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                    This sub section of the literature review sheds light on the unique characteristics of pension funds as a specific 
 sub-category of institutional investors, followed by an assessment of the role institutional investors and pension 
 funds  play within  the  impact  investing  sphere.  With  a  specific focus on  institutional  investors and  pension 
 funds, this sub section displays the role of the regulatory framework and fiduciary duty as well as the consumer 
 demand for sustainable investment in general. 


A  pension  fund  pools  monetary  contributions  of  pension  plans,  invests  the  proceeds  on  behalf  of  the 
 employees, and distributes them as retirement income. The portfolio of a pension fund is characterised by the 
 long  duration  of  its  liabilities  and,  thus,  by  its  long-term  investment  horizon  (PensionEurope,  2019)(see 
 Appendix 9.1.1 for an overview of the DPF system). 


Over the past years, institutional investors have increasingly invested in the alternative investment space. For 
 example, the OECD survey among pension funds (OECD, 2019a) shows that funds, also in Denmark, have 
 substituted equity and fixed income in favour of alternative investment exposure. The current interest in these 
 asset classes is mainly driven by the diversification benefits they offer (OECD, 2019a). This diversification 
 effect can be rooted in the typically low correlation with traditional investments (Stalebrink, 2016) However, 
 the authors report that the funds’ propensity to utilise alternative investments is constrained by information 
 asymmetries, as PE funds do not disclose their investments strategies (Stalebrink, 2016). 


Institutional  investors  are  of  utmost  importance  for  the  development  of  the  impact  investing  market.  For 
 example, Wood et al. (2013) reason that institutional investors may boost the growth of the impact investing 
 market by providing significant sums of investment capital. The provision of this capital can legitimate the 
 impact investing sphere and thereby attract additional capital from asset managers, service providers, and other 
 investors  (Wood  et  al.,  2013).  The  SRI  report  of  Eurosif  (2018)  stresses  the  fundamental  importance  of 
 institutional  investors  for  regulators.  The  regulators  hope  that  these  investors  fill  the  investment  gap  of 
 approximately €180 billion every year, so that the 2030 European Commission’s climate targets can still be 
 accomplished. 


Following the same line of argumentation, Dyck et al. (2019) confirm that institutional investors can improve 
 the  environmental  and  social  (E&S)  performances  of  firms.  Additionally,  they  conclude  that  especially 
 institutional  investors  located  in  countries  with  superior  levels  of  E&S  standards  tend  to  influence  their 
 portfolio firms with respect to E&S performance positively. 


By nature, pension funds have a long-term investment horizon. Hence, pension funds must carefully track the 
long-term survival and growth of corporates in which they are invested (Sethi, 2005a). However, Sethi (2005) 
alludes  that  the  short-term  incentives  prevailing  in  financial  markets  are  not  aligned  with  the  long-term 
perspective of pension funds. For example, the short-term interests of financial intermediaries prevent them 


from acting in the best interest of long-term investors, such as pension funds (Sethi, 2005a). Therefore, pension 
 funds themselves need to encourage portfolio companies to consider the long-term impact of their operations 
 in terms of environment, sustainability, and community welfare (Sethi, 2005a). 


Due to the vital role pension funds can play for the emergence of industry, the researchers decide to illuminate 
 industry emergence theory from an institutional perspective in greater detail. Therefore, the theory section of 
 this study is enriched by an extensive overview of this literature. 



3.2.1  Regulatory Framework & Fiduciary Duty 


When  investigating  the  opportunities  for  pension  funds  to  adapt  impact  investments,  the  unique  legal  and 
 regulatory environment in which pension funds operate must be considered. For example, the fiduciary duty 
 of pension funds obliges them to act solely in the beneficiaries’ best interest (Richardson, 2007). Furthermore, 
 the exercise of due care, generally referred to as “prudent man rule”, is paramount (Sandberg, 2011). 


Representatives of the neoliberalism argue that the only responsibility of a business is to generate money while 
 conforming to basic rules is embedded in law and ethical custom (Milton Friedman, 1970). In accordance with 
 the fiduciary duty consideration, Friedman (1970) points out that a manager’s only responsibility is to increase 
 the profits of his agents. Neoclassical considerations of seeking nothing but maximum returns prevent a vast 
 amount of institutional investors from investing in socially responsible investments (Sandberg, 2011). 


