Cushon response to the consultation
Taking action on climate risk: improving governance and reporting by occupational pension schemes

Cushon is supportive of the policy intent and the proposed steps to meet that intent. We have no detailed observations we wish to make in respect of questions 1-11. 

Consultation question 12.


Cushon background 
Cushon is a technology driven UK DC Master Trust and workplace savings provider.
We note and agree with recent comments by Sir James Bevan – more extreme weather will “destroy the basis of the modern economy and modern society” and by Mark Carney – climate change represents “the greatest commercial opportunity of our time”.
There is an urgent need for action. Cushon aims to challenge the pension industry to move faster by demonstrating what can be achieved in reducing pension funds’ carbon footprint while building a well diversified portfolio that offers excellent return potential.
Furthermore, Cushon sees an opportunity to leverage member interest in climate and impact into higher levels of member engagement via intelligent use of technology. Better member engagement leads to better member outcomes, higher contribution levels and better profitability for providers. 
We therefore see a virtuous circle in an acceleration of positive climate action, better member outcomes and a more successful business. 

We believe that Cushon’s innovation will accelerate the development and adoption by the industry of DC friendly (lower cost) climate impact investment strategies.

At the same time, operating an ambitious decarbonisation approach within a framework designed to support a move to net zero by 2050 presents Cushon with particular challenges and a risk of short term perverse impact, which we need to manage.

Exclusion v engagement 
We note and understand the support for engagement as a key tool in improving data quality, encouraging transition plans and in holding companies accountable for implementation of those plans. However, Cushon has set itself the ambition of a net zero investment strategy by 2026. This places greater emphasis on engagement delivering short term reductions in emissions, so this is where our climate engagement will be focussed. An early net zero strategy will require some exclusions, so it is likely that Cushon will rely somewhat on conditional exclusions – companies will be excluded from our portfolios until such time as they reduce their emissions, at which point they will be eligible for re-inclusion.

The Cushon “net zero now” commitment and reporting under TCFD

Cushon sees three interconnected drivers of change – actions of consumers, governments and capital market participants. We believe leadership is key to initiating necessary change. Tesla is a good example of leadership (leaving any questions around good governance aside) from the capital market moving capital into a perceived opportunity, stimulating consumer demand, supported by government intervention. 
We see our “net zero now” attempting something similar in UK DC pensions.  
Because Cushon has chosen to create a “net zero now” commitment within its pension proposition, the GHG emissions we include now need to be measurable now. Those emissions are then offset outside the fund with offsets purchased by Cushon on its own balance sheet. We therefore currently limit the emissions we measure for our net zero now commitment to scope 1 and 2 financed emissions. We see real challenges in avoiding double counting, but assuming these can be overcome, we anticipate, at that stage, including upstream scope 3 emissions in our “net zero now” commitment.
However, we do not anticipate including downstream scope 3 emissions in calculating offsets to be purchased. 
We note comments that excluding downstream scope 3 emissions in targets risks no investors being held responsible for them. Cushon believes that investors do carry some responsibility for addressing downstream scope 3 emissions and we are not neutral between Ford (for example) producing electric and diesel cars. However, investors should not carry sole responsibility for downstream scope 3 emissions. These are also the responsibility of consumers and governments as drivers of change. We see no value in supporting consumption decisions that increase downstream scope 3 emissions by undertaking to offset them in full.
While we therefore do not anticipate including scope 3 emissions in calculating the level of offsets required, we will measure and seek to reduce them via emission avoidance strategies involving, for example,  investments in renewable energy. We will further seek to neutralise them within the fund via carbon sequestration investment opportunities involving both natural capital and carbon capture technology as it emerges. 
Cushon is therefore strongly supportive of the provisions under the TCFD guidance allowing trustees to separately measure and record captured and displaced emissions (Lombard Odier term these scope 4 emissions).
We therefore believe it is important that the targets trustees set can include captured and displaced emissions year on year. 
Cushon is also aware of and seeks to manage the risks of perverse outcomes arising from the wrong incentives. A target to reduce scope 1 and 2 emissions might be achieved by avoiding investment in new wind and solar farms and instead increasing allocations to the financial sector.



Fiduciary purpose 

Cushon considers that as the potential effects of climate-related risks continue to be better understood,  some re-examination of the trustee fiduciary duty may be merited. The stated position in the Law Commission’s 2014 report on the fiduciary duties of investment intermediaries was that member quality of life objectives “have to remain a subordinate investment objective” (para 6.43). Further that if Trustees wished to take them into account they should have good reason to think that beneficiaries would welcome the lifestyle benefit and there should be no risk of significant financial detriment to the scheme (para 6.46). Similarly, the Law Commission considered only narrow examples in considering the circumstances where trustees might have regard to wider economic market impacts of their decisions, noting that these would be more likely to be a non-financial one rather than a financial one (paras 6.50-6.56).
 
However, Cushon believes that this under-represents the potential impact of environmental degradation on pension scheme members and wider society, with the Law Commission focusing narrowly on whether lifestyle enhancements might be funded by pension schemes rather than considering in the round the “inflationary” effect that climate-change may have. £10,000 of retirement income delivered by a scheme in a world of 4 degrees plus of warming will buy a significantly lower standard of living than the same amount delivered in a world of 1.5 degrees of warming. In the same way that a pension scheme might legitimately choose an investment strategy that protects members from monetary inflation, so too do we consider that there should be no difficulty in fiduciaries taking broader environmental inflationary factors into account in their investment decision making. We would go further and argue they have an obligation to do so where acting in the best interests of the scheme’s beneficiaries. Indeed, In Cowan v Scargill, the Court found that the trustee duty was to put the interests of their beneficiaries first, and “normally” this meant their best financial interests (ie explicitly not all the time). We are clear that the exercise of Trustee powers to adopt an investment strategy, all other things being equal, that is likely to reduce the standard of living a member can enjoy in retirement is unlikely to be in their best interests. The better view, in our opinion, would be that the consideration of environmental inflationary effects on the scheme’s members might be considered to be a relevant factor in the trustee delivering on the purpose of the scheme – namely the provision of members’ pensions.
 
Given we see climate transition offering an exceptional investment opportunity, there is currently a happy alignment between this broader perspective of fiduciary duty and a narrow focus on risk adjusted return within the fund. However, we can imagine a temporary green asset price bubble, when fossil fuels might offer attractive short term returns. We think trustees should feel themselves to be under no pressure to (re) invest in fossil fuels in order to secure some potential short term gain. The member interest extends to the state of society into which our members retire. Support for a broader interpretation of fiduciary duty would support trustees in negotiating such a challenge.

We believe it would be helpful for the Law Commission to revisit this issue, noting that what action might be considered reasonable in respect of the future impact of climate change has changed materially in recent years. The recent clarification from the Association of Pension Lawyers Investment and DC Sub-Committee again implies that a member’s quality of life is a non financial factor and reiterating the high hurdle required for trustees to take this into account. At the same time, it notes that “In practice, though, we think that many factors identified as “non financial” do, when analysed properly, have a financial impact…”. We agree, and note that relying on financial factors can get schemes to a good level of Paris alignment at present, but this may change in the event of a green bubble.
In the absence of further helpful comment from the Law Commission we would suggest the Government consider a change in the law to make it explicit that the standard of living or quality of life a member enjoys in retirement is a legitimate consideration when testing investment strategies against the member interest.



 




