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The new decade will see climate change move from
being simply “interesting” to having a real impact on
investments. This is being driven by growing public
concern, rising regulatory pressure and increased
demands for corporates to disclose climate-related risks
and opportunities. We have only reached the tip of the
(quickly melting) climate change investment iceberg.

Jessica Ground
Global Head of Stewardship, Schroders
Sometimes when you come to write outlook pieces
you are encouraged to think the unthinkable, to
consider the new and the innovative. But often the
most profound insights come from identifying the
trends over the past 12 months that look like they will
stick. My bold prediction for 2020 is that climate change
will move from being a storm in a tea cup to making
the investment weather.
There are three main reasons driving climate
change’s move from simply “interesting” to actually
impacting investments.
Growing public concern: We can see this most
clearly in the Schroders Global Investor Study that we
undertake for both retail and institutional investors on
an annual basis. In 2019, institutional investors chose
climate change as the number one engagement issue,
trumping the previously favoured area of corporate
strategy. Meanwhile, retail investors made it clear that
they are prioritising the planet over other areas such
as prosperity and people.
It is simply a matter of time before these preferences
start to drive significant asset flows into climate-related
investments. Yet although the number of climate
change sceptics has diminished quite dramatically,
those who see climate change as an investment issue
are still in the minority.
Rising regulatory pressure: It’s not only the public
that has woken up to the challenges posed by climate
change. Financial regulators have the topic in their
sights and while discussions regarding different
approaches have been ongoing for some time,
2020 will see climate change formally entering the
investment regulation arena.
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It’s not hard to imagine that momentum will start to
build for investors to change their portfolios as a result;
after all, what gets measured gets managed.
Increased demand for corporate disclosure:
Companies are being pressured into disclosing more
on climate-related risks and opportunities. This can
be seen in the growth of the number of organisations
supporting the Task Force for Climate-related Financial
Disclosures (TCFD) which stood at 867 in September
2019.
As disclosure improves, we expect investors to realise
that the second order effects are far greater than they
first envisioned.
However, climate-related risks and opportunities are
not just confined to equities (shares). As some of our
recent work on divestment showed, thinking of climate
change in investment terms is about far more than
just avoiding fossil fuel equities; we expect scrutiny to
spread to debt markets holdings and bank loan books.
All of this creates a potential opportunity for active
management. Climate change is widely known but poorly
understood, particularly the knock-on effects. I think we
will look back 10 years from now and view climate change
investment risk as something that we “just live with” in
investment terms, similar to how we’ve had to learn to
cope with low interest rates over the past decade.
You may have thought that we had reached peakGreta Thunberg and that climate change was a 2019
issue. My bold prediction for 2020 is that we have only
reached the tip of the (quickly melting) climate change
investment iceberg.
This quarter we take a look at some of the risks and
opportunities climate change may bring. If you would
like to read more of our insights, please head to our
sustainability website.

INsight

What is “energy transition” and why does
it matter to investors?
The switch to renewable energy is gathering pace and is likely to prove hugely disruptive.
Renewable energy is well on its way to becoming a
core part of our energy mix. In May this year, the UK
went a full week without using coal to generate power
for the first time since 1882. Clean energy sources
are increasingly being used as cost effective and low
emission alternatives to coal, oil and gas.
But renewable energy makes up just a small part
of the global energy mix at present. This needs to
rise substantially if we are to meet climate targets,
including the Paris agreement designed to limit
temperature rises to 2°C. We therefore need a rapid
switch to renewable sources of energy.
There have been two previous transitions to new sources
of energy: from traditional biofuels (such as wood) to
coal in the late 19th century, and from coal to oil and gas
in the mid 20th century. The chart below shows how the
global energy mix has changed since 1800.
As the chart shows, renewables are currently just a
small part of the picture. But we think they could reach
a 30-40% share of the total mix in the next 30 years.

Both of the two previous energy transitions were longterm structural changes that proved hugely disruptive.
Use of coal was spurred by the introduction of the
steam engine. The transition to oil & gas was driven
by the move to the internal combustion engine. These
technologies then powered enormous changes in
society.
While full adoption of coal took around 70 years and
full adoption of oil and gas took around 50 years, we
think the full adoption of renewables will take closer
to 30 years, essentially happening much more quickly.
This is because it will be driven by forced change; the
severity of the threat posed by climate change means
government policy simply has to support the energy
transition to renewables.
But switching to energy generated by renewables
and away from fossil fuels is only one part of the
energy transition. Just as crucial is the development
of the infrastructure needed to enable the switch. For
example, wind and solar farms can generate a huge
amount of power when it’s windy or sunny, but this will
need to be stored until it’s needed by consumers.

Change in global primary energy consumption

Change in global primary energy consumption
Share of global energy consumed
100%
There have been two previous energy transitions:
(1) the shift from biofuels to coal, followed by
(2) the shift from coal to oil and gas
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Similarly, there will need to be huge investment in the
transmission and distribution networks to support
increased demand for electricity rather than other
forms of energy. In addition, a significant amount
of investment is needed to make the entire system
more efficient and this involves a large amount of
technology-driven investment. An important part
of this demand is the growing popularity of electric
vehicles and therefore new, large-scale charging
infrastructure for these will be needed.
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To sum up, when we talk about energy transition,
generating power from renewables is only part of the
picture. The mass introduction of electric transport
infrastructure, energy storage, improved transmission
and distribution networks, coupled with the increased
usage of technologies to improve energy efficiency,
are all part of the transition too. We expect this to
prove hugely disruptive to the energy industry over
the next few decades.

