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No longer on the sidelines - ESG in
defined contribution

It may not be immediately apparent, but there has been a sea change in UK defined
contribution (DC) pensions when it comes to environmental, social and governance (ESG)
investing. Just five years ago, DC schemes had no requirement to even consider ESG.

ESG Investment Statements: This information should not be relied upon as research, investment
advice, or a recommendation regarding any products, strategies, or any security in particular. This is for
illustrative and informational purposes and is subject to change. It has not been approved by any
regulatory authority or securities regulator.

The environmental, social, and governance (“ESG”) considerations discussed herein may affect an
investment team’s decision to invest in certain companies or industries from time to time. Results may
differ from portfolios that do not apply similar ESG considerations to their investment process.

Product innovation “Those products probably weren't th‘ere if yOLIJ go
back to 2018-19, so | would say the industry's
accelerates evolved together, both at the trustee and asset
manager level. ESG has gone from being a
peripheral requirement to a significant driver of
investment products and investment
principles, then having to produce propositions for members,” says Tim Hodgson,
implementation statements, and finally, a Head of DC Platforms and Retirement Solutions

Pfan5|on Schemes A(ft putting climate at BlackRock. “It's unquestionably accelerated
disclosures into law in 2021 - have prompted and continues to do so.”

pension funds to articulate top-level investment

beliefs, show what they have done in accordance
with them, and understand what the implications
of ESG investment are.

The regulatory push - first with disclosing the
approach to ESG in the statement of investment

This ongoing change means DC trustee boards
have not just had to look at the underlying
building blocks of investment strategies, they
have also evolved in the way they adapt and
incorporate their ESG objectives and have
started to formulate top-level objectives for the
portfolio, such as carbon reduction targets.

This has created demand for products to help
put into practice the newly articulated strategies,
and asset managers have responded with
product innovation to support the
implementation of trustees’ beliefs.
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ESG was long on the sidelines in DC, stowed away
in the self-select range — at some schemes it still is
— often attracting little by way of member funds, as
inertia means more than nine in 10 DC members
stay with their fund’s default option. However, a
growing number of schemes are making ESG part
of the default.

“We've definitely seen a massive uptick in the
proportion of default funds that take ESG into
account,” notes Hodgson.

Master trusts lead the way

Not all DC schemes will take ESG into accountin
the same way or to the same extent, however.

Master trusts — which is where many DC members
now have assets — tend to have higher levels of
adoption, believes Hodgson, not least because as
commercial entities, they operate in a competitive
environment.

A number of master trusts have net zero
commitments. For example, Nest aims to be net
zero by 2050 and halve emissions by 20301, as
does Now Pensions2. Both the Legal & General
WorkSave Mastertrust3 and the People’s Pension
have committed to net zero by 20504, while
Cushon's unique selling point is that it offers a
pension option which is net zero now.5

“There are varying degrees of commitment to the
net zero journey,” observes Hodgson. “Some of
those commitments have led to product innovation
from asset managers like us.”

Managers can also help master trusts map out their
net zero journey further into the future, where not
all master trusts might have defined their actions
as clearly yet.

“At BlackRock, we partner with master trusts to
identify not only what the short-term carbon
reduction can look like but also how we can help the
trusts continue on their journey to net zero,” he
explains.

Ultimately, the choice about how to address ESG is
with the master trust or pension fund. BlackRock
aims to understand client objectives and offers a
range of products and strategies to meet these.
Many investors ask for products with sustainability

or transition-focused objectives — they can select
not just the products they want to use but also
decide on the type and level of portfolio
construction, analytics, and stewardship they would
prefer.

Member engagement must
be part of the ESG journey

While such commitments are set as goals to work
towards for the trust, they also send a signal to the
wider market and its membership. Much of recent
climate regulation has focussed on disclosure, with
reports having to be publicly available so that
members can find them easily. While there has
been some debate over the extent to which
documents that are in effect compliance reports
are readable by scheme members, Hodgson
believes regulatory requirements have resulted in
more member engagement.

“You've definitely seen an uptick in engagement
from members on what their pensions are invested
in,” he says.

This greater member engagement also means the
Pensions Regulator is watching the space closely.

“What we are seeing is an increased focus now from
the regulator on how you help your clients meet
their investing goals, how you help their members
to understand the implications of that [net zero]
transition," he says.

“l think there is a genuine sense that the first piece
of legislation [PSA 2021] worked. I'd be surprised if
they were too heavy-handed going forward, but it's
now about reporting and helping people
understand what ESG is and why it’s in their
pension pots.”

The need to support people in learning about how
their pension assets are invested, and why, means
“there's a huge onus on us to deliver that
transparency to trustees and to trustee boards and
therefore to their members”, he adds.
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What about S and G?

While the focus in ESG - both from a regulatory and
an investor perspective — has long been on the
environment, there is now growing interest in social
and governance factors, based on the realisation
that many of the E issues are inextricably linked
with S and G.

The approach to integrating these factors into
investments might however need to be adapted
from the one that has brought E into the picture.

“The perception of the marketplace and the
trustees broadly is that what got us here won't get
us there,” says Hodgson.

As with climate some years ago, more trustees are
now looking to set top-level objectives for the S and
G of ESG - even though it can seem even more
difficult.

