
tions are directly transferred to current
pensioners, rather than invested to build
up resources for future pension needs.
Such government-run systems are com-
ing under pressure because they may be
not be sustainable under the current
demographics in many Organization for
Economic Co-operation and Develop-
ment (OECD) countries, where the pop-
ulations are aging. This weakness in the
first pillar increases the importance of
the second pillar—occupational pension
funds that are cofinanced by contribu-
tions from employees and employers. In
contrast to the first pillar, these pension
schemes are at least partly “funded”;
that is, the contributions of the current
generation of employees are accumulat-
ed and invested to allow these employ-
ees to draw pension benefits in decades
to come. Occupational pension plans can
come in the form of “defined benefit
plans” in which a company pays
employees a pension related to their
career earnings or as “defined contribu-
tion plans” in which contributions are
fixed but pension benefits vary with
market returns of the investments. Pri-
vate retirement provisions, often sup-
ported by some form of tax breaks and
always fully funded, are the third pillar
of most retirement provision systems.
(For an example of the pillars of pension
provisions, see the box on this page,
which provides an overview of the U.S.
pension system.)

Enormous amounts of resources are
accumulated and invested in the funded
parts of the retirement provision system.

VoLume 43 NumBer 9

In the United States alone, $9 trillion of
funded pension assets had been accumu-
lated by 1998. In Europe, pension sys-
tems vary considerably between coun-
tries, and major changes of these systems
are currently underway or being planned.
The bulk of funded pension assets in
Europe is held in the United Kingdom,
the Netherlands, and Switzerland. In
2000, the pension assets held in these

ernment. In Germany, where accumulat-
ed pension assets roughly equal those of
the much smaller Switzerland, employ-
ers and labor unions have just begun dis-
cussing new types of occupational pen-
sion funds that include stock market
investments.” Overall, funded pension
schemes are less mature in Europe than
in the United States and thus have a sig-
nificant potential for growth there.

TheThreePillarseftlleuS

Ins the United States, the first pillar
of the pension system is Social Securi-
ty. Its O1d Age, Surviver, and Digabili-
ty Insuranee (OASDD covers employ-
ees and self-employed persons in all
states. 1t is finaneed via payroll taxes
mainly i @ pay-as-you-go manier,
with partial pre-funding currently
invested in government bonds.

The second pillar, vocupational pen-
sion plans, covers most U8, employ-
ees in the public sector and about half
of those in the private sector. These
can be defined benefit plans (where
usually only the employer con-
fributes), defined contribution: plans
co-financed by employess and
employers tike 401(1) plans, or & mix
of both.

three countries were estimated to exceed
$2.3 trillion (see Figure 1 on page 12).
As in the United States, the majority
of pension assets in the United Kingdom
is invested in the stock market. On the
other extreme, more than half of the pen-
sion funds held in Switzerland were
invested in bonds and real estate, but,
reflecting the current global trend
toward increasing stock market invest-
ment of pension assets, this is changing
rapidly at the moment. Other European
countries are still debating the wisdom
of funded pension schemes making
major investments in the stock market.
For example, in France, plans for the
introduction of funded occupational
pension schemes were put on hold after
the election of the current Jospin gov-

The third pillar of the 1.5, pension

system is private retirement provi-
s, mainly individual retiremer

accounts (IRAs). These are supported
hymdmmmmam on
income levels.
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1. Thie: discrssion of ULS: pefision funds s
inainly based on 8. Bacousl-Jontions, D, Faghi, R.
Finke mnd 1, Staniowsky, Pension Fund Systems in
the World (Frarkdort Dresduer Bank AG, 2000),

Pension funds are major players in
global stock markets. For example, as
early as 1991, they owned around one-
third of the assets traded on the London
stock market and 25 percent of all stocks
in the United States (including 60 per-
cent of Standard & Poor’s 500 stocks). !¢
This ownership structure makes it clear
that the asset management strategies of
pension funds have a significant impact
on the overall financial market; in addi-
tion, these strategies increasingly have
begun to include social and environmen-
tal criteria.