INsight

Why we're at a tipping point for clean energy
Renewable energy has been around for a while but there are now three drivers working
together to speed up the transition away from fossil fuels.
Alternative energy sources to fossil fuels have been
around for many years. Wind, solar and tidal power
have all been harnessed to a greater or lesser extent
by numerous countries around the world. But we think
that the transition to renewable energy is set to pick
up speed rapidly and there are three reasons why.

We have seen a transformation in the past couple of
years at the policy level. Critically important among
this is the Paris agreement to reduce emissions in
order to limit global temperature rises to 2°C above
pre-industrial levels. There is buy-in globally with
politicians setting hard targets.

Firstly, this simply has to happen. Climate change
cannot be ignored and the political will is finally there
to confront the challenge. Secondly, renewables are
now competitive with fossil fuels in terms of cost. And
thirdly, consumers are demanding that this happen,
and are voting with their feet as demand for electric
vehicles (EVs), for example, soars.

For example, the UK prime minister recently
announced a target of zero carbon emissions by 2050
and China is aiming for 35% of energy to be produced
from renewable sources by 2030.

Buy-in from governments as climate
change bites
Climate change has shot up the news agenda this year
as both environmental activists and extreme weather
claim public attention. There is increasing acceptance
that climate change is an urgent problem that we need
to address now, not at some distant date in the future.

Currently, renewables account for around 20% of the
global energy mix. This needs to rise to 85% to meet
these globally agreed climate goals and we are not
currently on track, with global emissions rising in 2018.
Even taking into account the current climate policies
and pledges, the world is still on course to warm by
around 3°C, as the chart below shows.
This means we need to see a huge acceleration in the
implementation of policies to reduce emissions and
make the transition to renewables.

Our 2019 Global Investor Study revealed that 63%
of people believe climate change is having, or will
have, some impact on their investments.

Global greenhouse gas emissions and expected warming b
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Renewables now cost-competitive with
fossil fuels

Estimated electricity growth and oil displacement
from EVs

Consumers switching en masse to
electric vehicles
The third factor driving this change is that consumers
are demanding it. Electric vehicles, for example, have
seen a significant jump in sales in the past couple of
years. This is only set to accelerate at a faster pace
as governments set deadlines for the phasing out
of internal combustion engine cars – many of these
deadlines are just ten years away.
What is more, the average electric vehicle uses as
much electricity in a year as a typical house. As more
consumers make the switch, the amount of electricity
that has to be produced renewably, stored and
transmitted will need to rise dramatically and quickly.
Of course, renewables have been around for a while,
support, or
proved too expensive, or consumer demand hasn’t
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Renewables are now the clear choice for governments
looking to build new energy capacity to meet the
needs of a growing population, for example. Utility
firms are increasingly choosing to add to renewables
because that is the cheapest option for them and their
customers. Corporates such as Google, who need
huge amounts of power for their data centres, are
requesting renewable energy because it’s the cheapest
and most reliable source.

Electricity demand (TWh)

20

The good news is that renewable sources of energy
have now reached all-in cost parity with fossil fuels.
Specifically, as the chart below shows, solar and
onshore wind energy are competitive with oil & gas.
What this means is that renewable energy isn’t any
longer simply a matter of being the right choice for the
environment; it’s also the sensible economic choice.

Electricity demand from EVs (LHS)
Oil displacement from EVs (RHS)
Source: BNEF, IEA, EIA, Schroders, as of June 2019.

been there. That these three factors are now coming
together at the same time is what creates the current
tipping point for the energy transition.
In turn, this creates a very powerful investment
opportunity. Companies can be confident of investing
in renewable energy because they now have the scope
to make a good return on that investment.
The opportunity is not only in renewable energy
generation, but the related industries of storing
power, transmitting it to customers, building new
infrastructure such as EV charging points, and
designing smart meters. The next 20 years are likely
to see a sea change in all of these industries and that
is why we as investors view this as a hugely exciting
investment opportunity right now.
The value of investments and the income from them
may go down as well as up and investors may not get
back the amounts originally invested.
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Burning ambition: The price of tackling
climate change
Europe wants to become a zero-emissions economy by 2050. To remain competitive,
new green border taxes may be inevitable.
Many European countries, and the European Union
(EU) itself, have set themselves ambitious targets
to achieve a zero-emissions economy by 2050. To
maintain a level playing field when trading with other
countries around the world (particularly those with
lower environmental regulations), it seems inevitable
that the EU will have to impose new green border
taxes in order to achieve this target.
The EU has always been at the forefront in the battle
to tackle climate change. It pioneered the first major
carbon emissions cap and carbon trading scheme and
European countries such as Germany, Italy and Spain
did most to support the early development of a solar
power industry. The EU has also consistently set the
most ambitious targets for reducing overall emissions
among major industrialised economies.

