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Chapter 312

ESG and UK Pension 
Schemes: Challenges 
and Opportunities

Travers Smith LLP Jonathan Gilmour

Andy Lewis

ESG-themed investment products are coming to the market and 
we have seen a number of pension schemes starting to explore 
these.  However, a full discussion of the economics is beyond 
the scope of this chapter.  

3 Recent and Forthcoming Legal 
Developments

Investment policies and disclosures

Beyond the general law, specific ESG pensions legislation 
started coming into force in 2019.  At the core are new require-
ments for ESG-related investment policies to be set out in 
pension schemes’ Statements of Investment Principles (SIPs).  
In particular, it is now law that SIPs must include policies on:
■	 the	 integration	 of	 financially	 material	 considerations	

(including but not limited to ESG and climate change) into 
the investment strategy;

■	 how,	if	at	all,	non-financial	factors	are	taken	into	account;	
and

■	 stewardship	and	engagement	with	investees	and	co-inves-
tors in relation to a non-exhaustive list of matters such as 
strategy and performance.

From 1 October 2020, the legal requirements are expanding 
again:
■	 stewardship	 material	 must	 be	 broadened	 to	 include	 the	

scheme’s policies on engagement with other stakeholders 
and consideration of capital structures and conflicts of 
interest; and 

■	 the	 SIP	 must	 either	 set	 out	 policies	 about	 the	 pension	
scheme’s arrangements with asset managers or explain 
why there are no such policies.  

Beyond the SIP, over a period starting from 1 October 2020, 
many pension schemes will need to include an “Implementation 
Statement” in their annual reports to track and explain progress 
against their SIP policies.

Finally, requirements to disclose SIPs and Implementation 
Statements on a publicly accessible website have started being 
phased in.  

The rationale appears to be that the development and moni-
toring of policies, plus disclosure online, will allow greater 
scrutiny of pension schemes by beneficiaries, other market 
participants (such as investment specialists) and wider stake-
holders such as NGOs; and this scrutiny may, in turn, gradually 
“level-up” standards of good practice across the industry.  In 
other words, the legislation is “nudging” the industry towards 
ESG but not yet compelling particular forms of activity.  This 
fits with the approach of some wider ESG-related initiatives 

1 Introduction
ESG has surprisingly deep roots within UK occupational 
pensions, but recent years have seen a rapid acceleration of law, 
regulation and practice.  This has been driven by an evolving 
combination of legislation, scientific guidance and commercial 
commentary alongside wider Government and societal expec-
tations that, as institutional investors responsible for providing 
private individuals’ retirement benefits, pension schemes ought 
to be deploying their capital to promote ESG objectives (or, at 
least, protecting that capital from adverse impacts caused by 
ESG risks).   

This chapter discusses the complex and dynamic way ESG 
is emerging in the pensions law of England and Wales and 
outlines some possible considerations for pension scheme spon-
sors and managers.  This chapter focuses primarily on ESG in 
pension scheme investment governance, because this is where 
the majority of legal developments as they affect UK occupa-
tional pension schemes have focused to date.

2 ESG and Investment: Economic 
Rationale and General Law
Case law in the 1980s and 1990s1 highlighted an apparently 
fundamental tension between the duties of occupational pension 
scheme trustees to invest assets in order to fund pensions and 
other retirement benefits, and their ability to take ESG consid-
erations into account when investing.  

These debates have now largely been settled.  Following two 
landmark Law Commission reports,2 in very broad terms the 
orthodox legal view is that:
■	 ESG	 considerations	 can	 and	 probably	 should	 feature	 in	

pension scheme investment decision-making where they 
are “financially material” (i.e. relevant) to investment 
performance or risk; and

■	 ESG	issues	that	are	not	“financially	material”,	and	wider	
non-financial considerations (such as political, ethical 
or philosophical beliefs), are known as “non-financial” 
factors.  Additional legal tests must be met before non- 
financial factors may influence pension scheme invest-
ment decisions (discussed below).