Asset management strategies that
include more than “pure” economic cri-
teria have a long history. The terms used
to designate such approaches include
“ethical investment,” “green invest-

ENVIRONMENT 1
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ment,
and, more recently, “sustainability
investment.”!'! The historical roots of
such strategies can, in principle, be
traced back to activities of Quakers in the
17th century who refused to profit from
war or slave trade. But in its current
form, socially responsible investment,
today a more than $2 trillion market in
the United States alone, can be said to
have begun with the development of spe-
cialized “responsible” stock market
funds in Sweden in the mid-1960s and in
the United States in the early 1970s.12

In the past, “ethical” investment
strategies have often been predicated on

socially responsible investment,”
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Figure 1. Pension assets in the United States and ——

Europe
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the notion that some profits would be
sacrificed for the sake of morality. Pen-
sion fund managers are responsible for
large assets and are thus usuvally con-
strained by law to put the financial pro-
tection of their members first and to
develop “fiduciary responsible” invest-
ment policies accordingly. Because the
managers are always under pressure not
to sacrifice profits, many of them at this
early stage in socially responsible
investment were wary of linking invest-
ment decisions to ideals of social
responsibility. However, a new argument
is currently being used to convince pen-
sion fund managers to become active in

306 294

64
- .
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this field: Social and environmental cri-
teria, by serving as proxy measures for
well-managed companies, can help to
select high-performing investments.

Because the amount of money
involved in pension fund investment is
tremendous, even a moderate shift in
their asset management practices could
have a large impact. To put the potential
influence of pension funds in perspec-
tive, consider the following comparison:
Pension funds hold more than $11 tril-
lion worldwide, while, on average, the
Global Environmental Facility (GEF)
(set up as an international initiative to
finance protection of the global environ-
ment), spent less than $300 million
annually in the first years of its exis-
tence.!? It is plausible, then, that the
increasing use of sustainability criteria
in pension fund investment will become
a major factor in managing global
change issues. Current trends in the field
of socially responsible or sustainable
pension fund management discussed
here are extrapolated from interviews
with and questionnaire responses from
pension fund managers and external
asset managers working for them. The
data were collected from eight sample
areas on both sides of the Atlantic—the
United Kingdom, the Netherlands,
Switzerland, France, California, the
northeastern United States, Ontario, and
Quebec. This article summarizes the
motivations of these managers for
including social and environmental cri-
teria in pension asset management, as
well as the tools and information sources
they rely on.

Incorporating Sustainability
Criteria in Pension Fund
Management

Motivations, past and present

Because employees contributing to
pension funds today expect to draw
from them after retirement, pension
funds have liabilities for decades into
the future. For this reason, they must
take a long-term view of asset manage-
ment. Although this does not mean that

NOVEMBER 2001
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they will necessarily hold individual
stocks for successive decades, it does
mean that pension funds must consider
the long-term viability of corporations
and the economy in general.!* Some
managers are beginning to see the con-
nection between long-term profitability
and sustainability. For example, one
U.K. pension fund manager commented
that his fund considers it essential for
each generation to protect the global
life-support system for future genera-
tions.!* Recognizing this connection is
the first hurdle; the next and perhaps
more difficult hurdle is explained by a
pension fund representative from Que-
bec, who expressed uncertainty about
whether socially responsible investment
is compatible with the goal of many
pension funds—i.e., to get roughly a
seven-percent return on their invest-
ment. Given this tension, how did pen-
sion funds become involved in social
and environmentally responsible invest-
ment in the first place?