Although financial performance may never be subordinated to social objectives, Wood et al. (2013) find that 
 current  interpretations  of  fiduciary  duty  do  not  explicitly  forbid  impact  investment.  As  long  as  social  and 
 environmental risk factors also influence long-term financial performance, fiduciary duty allows the inclusion 
 of these factors in the decision-making process (Sethi, 2005a). 


Defining a legal framework, Freshfields Bruckhaus Deringer (2005) open the door for institutional investors 
 to include ESG factors in their investment decisions without a breach of their fiduciary duty.  


First, Freshfields Bruckhaus Deringer (2005) contend that the integration of ESG considerations is obligatory 
 when such concerns have a material impact on financial performance or valuation. 


Second, the selection of investments based on their ESG performance is obligatory when unanimous support 
 among the beneficiaries in favour of such investments can be assumed (Freshfields Bruckhaus Deringer, 2005). 


Third, ESG characteristics can play a decisive role without a breach of fiduciary duty, given that the analysis 
 of  financial  criteria  is  exhausted  and  financial  characteristics  of  two  investments  are  otherwise  similar 
 (Freshfields Bruckhaus Deringer, 2005). 


This  new  interpretation  of  fiduciary  duty  is  subject  to  criticism  by  academic  literature.  Tackling  the  first 
argument of the Freshfield report, Margolis et al. (2007) find only a small, positive effect on the empirical link 
between  corporate  social  performance  (CSP)  and  corporate  financial  performance  (CFP).  The  authors, 


however, argue that differences in the research methodology and the definition of CSP and CFP may contribute 
 to the result they obtained. In a more recent meta-analysis of more than 2000 empirical studies, Friede et al. 


(2015) conclude that ESG criteria and CFP are, on average, positively correlated.  


Finding  a  consensus  among  beneficiaries,  the  second  argument  in  the  Freshfield  report,  is  also  subject  to 
 critical review. Sandberg (2011) contends, for example, that given the entire population can be considered as 
 beneficiaries  of  public  pension  funds,  finding  unanimous  agreement  on  any  ESG  issue  seems  extremely 
 unlikely.  The  author  points  out  that  even  if  all  beneficiaries  of  a  public  pension  fund  would  consent  that 
 environmental demolition is unethical, it is likely that the extent to which it is perceived to be unethical will 
 remain an individual perception.  


By critically illuminating the third argument of the Freshfield report, Sandberg (2011) emphasises that with 
 considering modern portfolio theory, investment decisions should not only be based on expected return and 
 risk, but should regard the correlation of an investment with the remaining portfolio of the investor. Therefore, 
 the author admits that a situation might occur in which financial analysis is exhausted, but that he perceives 
 this to be rather unlikely. 


Overall, the legal  environment  remains unclear,  making it  difficult  for  institutional  investors to  incorporate 
 ESG factors and impact considerations into their portfolio design. Therefore, researchers call for policymakers 
 to  set  clear  rules,  which  may  successfully  channel  capital  toward  investments  with  positive  impact.  For 
 instance, Wood et al. (2013) divide the possible starting points for policy to intervene in three categories: 


1) the supply of capital for impact investing  


2) the demand for impact investing capital and availability of investment opportunities 
 3) and the directing of existing capital toward investments with social benefits.  


Concerning the supply side, the authors argue that by setting an appropriate regulatory framework, policies 
 can  exert  influence  on  the  direction  of  institutional  investments  towards  impact  investing  or  create  
 co-investment opportunities with the direct participation of the government. 


On  the  demand  side,  Wood  et  al.,  2013  (p.  83)  stress  the  need  for  the  development  of  “sound,  investable 
 companies, projects, and intermediaries” in order to improve impact-related investment opportunities.  


Finally, the authors discuss several policies that can be utilised to direct capital towards investments with social 
benefits (). Among these policies are tax reliefs for companies that achieve certain social impact objectives as 
well as policy directives that foster transparency and reporting requirements (Wood et al., 2013). 


