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Can investors do well while also 
doing good? 
Events like BP’s Gulf of Mexico oil spill, 
and Chinese corruption allegations 
against GlaxoSmithKline, throw into stark 
relief the risks of ignoring environmental, 
social and governance issues. Losses 
to a company’s reputation, profits and, 
increasingly, its share price, can be 
immediate – in BP’s case, the shares 
halved in little more than two months. 

Even so, many investors have been 
reluctant to embrace ‘sustainable’ 
investing, wary of its possible effect on 
long-term returns even if it may help 
avoid prominent disasters. But recent 
research suggests such concerns are 
unfounded: investors who incorporate 
environmental, social, governance (ESG) 
or other sustainable criteria into their 
investment decisions can enjoy healthy 
returns and a clear conscience.

Last year, a joint ‘study of studies’ 
conducted by Oxford University 
and Arabesque Asset Management1 
confirmed that, on several measures, 
companies deemed to be operating 
sustainably outperformed their more 
traditional rivals. In one very telling 

1 From the Stockholder to the Stakeholder, Smith 
School of Enterprise and the Environment, University 
of Oxford, and Arabesque Asset Management, 
September 2014.

statistic, the researchers found that an 
overwhelming 90% of previous studies 
confirmed that adopting good ESG 
standards lowered a company’s cost of 
capital. According to one analysis2, well 
governed firms enjoyed an equity cost 
advantage of anywhere between 0.88% 
and 1.36%. Moreover, other research 
suggested that both the interest rate 
spread on a firm’s bonds and the ratings 
given them by agencies tend to be 
superior if the issuer was seen as having 
good ESG policies.

It was a similar story when the 
researchers looked at internal measures. 
Thus, 88% of the studies reviewed 
concluded that sustainable companies 
tended to have better operational 
performance. ‘Proper corporate 
environmental policies result in better 
operational performance’ the authors 
reported. ‘In particular, higher corporate 
environmental ratings, the reduction of 
pollution levels, and the implementation 
of waste prevention measures, all have a 
positive effect on corporate performance.’

But perhaps most importantly for 
investors, this lower cost of capital 
2 Corporate Governance and the Cost of Equity 

Capital, University of Wisconsin and University 
of Iowa.

and better operational performance 
demonstrably feeds through into 
superior share price performance. 
According to the Oxford-Arabesque 
review, four-fifths of the studies they 
looked at suggested that share prices 
are enhanced for companies with good 
sustainability practices. 

This would be unsurprising if it merely 
related to improved governance which, 
other things being equal, one might 
expect to reflect better management. 
More interesting were findings that a 
group of so-called ‘high sustainability’ 
companies have produced long-term 
outperformance against a group of more 
traditionally managed entities. According 
to research by academics at Harvard3, 
an equally-weighted high-sustainability 
portfolio would have outperformed by 
2.3% a year between 1993 and 2010, a 
return that would more than double if the 
portfolio were instead weighted by value.

So, we would argue that sustainable 
investing should be gaining many more 
admirers amongst institutional investors. 
While no professional will claim that they 
can always avoid disasters like BP’s, it is 
becoming increasingly clear that investing 
with ESG issues in mind doesn’t have to 
be a drag on performance. Indeed, it may 
even create outperformance not available 
from any other source.

3 The Impact of a Corporate Culture of Sustainability 
on Corporate Behavior and Performance, Harvard 
Business School, 4 November 2011.
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Figure 1: Having your cake: how $1 grows in a high and in a low sustainability 
portfolio
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The major pension themes for 2015
Like death and taxes, one thing is 
certain in 2015: the changing policies 
of governments, regulators and central 
banks will continue to have a significant 
impact on pension schemes.

Stormier waters ahead
In 2015, pension schemes face an ever-
growing number of risks that could 
throw their investment strategies off 
course. Whether it is less optimism 
about Chinese growth expectations, 
possible eurozone deflation, eastern 
Europe, the Middle East, the falling oil 
price or a UK general election, there will 
be plenty to make investors nervous.

With a few notable exceptions, the last 
few years have seen a relatively benign 
environment for markets, with unusually 
low market volatility. It seems likely 
that markets will become more choppy 
in future, as political and economic 
developments cause swings in  
investor confidence. The Credit Suisse  
Fear Barometer, which measures the 
level of fear in markets by using the 
price of buying equity protection, has 
been steadily increasing over the last 
five years (see chart).

In light of this, many pension schemes 
are reviewing their exposures to 
benchmark-relative investment 
strategies in favour of more outcome-
oriented ways of investing. For 
example, in fixed income, schemes are 
investigating strategies with a wider 
remit to take active positions across 
currencies, interest rates, and different 
sectors. In equities and other growth 
assets, schemes are increasingly seeking 
ways to protect themselves against large 
market corrections without sacrificing 
too much long-term return.

Will gilt yields finally start to  
rise again?
In recent weeks, UK gilt yields have fallen 
to all-time lows, causing more pain to 
pension schemes, which have seen the 
value of their liabilities rise yet again and 
their funding levels sink (see our funding 
level tracker, next page).