Many funds, especially in the United
States, took first steps in “responsible”
investment as part of the anti-apartheid
movement, urging corporations they
invested in to follow the “Sullivan prin-
ciples” on avoiding economic ties with
South Africa and withdrawing their
investments from companies that ig-
nored that request. The Reverend Leon
Sullivan drew up these principles after
he joined the Board of Directors of Gen-
eral Motors in the early 1970s, which
was at that time the largest employer of
blacks in South Africa. His aim was to
persuade U.S. companies to discontinue
their activities in South Africa until its
government would respect basic human
rights.'® Divestment in South Africa was
not motivated by profit but by the desire
to avoid being seen as accomplices of an
undemocratic and inhumane regime.
Later examples of socially responsible
investment can be traced to this experi-
ence. A key component of socially
responsible investment is nondiscrimi-
nation within the corporate workforce;
typically, the motivation for beginning
such policies has been ethical. Today,
however, the rationale for nondiscrimi-

VoLume 43 NumBER 9

nation has shifted toward an empbhasis
on the economic benefits. According to
one pension fund representative from the
northeastern United States, “When we
oppose discrimination on the basis of
race here in the United States . . . all of
this activity is bottom-line related,” done
to avoid bad publicity and a narrowing
of the talent pool through the use of eco-
nomically irrational hiring criteria. This
shift of emphasis from the ethical to the
economic benefits of socially responsi-
ble asset management allows pension
funds to bring their responsible invest-
ment activities in line with their fiduci-
ary duties.

The inclusion of environmental crite-
ria in U.S. pension fund investment can
also be understood as evolving from the
experience with the Sullivan principles.
For example, the Exxon Valdez oil spill
in 1989 sparked the creation of the
“Valdez principles,” a ten-point code of
corporate environmental conduct devel-
oped by the Coalition for Environmen-
tally Responsible Economies (CERES),
an alliance forged between socially
responsible investment firms, public
pension funds, and leading environmen-
talists. As a result, pension investors
who already had experience with the
Sullivan principles began considering
these Valdez principles. Because the
Valdez oil spill had cost Exxon so much
(in direct monetary losses and in dam-
ages to the brand image) and because

pension funds with large holdings in the
company were hurt by these losses, the
economic argument for these funds to
push for environmentally sound busi-
ness operations followed naturally.
About a decade later, in 1997, the
CERES coalition worked together with
United Nations Environment Pro-
gramme (UNEP) to launch the Global
Reporting Initiative (GRI)."” GRI aims
at developing global standards for cor-
porate sustainability reporting based on
the “triple bottom line” approach—the
combination of economic, environmen-
tal, and social aspects to provide stake-
holders, including investors, a more

complete picture of corporate activities.
For this reason, from the point of view
of U.S. investors, it is plausible that the
involvement of pension funds in respon-
sible asset management followed a
direct thread from anti-apartheid actions
to the inclusion of broad sustainability
criteria in “responsible” asset manage-
ment. This may explain why U.S.
investors commonly speak of “socially
responsible investment” even when
referring to approaches that today ex-
plicitly include environmental as well as
social aspects.

In contrast, pension fund managers in
continental Europe speak more often of
“sustainability” in investment when
referring to approaches that balance
environmental, social, and economic
goals. This difference in terminology

ENVIRONMENT 13
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may reflect differences in political cul-
tures of the United States and Europe.
The European perspective can be said to
focus more on finding a consensus that
represents the general public interest.
The U.S. focus, on the other hand, stress-
es negotiated agreement between com-
peting interest groups. For these reasons,
the concept of “sustainability” (as a gen-
eral public good for future as well as cur-
rent generations) may be more deeply
ingrained in Europe, while “social
responsibility” (including the environ-
ment mainly via the advocacy of special-
interest groups) may be a more natural
term in the United States.!® Another rea-
son for the differences in terminology
may be that U.S. pension funds had

worked as active shareholders with cor-
porate management for many years
before the term “sustainability” became
widespread in environmental research.
By the time European pension funds
became more active in the stock market,
the more holistic approach of “sustain-
able development,” which goes beyond
the consideration of isolated instances of
environmental degradation and focuses
on how different environmental factors
interact as well as on the social causes
and impacts of environmental condi-
tions, was already more developed.'’
Interviews with pension fund man-
agers and investment experts working
for them on “socially responsible invest-
ment” and “sustainability investment”

14 ENVIRONMENT

revealed that the difference between the
two is more in name than in substance.
Today, both approaches often include
economiic, social, and environmental
criteria when judging corporate strate-
gies. Subtle differences include the fact
that the environmental component
might be slightly less important in
“socially responsible investment” as
practiced in the United States.”” Also,
considerations of future generations are
more explicitly incorporated into Euro-
pean approaches. A Dutch investment
expert believes that the concepts of
“ethical,” “environmental,” and “social-
ly responsible” practices have evolved
into the more inclusive “sustainability”
investment.