The potential new charges would not be targeted at
any one country and could be designed to adjust for
the carbon intensity of the specific production source
for the material. If this data is unavailable, a charge
could be levied that adjusts for the average carbon
intensity of the power consumed in the industry in the
country of origin.
The London-based think tank Climate Strategies said
that BCAs have conceptual appeal and are politically
popular in certain countries. “They promise to level the
playing field in competitive markets, prevent leakage
of carbon emissions, and incentivize trade partners to
strengthen their climate efforts,” it said in a research
paper published in December 2017.

Some of the necessary technologies, such as clean
energy and electric vehicles, are both mature and
already cheaper than the traditional fossil fuel energy
products. But these only deal with power generation
and transportation. Meeting the zero-emission
economy goal by 2050 will also require change and
disruption in several other industries where the costs
of transformation will be higher or technologies still
need to be funded and developed.
This includes industries such as agriculture, cement,
steel, aluminium, aerospace, and a range of other
manufacturing industries where there will be
significant costs associated with decarbonisation.
It will simply be politically unacceptable to impose
those costs on European companies while overseas
competitors do not bear the same costs.

Green taxes needed to ensure a level playing
field for trade
Given that some aspects of tackling climate change will
be expensive, border carbon adjustments (BCAs) will
be the only way the EU will be able to ensure a level
playing field for trade. This is unless other countries (in
particular, China and the US) also implement similarly
strict environmental regulations and move away from
their dependence on coal and oil.
Without this protection, industrial production will just
move to parts of the world with lower environmental
regulations. This would not only defeat the object of
the exercise, but would also weaken the EU’s economy,
essentially penalising it for its bold environmental stance.
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Green politicians face difficult balancing act
Green parties across Europe recorded a strong
performance in May’s European parliamentary
elections. Concerns about the environment and
global warming rose up the political agenda following
widespread protests in major cities around the world
by the activist group Extinction Rebellion earlier in
the year. Newly elected Green politicians seeking to
implement robust environmental policies will need to
ensure they protect Europe’s economic prosperity and
competitiveness at the same time.
Meeting the zero-emission goal will likely require the
EU to shift all its steel and aluminium manufacturing to
clean production processes. In the case of aluminium,
manufacturing the metal from a coal-powered smelter
produces 10 tonnes more greenhouse gas emissions
than one that uses hydro power. This equates to €250
at today’s EU carbon price, which is more than 10% of
the metal’s price.
Although Europe is on track to make this transition,
most other countries in the world continue to use
coal in their aluminium production plants. At €100
per tonne, which is where the carbon price will likely
end up to achieve the targets set under the Paris
agreement, the difference in costs (or the currently
unpaid environmental cost of production) is worth
more than half the current price of the commodity.

7

Sustainable Investment Report
Q4 2019

Products made in coal-fired plants will
face restrictions
If Europe wants to have a zero-emission economy it
cannot import aluminium products that are made in
coal-powered plants. Such imports will need to be deincentivised in a similar way that coal based production
is de-incentivised under European regulations, which
is currently through the carbon price (the ETS). A
BCA would simply apply the EU price of carbon to
the amount of embedded carbon in products being
imported into the region. The idea appears to have
support from industry players.
“If the world is to successfully address climate
change, the answer is not for one region to outsource
its carbon footprint to another and claim victory”,
Lakshmi Mittal, chief executive officer of ArcelorMittal,
the world’s largest steelmaker, wrote in an article in
the Financial Times in May 2019. “Rather any country
or region that wants to play a role in reducing global
emissions needs policies in place that build a lowcarbon industry.”

INsight

Is sustainable air travel an electric dream?
The electrification of small planes is an exciting development, but it won’t be anywhere
near enough to offset aviation’s hefty carbon footprint.
Air travel has been a hot topic for climate change
investors recently and decarbonising aviation will be
crucial to the global effort to curb climate change.
To date it has looked a daunting task. Existing jet
fuel - kerosene - is 60 times more energy-dense than
even the latest generation of batteries. The leaps and
bounds made in electrified cars in recent years means
electrified flight does look plausible, but hybridisation
rather than fully electric planes is more likely at this
stage, with a small initial impact.

Overall, the last three decades have seen fuel
efficiency savings of 2.3% per annum. Recently
introduced new engines are generally delivering a very
respectable fuel efficiency saving of 15-16% compared
to the prior models, and new materials like composites
have generated 25% CO2 savings compared to
previous generation aircraft. There is therefore some
evidence that the aviation fuel savings rate has started
to accelerate in the last two to three years over this
2.3% rate, as these new planes get delivered.

In order to meet industry carbon targets therefore,
a dramatic acceleration in fuel efficiency savings is
required for the industry to avoid a large carbon
bill. The disruption this may cause to short-haul
air transport infrastructure within the next decade
could be sizeable. Companies at the forefront of the
industry’s use of lightweight materials and those that
can potentially improve propulsion fuel efficiency
savings should benefit.

The future of flight propulsion – is it electric?

How bad is aviation in terms of carbon
emissions?
The aviation industry currently contributes 2.4% of
total CO2 emissions globally.1 This doesn’t sound like
much, but the emissions’ impacts are increased by
altitude, while contrails and resultant cloud formations
trap radiation escaping from the earth. When we
consider these factors, aviation’s impact on climate
change is higher. We have also seen huge growth in
air travel in recent decades, especially in new markets.
Passenger kilometres are up 41% in the last 10 years.