In practice, this means the scope for ESG within a pension 
scheme’s investment strategy will often depend upon identifying 
“financially material” ESG factors and integrating these into 
the scheme’s investment decision-making.  For these purposes, 
there is mounting economic evidence that ESG considerations 
are capable of being financially material.  There is also evidence 
that ESG investments can be compatible with achieving desired 
risk-adjusted financial returns.  An increasingly diverse range of 
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such as the Task Force on Climate-related Financial Disclosures 
(TCFD) and the UK Stewardship Code.  However, it is a rela-
tively novel approach in English pensions law.  

Governance and risk systems

ESG governance laws are expanding, too.  Statute already 
requires the UK Pensions Regulator to issue a Code of Practice 
which will cover, among other things, expectations around 
governance systems for considering (i) ESG matters in invest-
ment, and (ii) new or emerging ESG risks as part of the scheme’s 
“own-risk” assessment.3

More significantly, the Pension Schemes Bill currently before 
the UK Parliament includes a wide power to introduce regula-
tions “with a view to securing that there is effective governance 
of the scheme with respect to the effects of climate change”, 
among other things.  Despite some early industry criticism of 
the breadth of these provisions, a recent Government consulta-
tion appears to confirm that lawmakers intend to introduce new, 
wide-ranging obligations.  The proposal is to bring TCFD prin-
ciples into pensions law on a phased basis through new require-
ments around risk assessment, disclosure and express consider-
ation of climate change targets, impacts and steps that may be 
taken by schemes in response.  In our view, these proposals, if 
enacted, are likely to extend climate change considerations into 
new areas of scheme operations and communications, beyond 
the traditional pension investment space.  

Subject to finalised Brexit terms, additional but separate 
disclosure obligations are also likely to arise from the EU 
Sustainable Finance Disclosure Regulation from March 2021.

4 ESG in Practice: Considerations and 
Challenges

Developing new and effective policies

In practice, the pensions industry has been prioritising reviews 
of existing pension scheme investment arrangements for areas 
that may fall short of the new ESG requirements.  This is unsur-
prising: most pension scheme investment strategies have devel-
oped over time, evolving in line with contemporaneous thinking 
and the scheme’s needs, whereas the new legislation requires 
something more – an overarching reappraisal of the position 
today through a specific ESG lens.  Consequently, in our experi-
ence, it is not unusual to identify some ESG “gaps”.

The effective dates of the legislation outlined above mean 
that new ESG policies could now need to be drawn up relatively 
quickly in order to fill any gaps.  This may not be as easy as it 
sounds.  Much of the drafting of the relevant legislation and offi-
cial commentary is extremely broad and high level.  This is helpful 
in giving pension schemes a wide discretion to comply in a way that 
suits their particular circumstances.  The disadvantage is that the 
underlying legal requirements are vague in some respects, making 
it hard to know whether a proposed approach will be legally 
compliant: an example is the regulation applicable to asset manager 
policies, which is derived from a wider EU directive aimed at all 
institutional investors in listed equities and does not appear to be 
a natural fit for some typical UK pension investment structures.  

The issues are compounded because, as outlined above, 
the law on ESG in pensions has been developing piecemeal.  
The result is a bewildering array of legislation, guidance and 
commentary from a variety of sources.  Investment consultants 
and lawyers have an important role in helping pension schemes 
make sense of the material.

Non-financial factors

There are also ongoing questions about the scope for pension 
schemes to take non-financial factors into account in their 
investment decisions.  Despite a Law Commission report (2014) 
and a recent UK Supreme Court decision,4 there remains uncer-
tainty about some specifics of the relevant legal test.  A second 
limb of the legal test also requires there to be, in effect, a high 
demand for the integration of non-financial factors among 
scheme beneficiaries: this is a strict threshold which can be diffi-
cult to meet in all but the most clear-cut cases.  