One more relevant difference, howev-
er, is that “socially responsible invest-
ment,” as practiced in the United States,
still covers the whole range of historical
approaches to this issue. This term can
mean anything from purely negative
screening to exclude ethically problem-
atic investments (like tobacco or alcohol
stocks), up to the more modern positive
screening methods that try to select cor-
porations likely to profit from their sus-
tainability strategies. For European pen-
sion investors, on the other hand,
“sustainability investment” usually in-
volves positive screening with the aim of
supporting returns on investment as well
as social and environmental goals. In
this respect, European pension fund

managers may actually be leap-frogging
their U.S. counterparts to adopt practices
based on the most recent developments
in responsible investment, without hav-
ing had much experience in earlier
stages of this concept. For example, as
part of the recent transition of a Swiss
fund from bond to stock investment, the
fund’s trustees demanded that sustain-
ability criteria be considered in these
investments. The fund manager de-
scribed his reaction to this request and
the results that followed:

Let me be frank. ... I thought, we’ll do this
once and ... we’ll see that it was worthless.
... And with this I went and looked at the
[sustainability] funds which are around,
compared them to one another, and bought
the one or other. And then: Surprise, sur-
prise, the performance was quite positive!
... And then it began to interest me.

Tools for sustainable pension fund
management

There are two main groups of tools
for incorporating sustainability criteria
into pension asset management. The
first group is called selective invest-
ment, often referred to within the indus-
try as “screening.” As discussed above,
screened portfolios sometimes exclude
specific groups of corporations because
they are active in areas such as nuclear
energy or military production (negative
screening). Alternatively, they include
only corporations that are believed to be
leaders in sustainability or social
responsibility (positive screening). In
the case of negative screening, whole
industry sectors may be excluded. In the
case of positive screening, often a “best-
of-class” approach is taken; that is,
most industry sectors are included in
the array of investments, but in each
sector only those companies judged to
have the best management approach on
environmental and social issues are
selected.

For pension funds active in selective
investment, such strategies as yet only
correspond to a minor part of their over-
all investments. In the case of a Swiss
pension fund, selective investment made
up roughly 5 percent of its stock market

Novemser 2001
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investment. In the case of a Dutch pen-
sion fund, the corresponding number
was only 0.5 percent (but still amount-
ing to 200 million Euros, which is com-
parable to the annual budget of GEF). A
Californian asset management company
providing services to pension funds
reported that of the overall $10 billion
under its management, currently $500
million (5 percent) was selected with a
focus on social responsibility criteria.
This company began using selective
investment when a religious organiza-
tion asked it to invest for them using
specific screens. After this experience,
the firm began offering other clients
such services; the company now has set
the goal to double its activities in this
field so that socially responsible invest-
ments will make up 10 percent of its
assets under management in a few
years.

Selective investment for environmen-
tal and social reasons is a comparatively
newer approach to pension fund invest-
ment than a second group of tools—
“engagement” or “corporate gover-
nance.” With engagement practices,
pension funds exercise their influence as
major shareholders by putting sustain-
ability issues on corporate agendas
through the introduction of shareholder
resolutions or through participation in
informal discussions with top manage-
ment. “Pure” engagement policies that
consider environmental and social issues
when working with corporate manage-
ment but don’t include special screening
of investments are more common in the
United States and the United Kingdom
than in continental Europe. A represen-
tative of a northeastern U.S. pension
fund offers one view of the effect of
engagement policies:

We have over a billion dollars invested in
Exxon Mobil. And you remember, some
years ago they had this oil spill. We, as
major investors, got on the company’s case
after that ... and got them to agree to put in
an environmentalist on their board of
directors.