We have seen steady improvements in battery
technology in recent years, with electric vehicles (EVs)
finding ways to generate more power from smaller
cells. Consumers are likely to want electric planes
as they would be cheaper, cleaner, operate more
efficiently at higher altitudes, and quieter.
The natural consequence of these attractions has been
a rise in start-ups for small electric airplanes and air
taxis. Smaller prototype 5-10 seater propeller planes are
currently being researched that could be purely electric.
A nine person plane could theoretically travel 1,000km
with three electric engines on specifically designed
airframes. This is encouraging, but fully electrified
commercial airliners is clearly still some way off.

The aviation sector isn’t currently subject to carbon
emission regulations but the industry has for many
years voluntarily committed to meet emissions targets.
The International Air Transport Authority (IATA) has
targeted a 50% cut in CO2 emissions by 2050 relative
to 2005 levels. The Advisory Council for Aeronautics
Research in Europe has set a target for a 75% cut in
C02 emissions by 2050, compared to 2000 levels. Even
these targets pale when compared with the United
Nations’ (UN) goal to eliminate net carbon emissions
by 2050.
Can we get there, and if so, how?

Better engines and lightweight materials
In recent years the industry has been investing heavily
in two main areas. Next generation engines focus on
turbofans, and incorporate advanced materials for
engine parts (like carbon fibre blades). Composite
materials also now comprise more than 50% of the
weight of many new planes. This compares with 10%
in the 1970s.
1 Source: World Bank.
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Hybridisation in smaller planes under way
We think the airline industry stands on the cusp of
hybridisation just like the auto industry did 10 years
ago. The industry has already started investing in
small 3-5 seater, fully electric propeller based aircraft,
and engineers have even started to consider hybrids
for the larger 40-50 seater regional jet market. UBS
recently hypothesised a new vision of jet and electric
propulsion during a typical flight, illustrated in the
diagram opposite.
These small regional hybrid 40-seater planes are
expected to yield 30% average fuel savings over
ranges of 600 nautical miles, thus challenging regional
bus routes. Although the first test flights for these
new hybrids still remain two to three years away, the
pathway looks clear.

Very slow progress in planes larger
than 100 seats
At the moment, larger jets aren’t generally being
considered for hybrids. We expect only a gradual
transition in the larger commercial segment to hybrids
for a number of reasons.
1. Assuming a 5-8% per year rise in energy density,
it’s unlikely we will have powerful enough batteries
until the late 2030s.
2. Regulation is also an issue. A clear regulatory
framework for electric planes doesn’t exist. This will
need to be addressed, but it involves international
cooperation.
3. Safety and testing standards mean aviation has
long research and development times. It took
nearly a decade to launch the recent next-gen
turbofan engines, and innovation is likely to focus
on improving emissions on existing engines (such
as through biofuels or synthetic fuels – see below)
initially. Longer-term, we are going to need to
accelerate this development.
4. There are also additional CO2 savings to go for
in the traditional turbo fan engine. A redesigned
turbofan combined with more advanced materials,
should deliver fuel efficiencies. Even so, these
savings will only become apparent in the coming
3-5 years when the gearboxes and new materials
are tested rigorously.
In the next five years, we shall see electric and hybridelectric propulsion being much more prevalent in small
and regional aircraft. For larger than 100 seater planes,
however, we think hybridisation is a realistic goal within
10 years, but fully electric planes, and hybridisation of
larger than 100 seat commercial jets both remain a very
distant technological solution for now.
The main technological breakthrough that could
change this is solid state batteries, which could
radically accelerate the uptake and capabilities of
electric planes.
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Representative power mix of a hybridised flight
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Other ways to improve CO2 emissions
Apart from encouraging more rail travel and
discouraging air travel, there are other ways of
cutting carbon emissions on flight beyond propulsion.
Using 3D printed materials, lighter metallic materials
like aluminium lithium, and a further rise in
composite penetration from 50% would all help
drive further fuel savings.
One of the most interesting (and achievable) gains
could be in better air traffic control systems. Air traffic
controllers remain responsible for controlling national
airspace, despite attempts to merge European
airspace that date back to the 1960s. Studies show
better air traffic control could generate fuel savings of
5-10% per flight.
Using new “carbon neutral” bio liquid fuels – plant
oil based and chemically synthesised fuels – could
notionally generate 70-90% CO2 emission savings and
look increasingly viable. Technologically, we are not
that far from being ready to use these fuels. As many
as 185,000 commercial flights are estimated to be able
to use these fuels already. However, infrastructure
and indirect impacts on land use are important
considerations. Hydrogen is also being considered as a
jet fuel alternative, but although it has a much higher
energy density per unit mass than kerosene, it takes
up more space and requires a heavy container.

Efficiencies from existing technologies still
key, for now
The IATA, the industry trade body, sees the switch
to low carbon fuels as the biggest driver to meeting
its 50% carbon reduction goal for now. We agree
that electric and hybrid propulsion will remain small
contributors to cutting carbon emissions in the shortterm, but see more potential further out. For now,
major improvements in fuel efficiency are required
for the industry to meet aggressive carbon reduction
targets and dodge a large carbon bill, and these can be
found from existing, albeit cutting edge, technology.