For defined contribution schemes where beneficiaries have 
facilities to select their own investments, there may be greater 
scope to offer purely ethical “self-select” investment options 
(discrimination laws protecting religious or philosophical beliefs 
may also influence the range of investment options made avail-
able).  But for default investment options where beneficiaries are 
not required to make a choice, and for defined benefit schemes, 
the position needs extremely careful thought.

Are we (collectively) missing something?

Although ESG has risen rapidly up the pensions agenda, there 
have, in our view, also been some potentially significant silences 
in the debates so far.  Two areas stand out in particular.
■	 Governance.  Unlike environmental and some social 

factors, the “G” in ESG seems to have attracted less 
commentary in the pensions space when compared with 
ESG in other sectors such as corporates and financial prod-
ucts.  Perhaps this is because many investors are already 
familiar with integrating certain governance factors into 
their investment decisions and have being doing so for a 
long time without the ESG label (examples include exec-
utive compensation and dual Chair-CEO appointments).  
However, numerous other governance factors exist or are 
emerging, and may be just as relevant.  Diversity is a case 
in point: there is strong evidence that more diverse organ-
isations make better decisions, leading to better perfor-
mance, but there is comparatively less discussion of this as 
a factor when selecting investments or managers.  Pension 
schemes themselves may also reflect whether their own 
internal diversity is contributing to effective decisions for 
their stakeholders.5

■	 Employer covenant.  To maintain funding levels, most 
UK defined benefit pension schemes rely upon ongoing 
financial support from one or more sponsoring employers 
– the “employer covenant”.  ESG interacts with this 
in two main ways.  First, integration of ESG into the 
scheme’s investments may change the scheme’s invest-
ment profile, which in turn could affect the scheme’s liabil-
ities and funding needs (and thus the employer covenant).  
Secondly, ESG considerations may directly or indirectly 
affect the employer’s business and thus its ability to support 
the scheme – for example, if downside ESG risks such as 
climate change disruption crystallise in the business, or if 
a new ESG-related opportunity triggers a need for invest-
ment.  There has been very little analysis of whether and, if 
so, how the legal and regulatory framework allows ESG to 
be integrated into employer covenant analysis in this way.  
This is something that we, as a firm, have been considering 
in collaboration with specialist covenant advisers.
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Endnotes
1. Notably Cowan v Scargill [1984] 2 All ER 750 and Harris v 

Church Commissioners [1992] 1WLR 1241.
2. The Fiduciary Duties of Investment Intermediaries (2014) and 

Pension Funds and Social Investment (2017).
3. The draft Code of Practice is awaited.
4. R (Palestine Solidarity Campaign Ltd and another) v Secretary of 

State for Housing, Communities and Local Government [2020] 
UKSC 16.

5. In the occupational pensions context, see the article by 
another of our partners, Daniel Gerring, “Drawing on 
Diversity to Drive Better Decisions”, Pensions Aspects (9 
November 2018), and the Pension and Lifetime Savings 
Association Trustee Guide, Diversity and Inclusion Made 
Simple, co-authored with Travers Smith LLP (March 2020).

5 Conclusions
ESG provides an opportunity to reassess UK pension scheme 
operations and risks in the light of some of the defining finan-
cial and societal issues of our time.  However, as discussed 
above, the underlying legal position is complex.  

Based on the current state of play, we conclude that (with 
some notable exceptions) the UK pensions industry is likely 
to take an iterative approach to ESG, starting tentatively and 
deploying increasingly sophisticated approaches over the 
medium term.  This may not be the outcome policymakers were 
aiming for, but the present multiplicity of legal sources and lack 
of clear objective standards in some key areas could hinder the 
more rapid adoption of consistently high levels of compliance 
across the industry.  Our hope is that more cohesive authorities 
will develop.  Meanwhile, ESG is very likely to require signifi-
cant voluntary engagement and proactivity across the industry.  
There are now clear signs that this is emerging.
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