Such an approach ensures that the
board of directors will include someone
with the technical competence to evalu-

VoLume 43 NUMBER 9

ate the potential environmental impacts
of projects when they come up for board
approval.

While there is growing evidence that
screening can lead to higher returns on
investment, there is an open debate as to
how much this practice of concentrating
investments on ‘“‘sustainability leaders”
actually supports the transition to sus-
tainability. The opposite approach has
been used, for example, by a religious
organization that conducts “antiscreen-
ing” to buy stock of corporations with
problematic policies and then engages
with corporate management as a share-
holder. Reactions to this practice among
investors are rather mixed. For example,
a Swiss asset manager currently focus-

ing exclusively on selective investment
thought this might be a useful way to
discourage unsustainable practices. In
contrast, a Canadian participant at a
recent conference on responsible invest-
ment likened this to the (not often suc-
cessful) Victorian idea of marrying an
alcoholic to reform him. Despite differ-
ent judgments of the relative merits of
pure engagement and selective invest-
ment, a mix of both approaches is used
today by many pension funds to put sus-
tainability on corporate agendas. As
engagement has a longer tradition, it is
still more widely used than selective
investment. For example, a Dutch pen-
sion fund with overall assets of 50 bil-
lion Euros reported that it recently

invested 4 billion Euros using pure
engagement policies and 200 million
Euros in screened portfolios.

Although pure engagement, as de-
fined above, usually excludes active
stock selection for environmental and
social reasons, firms practicing selective
investment often use elements of
engagement policies. For example, an
asset management company active in
selective investment reported that it
helped to convince The Home Depot to
switch from old-growth forest products
to those approved by the Forest Stew-
ardship Council. Screened funds may
have greater ability to produce sustain-
ability benefits because they are directed
toward those results and their fund man-

M D.Jrior-

1L

agers thus tend to have more resources
(e.g., time, information, and expertise)
to participate in engagement policies
than the fund-management industry in
general.

Current sources of information

As most pension funds do not have
the in-house capacity to develop or
apply sustainability investment criteria
themselves, they often rely on informa-
tion provided by external asset man-
agers or specialized investment consul-
tants. Some of these commercial
investment service providers offer the
same standardized information and ser-
vices to a number of different pension

ENVIRONMENT 15
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funds and other clients. Pooled sustain-
ability funds or stock indexes focusing
specifically on environmental and social
criteria provide information for selective
investment approaches (see the box on
this page). For engagement approaches,

Sustamab;lity or Soclally
Responsible Stock Indexes

information may be in the form of pub-
lished lists of publicly listed companies
that “need a little bit of talking to,” as a
U.K. pension fund manager phrased it,
because, for example, they neglect to
produce environmental reports.
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Social Index of UK. equities, and the
Foantzi Bocial Index, which scroens
Canadian squities.! Another high-
profile example is the Dow Jones Sus-
wiinability Group Indexes (DISGE),
published by a joint venture of Dow
Jones and the Swiss Sustainable Asset
Mmagﬁ«mt {SAM). The companies
in the DISGI are a subset of those rep-
resented in the Dow Jones Global
Indexes (DIGI), with the aim fo
include the top 10 percent of “leading
5 ability companies” This selec-
fion is partly based on information
gathered from cﬂr;mmmm via ques-
tiormaires concerning economic,
soeial, and environmental issues, For
the environment, the focus is on envi-
with a minor consideration of enviren-
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which hava to balance sustain-
ability considerations with fiduciary
duties, to get lnvolved in this field.