“It's harder in some senses to come up with a
statistic for S and G in the same way - a score, for
example - as it is a climate objective. And | think
that's why it's a bit slower,” notes Hodgson.

This is perhaps unsurprising as policymakers have
not created urgency around the issue. The EU has
developed a green taxonomy, and there are several
ways to measure carbon emissions in a portfolio,
but an attempt to expand the taxonomy to include
social issues was reportedly shelved last year.

In the UK, there has been some initial effort in this
area. A one-year taskforce on social factors was set
up earlier this year to identify reliable data and
metrics, monitor and report on developments
around international standards and find out how
schemes can better engage with social factors,
coming up with guidance for trustees around
modern slavery and supply chain issues.

Data is already becoming more available and richer
all the time, says Hodgson — BlackRock looks at
about 2,500 key performance indicators (KPIs) from
external sources across E, S and G, which are
condensed down to 150 KPlIs that are then
weighted.6

“It is about identifying those factors. And what
those data points are is continually scrutinised,” he
explains.

Trustee boards are at different stages of their ESG
journey and have varying degrees of commitment.
While some are already thinking about S and G,
others are still very focussed on climate. For
Hodgson, the key is that they have data to help
them understand what factors might be material to
an investment. They also require choice in
investment strategies to implement their views.

While S and G are not universally integrated across
DC schemes, some master trusts are now evolving
their climate commitments towards a more holistic
ESG solution, potentially a harbinger for the
direction the industry is moving.

"Whether or not regulation is required to drive that
— I'd be slightly surprised if they felt the need at the
moment, because the market does feel like it's
heading in that direction anyway,” says Hodgson.

Stewardship is part of
responsible asset
management

As investors seek to find a path on these issues,
they also make use of their rights as owners of
listed assets by voting and engaging with
companies.

Stewardship is seen by many pension funds as a
cornerstone of responsible investing.

Hodgson says it is an important part of DC
schemes' ESG journey because it allows individual
trustee boards to have their voice heard by the
organisations they are investing in on behalf of
their members.
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In 2022, BlackRock became one of two managers leading the way on investor voting in pooled funds, rolling
out the ability for institutional clients, representing 7 million UK pension savers, to participate more directly
in proxy voting. In 2021, the government-initiated Taskforce for Pension Scheme Voting Implementation
recommended that all asset managers should offer investors the opportunity to set an expression of wish.
BlackRock’s tool is only the second on the market, after institutional platform the Asset Management
Exchange and asset manager DWS, working in partnership with Northern Trust and Minerva Analytics,
launched one in February 2021.

“Stewardship is an incredibly important tool in DC. We've definitely seen member engagement in our
stewardship activity and | think we have excellent relationships with organisations which are reflecting their
views and their trustees' views into these propositions and products,” says Hodgson.

“We look after our clients’ best interests, that's our responsibility. Voting on their behalf is integral to this.”

Nest Pensions, July 2020

Now Pensions, October 2022

Legal and General, November 2022
The Peoples Pension, September 2022
Cushon, July 2021

BlackRock, as of 28 February 2023
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Risk Warnings
Capital at risk. The value of investments and the income from them can fall as well as rise and are not
guaranteed. Investors may not get back the amount originally invested.

Past performance is not a reliable indicator of current or future results and should not be the sole factor of
consideration when selecting a product or strategy.

Changes in the rates of exchange between currencies may cause the value of investments to diminish or
increase. Fluctuation may be particularly marked in the case of a higher volatility fund and the value of an
investment may fall suddenly and substantially. Levels and basis of taxation may change from time to time.

Important Information
This material is for distribution to Professional Clients (as defined by the Financial Conduct Authority or
MiFID Rules) only and should not be relied upon by any other persons.

Issued by BlackRock Investment Management (UK) Limited, authorised and regulated by the Financial
Conduct Authority. Registered office: 12 Throgmorton Avenue, London, EC2N 2DL. Tel: + 44 (0)20 7743
3000. Registered in England and Wales No. 02020394. For your protection telephone calls are usually
recorded. Please refer to the Financial Conduct Authority website for a list of authorised activities conducted
by BlackRock.

Any research in this document has been procured and may have been acted on by BlackRock for its own
purpose. The results of such research are being made available only incidentally. The views expressed do not
constitute investment or any other advice and are subject to change. They do not necessarily reflect the views
of any company in the BlackRock Group or any part thereof and no assurances are made as to their accuracy.
This document is for information purposes only and does not constitute an offer or invitation to anyone to
invest in any BlackRock funds and has not been prepared in connection with any such offer.

© 2023 BlackRock, Inc. All Rights reserved. BLACKROCK, BLACKROCK SOLUTIONS, and iSHARES are
trademarks of BlackRock, Inc. or its subsidiaries in the United States and elsewhere. All other trademarks are
those of their respective owners.
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Risk Warnings

Past performance is not a reliable indicator of current or future results and should not be the sole factor of
consideration when selecting a product or strategy.

Changes in the rates of exchange between currencies may cause the value of investments to diminish or
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investment may fall suddenly and substantially. Levels and basis of taxation may change from time to time.
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constitute investment or any other advice and are subject to change. They do not necessarily reflect the views
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invest in any BlackRock funds and has not been prepared in connection with any such offer.
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