INsight

Three myths surrounding ESG in emerging
market debt
Many feel that a focus on ESG is not compatible with emerging market debt investing.
We disagree.
Emerging markets (EM) have historically suffered from
what the Financial Times, in 2017, referred to as the
“perception deficit”. This means that, although there
are of course risks associated with EM investment, the
perceived risks are often higher than the evidence shows.
This disparity between fact and fiction has been
especially pronounced in emerging market debt
(EMD). Far from being an obscure and risky outpost
of fixed income, a close assessment of risk factors
in EMD shows that it has many qualities similar to,
or even better than, other asset classes treated as
core allocations. Despite this, investors still have not
embraced EMD to the extent that could be justified by
its risk and return profile.
The perception deficit has appeared most recently in
the rise of environmental, social and governance (ESG)
factors. There are skeptics in the market who believe
ESG analysis has no place in EMD. We think this view
is misplaced. Here, we pick out some of the most
common myths to bust.

10
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Myth: ESG doesn’t work for sovereign bonds
There has historically been less focus on using ESG
factors to evaluate sovereign debt than corporate
debt. Most investors consider country-scale risks and
opportunities when allocating capital, but there is
limited integration of longer-term sustainability issues
in traditional macro-economic analysis.
Even so, the importance of sustainability factors to
sovereign performance is growing hand-in-hand with
concerns around a future climate change “tippingpoint”. But how do you do it?
We think that the traditional approach to sustainability
using the ‘E’, ‘S’ and ‘G’ pillars doesn’t meaningfully
convey how underlying country economics and asset
prices are affected.
Our approach to quantifying the ESG risks in EM
sovereign debt starts with an established economic
model known as “Solow Growth”, which models the
per capita productivity in an economy. We then assess
the sustainability of that productivity using a range
of metrics, such as access to healthcare or electricity,
or the level of social equality, to name just a few.
These factors ultimately form a view of risks to, and
opportunities for, a country’s development and the
value of sovereign assets.

Myth: ESG information isn’t available for EM
corporates
Some investors take the view that transparency is
an issue for EM companies and, in truth, information
regarding company practices can be more challenging
to source. However, this improves the opportunity set
for active managers. This is especially true given the
importance of the “human factor” – the aspects
of sustainability which are difficult to quantify – in
ESG assessments.
Indeed, the fact that it is more difficult to source ESG
information makes research analysts’ work that much
more valuable. Any information that is not well-known by
the market can be used by analysts to generate alpha2.
Ownership structures and governance standards
vary significantly across different emerging market
countries. Some represent weaker corporate
governance, while others simply fit into different
conventions and legal systems.

By way of example, we recently came to a very
different ESG assessment of a Chilean electricity
generating company compared to third-party ESG
providers. This helped form the basis for a positive
investment recommendation. The company was
scored poorly by third party analysis because of its
carbon-intensive energy generation mix. However,
that assessment did not look at the whole picture.
The firm’s generation mix was due to a lack of existing
renewable infrastructure in the areas of operation,
and in fact, the company’s mix was on an improving
trajectory. It has 642 megawatts – enough to power
over 700 average US homes for a month – of renewable
projects under construction, as well as the scheduled
closure of coal fired plants in 2022 and 2024.
Our integrated ESG approach means that the analyst
can balance ESG risks against what is being priced
in by the market. If the analyst believes ESG risks are
lower than the market is pricing into bond yields, it
could produce an opportunity.

ESG analysis on EM corporates can potentially add
a valuable additional layer of downside protection
for portfolios, by distinguishing whether companies’
corporate governance reflects different conventions
or actual governance risks. Anecdotally, any company
that engages seriously with ESG issues raised by
investors - in emerging markets or otherwise – also
tends to be more disciplined and detail-oriented.

Myth: You don’t need in house ESG analysis
The complexities - described above - of gathering ESG
information in EMD analysis make in-house research
essential, in our opinion. There is even less consistency
between the conclusions drawn by ESG rating
agencies, when looking at the same company within
emerging markets, than is the case in developed
markets. This makes thoughtful analysis particularly
impactful in EM.

Probability of ESG scores being in the same
quintile – developed and emerging markets
%
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2 Excess return on investment relative to the market or index.
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2019 in review: UK corporate governance
UK corporate governance has had a transformative
year. The Financial Reporting Council’s (FRC) new
corporate governance code came into effect in 2019,
replacing previous iterations and led to an update of
the Investment Association’s guidelines. The new code
focuses on aligning companies’ purpose, strategy, values
and corporate culture. A contentious change has been
the requirement that the chair’s tenure may not exceed
nine years from the date of their first appointment to
the board. This change is to aid effective succession. We
also look for companies to refresh their board with new
appointments every three years.

Reducing executive pensions
A key focus for investors this year has been
campaigning to reduce executive pensions such that
they become more aligned with the workforce, an
area we have lobbied and engaged with companies
for multiple years. In previous years we have seen
companies like Royal Mail, Centrica and Standard
Chartered make pension payments to current Chief
Executive Officer (CEO) of 40% of their salaries.
In the UK there is a lifetime allowance limit on the
value of your pension. In the tax year 2019-20 that
limit is £1,055,000. If we take a FTSE100 executive like
Barclays CEO Jess Staley whose pension allowance
was 36% of a £1,175,000 salary, he would reach his
limit within three years. So executives take this in cash
which adds an extra £396,000 to Mr Staley’s salary.
Pressure from investors saw this cut in half for 2020.
Our campaign to lower pensions received a boost in
March when HSBC announced there will be a reduction
to the cash in lieu of pension allowance to 10% for
any new executive directors. This would bring them
in line with the workforce. The incumbent executives
voluntarily lowered their current arrangements to
align with the rest of the workforce. This had a positive
knock-on effect to multiple companies, including BT,
which did the same.