Many expect central banks in the UK 
and US to raise interest rates next 
year. However, with lower growth 
expectations in other regions such as 
Europe and China, the global recovery is 
an unsteady one at best.

Furthermore, the market already expects 
short-term interest rates to rise, and this 
is priced into the yields available from 
longer-term gilts. Interest rates would 
need to increase faster than the market 
expects if schemes are to benefit from 
falling liability values.

Trustees will need to take all of this 
into consideration when determining 
how to manage their liability matching 
strategies in 2015 and beyond.

The DB implications of new pensions 
flexibility in DC
Last year’s radical changes to defined 
contribution (DC) pensions giving 
members new flexibility in retirement 
will have ramifications for defined 
benefit (DB) schemes too. DB members 
will also be able to take advantage of the 
reforms by transferring to a DC scheme 
when they retire and then cashing in 
their pension entitlements. 

Although the changes take effect from 
this April, it is still unclear how many 
DB members will take advantage of the 
opportunities they open up. However, 
trustees are expecting (and indeed 
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Trustee training
We would like to invite all pension 
fund trustees who want to extend 
their investment knowledge to one 
of our trustee training mornings. As 
usual, they will take place on Fridays 
at a number of convenient London 
and regional venues. 

This year’s timetable is as follows:

27 February 
London – Part 1

20 March 
London – Part 2

24 April 
Bristol

29 May 
Birmingham

6 November 
Leeds

30 October 
London – Part 1

27 November 
London – Part 2

These half-day seminars are a 
way for trustees to both reinforce 
and extend their knowledge of 
investment matters. Each talk is 
directed by a Schroders’ professional 
involved on a day-to-day basis in the 
area they will be discussing. As well 
as the usual topics of equities, fixed 
income, real estate, alternatives and 
asset allocation, we expect to cover 
some new areas in 2015.

Please email us at  
conferences@schroders.com  
if you are interested in attending 
any of these events.

The Credit Suisse Fear Barometer shows investors growing increasingly nervous
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The CS Fear Barometer measures investor sentiment by tracking the cost of selling an equity call option and using 
the proceeds to buy a put option. The higher the level of the index, the higher the ‘fear’, as investors are willing to 
sacrifice more of the potential upside gains on their investments to purchase protection.

Source: Bloomberg. Period shown is from 1 January 2005 to 12 January 2015.
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Average funding levels collapse 

Our ‘funding level tracker’, which 
measures changes in average UK 
pension scheme funding, shows that 
the funding level in the typical scheme 
slumped from 71% to 62% over the 
course of 2014. And this trend has 
continued into the new year, with 
gilt yields falling to record lows in 
January. The slide has been prompted 
by disappointing global growth 
expectations, especially for China, 
where growth forecasts have been 
downgraded. The European Central 
Bank has added to the pressure with its 
decision to begin a quantitative easing 
programme on a much larger scale than 
expected.

Both of these issues have contributed to 
pushing yields to new lows. Long-dated 
index-linked gilt yields1 have fallen by 

1 Source: Bank of England, as at 23 January 2015. 

another 0.3% since the beginning of 
the year, which we estimate could have 
added around a further 5% to the value 
of a typical pension scheme’s liabilities.

We hope the tracker is useful in 
discussions about funding and 
investment. We use annual defined 
benefit asset and liability values from the 
Pension Protection Fund’s Purple Book2. 
Between these updates, our UK Strategic 
Solutions Team estimates how funding 
levels have changed:

 – Changes in asset values are based 
on values for market indices that 
represent the average pension 
scheme asset allocation

 – Changes in liability values are 
based on changes in yields for UK 
government bonds (‘gilts’).

2 http://www.pensionprotectionfund.org.uk/  
Pages/ThePurpleBook.aspx

Forthcoming events
Calling all trustees and other 
pension professionals: please 
put dates in your diary for some 
important investor events we are 
planning over the coming months. 

10 March – Regional 
Roadshow, Edinburgh
Ahead of the National Association 
of Pension Funds conference in the 
Scottish capital we are running a 
seminar which will address several 
major investment themes:

Uncertainty: As worries grow 
over inflation, the oil price and 
geopolitics, our multi-asset team will 
unveil its view of the future.

Yields: How quickly will yields rise 
from record low levels? Our fixed 
income team will outline strategies 
designed to help investors cope.

Value for money: We will describe 
some of the ways Schroders can 
help schemes extract more bang 
from their buck.

21 May – Defined 
Contribution Conference, 
London
Two weeks after the general 
election, the new political landscape 
will provide an interesting backdrop 
to our DC conference. This year’s 
discussions will focus on the radical 
changes to DC defaults required 
as a result of the 2014 Budget. As 
well as speakers from Schroders, 
representatives of some of the UK’s 
biggest DC schemes will discuss the 
changes they are making for their 
members. 

As always, our economist, Keith 
Wade, will look at the wider 
economic factors affecting UK 
pensions. 