1. For information on these lndexss, see
httpfvewsdonvindcom, http:fwwwapleoauk,
and hitpdfeavwamjrajst.com.

2. While parts of the guestiomiaire specific to
the various industry sectors are propristary
knowledge of the lndex providers, the gensral
partiof the questionaire s publicly accessible #t
hitpeiwwwasam-group.ohiPDELR Question-

3. Tt should be noted that the DISGE was intro-
duced in September 1999 and that index values
reported for sardier perieds represent buckeracking
of how the mix of corporations included at that
dute were valued on the stock market fn the time
before. That leaves open how the index would
setually have been compose at these earlier
titnes, piven the isformution available then. .
Informagion based on baskteacking should theve- _
fure be taken with at least a grain of salt. For
more isformation on the DISGL, see bitpifindex-
esdowiones comidisel.

-

Apart from such standardized ser-
vices, investment consultants offer cus-
tomized products like investment portfo-
lios that are managed for individual
pension funds, or they offer support in
engagement activities with the compa-
nies held by such an individual fund.

In addition, pension funds also work
together with NGOs to assist them in
pressing corporate management toward
sustainability. This can be a mutually
beneficial collaboration, as one U.S.
pension fund representative explained—
sometimes NGOs would ask him for
support in their causes, while at other
times he would reach out to NGOs for
help. Academic work in the field of sus-
tainability science could provide valu-
able information to sustainability in-
vestors, but compared to the role played
by commercial sustainability investment
consultants and NGOs, the sustainability
science community is currently only a
minor source of information for sustain-
able asset management.

There are cases where sustainability
investment professionals are in direct
contact with the academic sustainability
science community. For example, a
Dutch pension fund representative ex-
plained that she benefited from discus-
sions with academics at a sustainability
research program co-sponsored by uni-
versities and industry, while a U.S. asset
manager relies on networking with
“thought-leaders” in academia in the
more informal setting of lunch meet-
ings. However, overall, academic sus-
tainability science is still only a minor
source of information for the sustain-
ability investment community. This fail-
ure to use sustainability science as a
resource may be explained by the belief
that academic research focuses on indi-
vidual environmental and social prob-
lems rather than on providing an inte-
grated overview directed toward helping
investors set their priorities in this
investment field. A French asset manag-
er offered some instructive remarks on
the usefulness of academic information
in making investment decisions and
engaging with corporations: “Academic
research is fine and excellent for criteria
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by criteria, but then you have to give a
... direction, and you have to put weight-
ings on your criteria.”

But even in a case for which a single-
issue focus might suffice, the informa-
tion investors would need is often not
available in a format that meets their
needs. The experience of a Swiss invest-
ment expert during the recent effort of
his company to launch an investment
vehicle focused on energy innovation
provides an informative example. It was
his view that it would have been useful
to have an integrated overview of prob-
able market developments of major
energy innovations under different sce-
narios. Although he was convinced that
such information was available in dif-
ferent university research programs, he
could find no compilation that was use-
ful for his purposes. He was therefore
forced to rely on a study conducted by
an in-house research team. One of the
reasons why he found existing academic
research insufficient for his purposes
was that, in his view, the technical side
of academic sustainability research has
too little contact with the social sci-
ences, and thus, in-depth knowledge of
impacts of social developments on the
diffusion of new technologies is often
not available.

However, progress is currently being
made in academic studies on under-
standing the major obstacles to sustain-
able development. For example, a whole
suite of international research programs
is studying broad sustainability issues in
a highly interdisciplinary manner. These
programs—namely, the World Climate
Research Programme (WCRP), the
International ~ Geosphere-Biosphere
Programme (IGBP), and the Inter-
national Human Dimensions Pro-
gramme on Global Environmental
Change (IHDP)—are working together
to better understand, for example,
threats such as food and water scarcity
as well as changes in the global carbon
cycles.”! But the types of reports com-
ing out of such programs do not yet
adequately address the concerns of sus-
tainability investors. For example,
researchers from these programs have
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participated extensively in the Intergov-
ernmental Panel on Climate Change
(IPCC) assessments on global climatic
change. Although IPCC had the poten-
tial to help investors understand the
challenges climate change poses for
corporations, IPCC’s framing of sus-
tainability issues is geared for the infor-
mation needs of international diplomacy
rather than the needs of investors.
According to one pension fund investor,
those in his field “are not trying to win
a legal case, necessarily,” when express-
ing their concerns about sustainability
to corporations. Their information
needs are therefore different from the
ones of international diplomacy and