Voting against executive pay
Pay for FTSE 100 executives has dropped to its lowest
level in five years; UK companies are bowing to
investor pressure to drive down excessive payments.
As recently as 2017, median executive pay was £4
million which has now dropped below £3.4 million.3
This fall can be attributed to high profile pay revolts
and investors pressurising remuneration committees
to halt egregious payments.
The Investment Association’s public register records
which companies receive more than 20% of votes
against their remuneration proposals: in 2017 there
were 21 companies that received more than 20% votes
against versus 51 in 2019.

IA public register – Year on year comparison
Resolutions which received over 20% vote against
Year

Remuneration Remuneration Director
reports
policy
elections

2017

42

22

57

2018

47

16

87

2019

54

11

86

Source: Investment Association, 2019

At Schroders, we continue to hold boards accountable
to executive pay and have been part of significant pay
revolts in 2019. Of all the FTSE100 companies we voted
against 30% of pay proposals.
Playtech
Playtech is a company which received consecutive
votes against their remuneration proposals due to
excessive increases. In 2018 the CEO received a salary
increase from £600,000 to £1,000,000. This was in
addition to the increases to variable pay potential
under the firm’s new remuneration policy. The
maximum outcome is a package which is double the
company’s peer median.
41% of shareholders agreed that these increases were
excessive and voted against them. The board has
recently come back to the negotiating table asking for
shareholder approval of a one-off award to the CEO of
1.9 million nil cost options (the right to buy shares at
the agreed-upon option price for no, or only nominal,
cost). The award will vest subject to the volume
weighted average price of the company's ordinary
shares exceeding relevant share price targets. This
would mean the CEO had the potential to earn £30
million, which we voted against.
Whitbread
We also voted against Whitbread’s pay proposal this
year. The company is moving from a conventional
long-term incentive plan (LTIP) to a restricted share
plan, which grants employees restricted shares in the
company. Unlike long-term incentive plans there are
no financial targets and the only restrictions are that
shares are held for a fixed period of time (usually five
years). These plans have been controversial in the
past, especially given the guaranteed aspect of the
award. If the company is moving from an LTIP to a
restricted model, then the company should consider
an appropriate discount to the award level. We believe
that at least a 50% discount should be applied.

3 Source: Executive pay in the FTSE 100: Is everyone getting a fair slice of the cake?, CIPD in association with High Pay Centre, 2019.
The companies and sectors mentioned herein are for illustrative purposes only and are not to be considered a recommendation to buy or sell.
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We engaged with Whitbread when the firm insisted
that its move to a restricted share award would attract
a 37% discount and that the potential maximum of
the short-term bonus would be raised by 33%. The
company had recently sold the Costa business to CocaCola which we felt simplified the day-to-day running
of the business. While supportive of innovation in
executive remuneration, we felt Whitbread’s new
pay proposal swung too far in management’s favour
without holding them accountable to performance. We
voted against, as did over 30% of their shareholders.

Increased scrutiny on auditors
It’s been a turbulent year for the UK audit market.
Scandals involving Carillion, Patisserie Valerie and
Thomas Cook have increased scrutiny on the industry.
This has resulted in investors holding audit chairs
more accountable and understanding the relationship
between themselves and internal audit firms. The

FRC were highly critical of audit firms in their recent
annual report. They felt auditors struggled with areas
of judgement, obtaining sufficient evidence and
challenging management. While the FRC is becoming
more forceful with audit reform, investors are
challenging companies more on their practices. Votes
against heads of audit committees will increase, as will
our engagement with companies on this matter.

2020 and beyond
We continue to engage with companies on our
governance expectations and are already helping
shape remuneration policies for 2020. Lowering
pension payments to incumbent executives is a key
area for us to align management with the wider
workforce. Executive pay will always be under the
spotlight and our focus is to ensure there is payment
for performance and not for failure.
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Total company engagement
Our Sustainable Investment team undertook 193 engagements
this quarter with the 182 companies listed below, on a broad
range of topics categorised under “environmental”, “social” and
Company

E

S

G

Consumer Discretionary
Amazon

✔

BMW

✔

Bovis Homes

✔

“governance”. They included one-to-one meetings, joint investor
meetings, conferences, teleconferences, written correspondence
and collaborative engagements.
Company

E

✔

Tesco

✔
✔

WM Morrison

✔

Brembo

✔

Energy

Burberry

✔

Agritrade Resources

✔

Daimler

✔

Aker Solutions

✔

Dalata Hotel

✔

Banpu

✔

Modern Times

✔

Cairn Energy

✔

CGG

✔

NHK Spring

✔

G

Origin Enterprises

Unilever
✔

S

✔

✔

Nordic Entertainment

✔

Contura Energy

✔

✔

Pearson

✔

Copec

✔

✔

Redrow

✔

Core Laboratories

✔

Geo Energy Resources

✔

✔

Valeo

✔

Veoneer

✔

Guanghui Energy

✔

✔

Vitec

✔

Hallador Energy

✔

✔

Hunting

✔

Indo Tambangraya

✔

✔

Inner Mongolia Yitai Coal

✔

✔

Natural Resource Partners

✔

✔

✔

Volkswagen

✔

WPP

✔

Consumer Staples
Accrol

✔

Cranswick

✔

NexGen Energy

✔

Fuji Oil

✔

Petrofac

✔

Imperial Brands
Indofood
Kimberly-Clark

✔
✔

✔
✔

Premier Oil
Repsol

✔

Saipem

✔

Source: Schroders, 31 December 2019.
The companies and sectors mentioned herein are for illustrative purposes only and are not to be considered a recommendation to buy or sell.
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✔