To register, visit www.
schrodersevents.co.uk/DC2015.

3 June – Real Estate 
Conference, London
More details will follow in due 
course.

If you are interested in coming  
along to any of these events,  
please send us an email at  
conferences@schroders.com

many are already experiencing) a big 
increase in the number of enquiries from 
members asking about transfers. 

If it transpires that large numbers do 
want to move out of DB, trustees should 
consider reviewing their investment 
strategies. A big outflow of assets could 
radically change a scheme’s liabilities 
both now and in the future, while the 
liquidity requirements will almost 
certainly change too.

Increasing popularity of flight paths
A survey1 conducted in 2014 found that 
50% of DB schemes now have a flight 
path strategy in place, and that the 
proportion is growing every year. This 
trend is in line with both our experience 
with trustees and the direction in which 
regulation is moving.

1 GfK Financial, The Pensions Regulator, Occupational 
pension scheme governance survey report, May 2014.

The Pensions Regulator released its 
latest funding guidance statement in 
July 2014. A recurring theme of the 
statement is the importance of an 
integrated funding and investment 
strategy. One way schemes are 
achieving this is to use a flight path 
strategy which seeks to reduce risk 
as their funding level improves. Some 
include pre-agreed triggers to de-risk 
quickly when opportunities arise. 

Until a few years ago, such strategies 
were only really feasible for schemes 
with the time and the budget to spend 
on investment strategy. More recently, 
the market has adapted to provide 
simpler and lower-cost flight path 
solutions which can be accessed by 
pension schemes of virtually any size.

Soaring liabilities are sinking funding levels
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DC after the Budget: avoiding the cash trap

Cash is gaining popularity in defined 
contribution (DC) default design thanks 
to last year’s Budget. The changes 
ushered in by George Osborne, the 
Chancellor, moved the goalposts for 
DC retirees. From this April, retiring 
members are no longer pushed towards 
buying an annuity, but can take their 
whole pension pot as a lump sum or 
move into drawdown if they want. 
Members are widely expected to use  
this new freedom to unlock their pension 
savings once they retire, with many 
expected to try to take as much cash  
as possible.

This has led many commentators to 
suggest that cash is the ideal asset for 
them to have on the eve of retiring. It 
should therefore be the end point of 
the glide path used to determine the 
asset allocation of their DC default fund. 
Typically, two key arguments are cited.

Firstly, they point out that glide paths in 
place before the Budget typically aimed 
for an end point of 25% cash and 75% 
bonds to accommodate individuals who, 
it was assumed with some reason, would 
take the maximum of 25% tax-free cash 
and buy an annuity with the rest of their 
pot. If we now assume most members 

will take 100% cash, then the asset 
allocation should logically also change 
to 100% cash to reflect the changed 
requirement.  

The second point is that cash is often a 
good protector of capital value and is 
probably the asset class best understood 
by most people. As members approach 
retirement, their priorities switch from 
maximising returns to increasing capital 
protection and liquidity. It is argued that 
there is no simpler way to achieve both 
aims than by investing in cash.

The problem is that, while both 
arguments appear reasonable, in reality 
they fail to reflect the realities of today’s 
brave new world. The allocation to cash 
in the past worked because schemes 
knew not only that most members 
would take 25% of their pot as cash, but 
also roughly when they were going to 
take it. In these circumstances, a default 
glide path that switched into 25% cash 
made some sense as a short-term capital 
and liquidity protection measure. 

After April, however, it will be far from 
clear whether the member will take their 
fund as cash, use it to buy an annuity, 
leave it invested and take a drawdown 

income or adopt a combination of 
these options. Amidst such uncertainty, 
we believe that cash makes much 
less sense. It will certainly protect the 
member’s capital in the short term, but 
what it won’t do is protect it over the 
longer term. Inflation will ensure that, 
the longer it is left as cash, the worse the 
impact will become. (See broken orange 
line on chart.)

A further argument is that keeping the 
pot in cash could encourage irrational 
behaviour. An all-cash default fund could 
be seen as an implicit recommendation 
to the member to take their pot in 
one lump sum. Such a move might 
result in them paying more tax than 
necessary and/or spending money they 
are very likely to need to support their 
retirement.

We believe there are much better default 
solutions that can help keep members’ 
options open at retirement, protecting 
their capital and their purchasing power 
for a cost that is not substantially higher 
than a typical cash fund. For instance, 
a multi-asset fund is likely, judging by 
our research, to outperform cash in 
any but the worst markets or over very 
short periods. (Our model suggests 
that it would be better in at least 75% 
of outcomes – see chart.) In light of 
this, we think trustees and governance 
committees need to make sure they 
have reviewed all the options when they 
put their new post-April DC default into 
active service.
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Cash isn’t always king: a multi-asset portfolio may provide better  
long-term protection
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Risk Modelling Warning 
The forecasts used here are the result of statistical modelling, based on a number 
of assumptions. The forecasts are subject to a high level of uncertainty regarding 
future economic and market factors that may affect actual  
future performance.