could be satisfied more easily with cre-
ative scenarios of sustainability threats
and opportunities for action at the com-
pany level. A representative from a U.S.
pension fund responded concerning the
importance of climate change informa-
tion for his fund: “It depends on what ...
specific information we can get about
what companies in our portfolio are
doing that may have a harmful impact.”
And a pension fund manager from the
United Kingdom thought that sustain-
ability science would be really useful
for him if it could provide “‘a systematic
approach to say, ‘These are the key
areas that you have to look at ... can you
as owners of these companies do some-
thing by bringing pressure on the man-
agement?’” To provide more informa-

tion with such an explicit link to the
company level, it would be useful if
research approaches typically conduct-
ed at business schools were increasing-
ly integrated into interdisciplinary sus-
tainability science programs.

Opportunities for the Future

The first revolution in pension fund
investment gave employees control,
albeit indirect, of most large companies.
This revolution was “unseen” in the
sense that it was not widely perceived
as the fundamental change in ownership
structures it later turned out to be. The
emerging activities of pension funds in

sustainability investment have the
potential to cause another radical shift
in financial markets, with large implica-
tions for a sustainable future. This
development has just begun to be regis-
tered in the financial industry as a rele-
vant trend, while as yet there are not
many discussions among sustainability
scientists about this development and
their potential to make a useful contri-
bution.

As discussed, pension funds become
active in sustainable asset management
either through selective investment or
pure engagement approaches. And
external consultants support these funds
with standardized or customized sus-
tainability investment services. (Figure
2 on page 18 presents different combi-
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nations of these strategies, together with
the information sources on which they
are based.) Most of the information cur-
rently used for these activities comes
from purely commercial research, while
information from sustainability science
is integrated only to a limited extent.

The limited utilization of sustainabili-
ty science may be sufficient at the pre-
sent “‘niche market” stage of sustainabil-
ity investment; however, a continued
lack of involvement could seriously
impede 1its significant potential for
growth.

In the early stages of sustainability
investment, the presence of an environ-
mental management structure or a for-
mal sustainability strategy may have
been sufficient to judge whether a com-
pany was a sustainability leader or lag-
gard. As similar instruments become
part of the corporate mainstream, sus-
tainability investors will have to pro-
gress to assessing the actual content of
such corporate efforts toward sustain-
ability, rather than their purely organiza-
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tional aspects. This increased level of
scrutiny will not be possible without
more support from the sustainability sci-
ence community.

In addition, transparency will play an
increasing role in determining the
growth of sustainability investment. For
example, a recent U.K. regulation
requests all pension funds to disclose the
extent to which environmental and
social issues influence their investment
policies.? The key element here is trans-
parency of information, rather than
government-imposed standards. It is
only a matter of time before similar reg-
ulations will also increase the ability of
pension funds to obtain transparent
information on the sustainable practices
of the companies in which they invest. A
Swiss pension fund manager reported
that he might manage all of his shares
with a sustainability focus if he had
more transparent information. Trans-
parency and quality control will both
require a greater degree of involvement
from the sustainability science commu-

nity. As one step in this direction, a
group of researchers and consultants are
currently starting a program to provide
the sustainability investment community
with knowledge from sustainability sci-
ence in the form of “sustainability busi-
ness cases,” which are easily accessible
and directly relevant to investors.?? If
more such bridges between sustainabili-
ty investment and sustainability science
are built, there is a real chance that sus-
tainability investment will enter the core
of pension fund investment. If this hap-
pens, then this vision of a Dutch invest-
ment expert could be realized: In the
future “we won’t be talking about sus-
tainability investing, because everybody
will just be doing it.”
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