Company

E

Sasol

✔

SBM Offshore

✔

Shaanxi Coal Industry

✔

S

G

Company

E

✔

Weyerhaeuser

✔

S

G
✔

Health Care

Soco International

✔

Ambea

✔

✔

Arjo

✔

Subsea 7

✔

AstraZeneca

TechnipFMC

✔

Attendo

✔

Tecnicas Reunidas

✔

BioGaia

✔

Terracom

✔

Tethys Oil

✔

✔

✔

CSL

✔

Getinge

✔

✔

Tgs Nopec Geoph

✔

GlaxoSmithKline

✔

Wood Group

✔

Humana

✔

Lonza

✔

✔

Roche

✔

✔

Smith & Nephew

Barclays

✔

Industrials

BBVA

✔

Assa Abloy

Close Brothers

✔

Atlas Copco

CLS Holdings

✔

Balfour Beatty

✔

✔

Beijer Ref

✔

Bravida

✔

Financials
ADO Properties
Aimco

✔

DBS Bank
Deutsche Bank

✔
✔

✔

✔

✔
✔

Grainger

✔

Burckhardt Compression

International Personal Finance

✔

The Capita Group

✔

Just Retirement

✔

Coor Service Management

✔

Legal & General

✔

Dialight

✔

Lloyds Banking Group

✔

Dormakaba

✔

Epiroc

Royal Bank of Scotland

✔

Geberit

✔

Saga

✔

Hyundai

✔

Unicredit

✔

Intrum Justitia

New World Development

United Overseas Bank

✔

✔

✔

✔

✔

✔
✔

Koninklijke Philips

✔

Source: Schroders, 31 December 2019.
The companies and sectors mentioned herein are for illustrative purposes only and are not to be considered a recommendation to buy or sell.
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Company

E

LG International

✔

S

Loomis
Maire Tecnimont

G

Company

✔

Materials

✔

Akzo Nobel

✔

Alpek

✔

Altius Minerals

✔

✔

✔

Nibe Industrier

✔

E

S

G

Nobina

✔

Aluminum Corp of China

✔

✔

Peab

✔

Anglo American

✔

✔

Poenina

✔

Anhui Conch Cement

✔

Qinetiq

✔

Ashland Global

✔

BHP Billiton

✔

China XLX Fertiliser

✔

Croda International

✔

DowDuPont

✔

En+ Group

✔

✔

Franco-Nevada

✔

✔

Holmen

✔

✔

Imerys

✔

✔

India Cements

✔

✔

✔

JSW Steel

✔

✔

Linde

✔

Nippon Steel & Sumitomo Metal

✔

Sika

✔

South32

✔

Sandvik

✔

Securitas

✔

SIG Combibloc

✔

SK Networks

✔

SKF

✔

✔

Societe B I C
Sojitz

✔

Stericycle
Thoresen Thai Agencies

✔

Troax
Vallourec

✔

Information Technology
Blancco Technology
Gigabyte Technology

✔
✔

NetEnt

✔

Synthomer

PTC

✔

Vale

Quanta Computer

✔

Real Estate

Renishaw

✔

Empiric Student Property

Sensyne Health

✔

Software
Tbea
TT Electronics

Sustainable Investment Report
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✔

✔

✔

✔
✔

✔

Telecommunication Services

✔

✔

Hellenic Telecommunications

✔

✔

Sunrise Communication

✔

Source: Schroders, 31 December 2019.
The companies and sectors mentioned herein are for illustrative purposes only and are not to be considered a recommendation to buy or sell.
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✔

BT

✔
✔

✔

Company

E

Vodafone

S

G
✔

Utilities
Adani Power

✔

✔

American Electric Power

✔

✔

CESC

✔

✔

CEZ

✔

✔

Contact Energy

✔

EDP

✔

Electric Power Development

✔

✔

Hong Kong & China Gas

✔

✔

Idacorp

✔

✔

Inter Rao

✔

✔

JSW Energy

✔

✔

Korea Electric Power

✔

✔

Naturgy Energy

✔

✔

Power Assets

✔

Reliance Power

✔

✔

RWE

✔

✔

The Southern Co

✔

✔

Tata Power

✔

✔

Key
E – Environment
S – Social
G – Governance

Source: Schroders, 31 December 2019.
The companies and sectors mentioned herein are for illustrative purposes only and are not to be considered a recommendation to buy or sell.

Sustainable Investment Report
Q4 2019

17

Fourth quarter 2019

Engagement in numbers

Regional engagement

26%

13%

37 %
21%
1%

UK		

26%

North America

13%

Asia Pacific

21%

Europe (ex-UK)

37%

Middle East and Africa

1%

Latin America

2%

2%

Source: Schroders as at 31 December 2019

Engagement type

Engagement by sector

8%

2%

9%

4%

9%

3%

1%

1%

9%
6%

13%
18%
5%
76%

11%
18%

Group call

Email

One to one call

Group meeting

Collaborative Engagement

One to one meeting

Consumer Discretionary
Consumer Staples
Energy
Financials
Health Care

7%
Industrials
Information Technology
Materials
Real Estate
Telecommunication Services
Utilities

Source: Schroders as at 31 December 2019
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Fourth quarter 2019

Shareholder voting
We believe we have a responsibility to exercise our voting rights.
We therefore evaluate voting issues on our investments and vote
on them in line with our fiduciary responsibilities to clients. We
vote on all resolutions unless we are restricted from doing so
(e.g. as a result of shareblocking).

This quarter we voted on 740 meetings and approximately
99.58% of all resolutions. We voted on 203 ESG-related
shareholder resolutions, voting with management on 168.
The charts below provide a breakdown of our voting activity from
this quarter. Our UK voting decisions are all available on our
website at http://www.schroders.com/en/about-us/corporateresponsibility/sustainability/influence/

Company meetings voted

21%

11%

15%
40%
10%

UK

21%

North America

11%

Asia Pacific

40%

Europe (ex-UK)

15%

Middle East and Africa

10%

Latin America

3%

3%

Source: Schroders as at 31 December 2019

Direction of votes this quarter

Reasons for votes against this quarter
1%
6%

1%
12%

1%

10%
4%
43%

87%

16%

19%
For

Against

Abstain

Source: Schroders as at 331 December 2019

Director Related
Routine Business
Remuneration
Shareholder Proposals

Allocation of Capital
Reorganisation & Mergers
Anti-takeover
Other

Source: Schroders as at 31 December 2019
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Fourth quarter 2019
Engagement progress
This section reviews any progress on suggestions for change we
made a year ago, in this case the fourth quarter of 2018. There are
five possible results: ‘Achieved’, ‘Almost’, ‘Some Change’, No Change’
and ‘No Further Change Required’. Of a total number of 248 ‘change
facilitation’ requests made, we recorded 54 as ‘Achieved’, 4 as
‘Almost’, 2 as ‘Some Change’, 27 as ‘No Change’
and 161 as ‘No Further Change Required’.

22%

Achieved
No Change

Almost

Source: Schroders as at 31 December 2019.

%
100

80

60

40

20

0
Achieved

Almost

Source: Schroders as at 31 December 2019.
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2015
Some Change

2016
No Change

Some Change

No Further Change Required

Effectiveness of requests for change - 3 year period

2014

1%
11%

The chart below shows the effectiveness of our engagement over
a three-year period. In our experience it takes an average of two
years for companies to effect the change requested, which is why
2017 and 2018 data are omitted from the chart.
We recognise that any changes we have requested will take time to
be implemented into a company’s business process. We therefore
typically review requests for change 12 months after they have
been made, and continue to review progress at a later date.

2%

Engagement
progress

64%

No Further Change Required

Schroder Investment Management Limited

1 London Wall Place, London EC2Y 5AU, United Kingdom
T +44 (0) 20 7658 6000

schroders.com
@schroders
Important Information: The views and opinions contained
herein are those of the Sustainable Investment team, and may
not necessarily represent views expressed or reflected in other
Schroders communications, strategies or funds. This material
is intended to be for information purposes only. The material is
not intended as an offer or solicitation for the purchase or sale of
any financial instrument. The material is not intended to provide
and should not be relied on for accounting, legal or tax advice, or
investment recommendations. Reliance should not be placed on
the views and information in this document when taking individual
investment and/or strategic decisions. Past performance is not
a guide to future performance and may not be repeated. The
value of investments and the income from them may go down as
well as up and investors may not get back the amounts originally
invested. All investments involve risks including the risk of possible
loss of principal. Information herein is believed to be reliable but
Schroders does not warrant its completeness or accuracy. Some
information quoted was obtained from external sources we
consider to be reliable. No responsibility can be accepted for errors
of fact obtained from third parties, and this data may change
with market conditions. This does not exclude any duty or liability
that Schroders has to its customers under any regulatory system.
Regions/sectors shown for illustrative purposes only and should

not be viewed as a recommendation to buy/sell. The opinions in
this document include some forecasted views. We believe we are
basing our expectations and beliefs on reasonable assumptions
within the bounds of what we currently know. However, there is no
guarantee than any forecasts or opinions will be realised. These
views and opinions may change. Any data has been sourced by
us and is provided without any warranties of any kind. It should
be independently verified before further publication or use. Third
party data is owned or licenced by the data provider and may not
be reproduced, extracted or used for any other purpose without
the data provider’s consent. Neither we, nor the data provider, will
have any liability in connection with the third party data. To the
extent that you are in North America, this content is issued by
Schroder Investment Management North America Inc., an indirect
wholly owned subsidiary of Schroders plc and SEC registered adviser
providing asset management products and services to clients in the
US and Canada. For distributing in the UK, this content is issued by
Schroder Investment Management Limited, 1 London Wall Place,
London, EC2Y 5AU. Registered No. 1893220 England. Authorised
and regulated by the Financial Conduct Authority. For your security,
communications may be taped or monitored. CS2264.