Supply Development  Demand Development  Directing Capital 


Government 
 Influence 


Investment rules and 
 requirement  


Enabling “corporate” structures  Taxes, subsidies, 
 reporting requirements 
 and intermediation 


Government 
 Direct 
 Participation 


Co-investment  Capacity building  Procurement 


In  December  2019,  the  European  Council  and  the  European  Parliament  proposed  a  Regulation  on  the 
 Establishment  of  a  Framework  to  Facilitate  Sustainable  Investment,  the  so-called  “Taxonomy  Regulation” 


(TR). Lillycrop (2020) provides an overview of the TR’s most essential characteristics. The TR attempts to 
 provide  firms  and  investors  with  a  common  framework  for  assessing  the  degree  of  their  investment’s 
 environmental sustainability. However, the TR is no label on its own. It sets out the criteria that need to be 
 consulted  when  assessing  whether  a  product  or  activity  is  environmentally  friendly.  Labelling  schemes 
 developed by the individual EU Member States need to comply with these criteria. 


Apart  from  that,  pension  funds  need  to  disclose  and  report  the  degree  of  environmental  sustainability  for 
 products  promoted  as  environmentally  friendly.  Financial  market  participants  that  offer  financial  products 
 must disclose and  report  to  what  extent  underlying  investments comply  with  the  criteria for  environmental 
 sustainability set out in the TR. 


Altogether, the importance of institutional investors to legitimate the impact investment sphere is emphasised. 


The fiduciary duty is no longer bound to the neoclassical interpretations, as the Freshfield report opens the 
 door for institutional investors to include ESG considerations in their portfolios. This development is further 
 amplified by EU Regulations, which aim to clarify the taxonomy regarding sustainable investments. 



3.2.2  Consumer Demand for Sustainable Investing 


In order to quantify the awareness of and interest in sustainable investing, Morgan Stanley conducted a survey 
 in 2017  among  1,000  individual  investors  (Morgan Stanley,  2017). With  view on  the  U.S.,  sustainable  and 
 impact investing has steadily grown at a rate of more than 33% from 2014 to 2016 and reached a level of USD 
 8.72 trillion. The heightened interest in these investments coincides with consumer preferences tilting away 
 from  one-size-fits-all  investment  approaches  towards  more  individually  tailored  ones.  Especially  among 
 Millennials, the perception prevails that their investment decision impacts those issues they care about most. 


Additionally, the risen consciousness regarding sustainable products in the consumer space has spilled over to 
the investment space. Therefore, investors increasingly screen for investment opportunities that are in line with 
their  values  and  interests. Nevertheless,  the  myth  of  a  trade-off  between  impact  and  return  persists  among 


investors  (Morgan  Stanley,  2017).  While  53%  of  all  investors  believe  that  they  must  sacrifice  return  for 
 sustainability, even 59% of the Millennials are of this opinion. 


Although this literature review highlights the unclear picture in terms of SRI performance, mutual funds have 
 recognised the  increasing  consumer  demand and  altered investment  strategies towards more  ESG  exposure 
 (Barber et al., 2019). 


However,  the  difference  between  stated  preferences  and  revealed  preferences  must  be  considered  when 
 analysing  consumer  demand.  People  tend  not  to  put  their  words  into  action,  which  is  proved  by  several 
 behavioural studies (Bauer et al., 2019). After accounting for this hypothetical gap between stated and revealed 
 preferences, Bauer et al. (2019) detect increased demand for sustainable investments among Dutch pensioners. 


The findings show that a vast majority voted for more sustainability in the investment strategies of their pension 
 savings. Only 9.6% voted against it.  


While SRI funds do  not  necessarily  imply  the  sacrifice of  returns,  Barber  et al. (2019)  investigate whether 
investors in the impact investing sphere sacrifice return for impact. In their analysis, the authors measure the 
willingness  to  pay  (WTP)  for  nonpecuniary  benefits,  i.e.  the  willingness  to  trade-off  financial  returns  for 
impact. Their findings show high levels of WTP for impact, especially among investors with organisational 
missions  and  commitment  to  the  PRIs.  Additionally,  investors  who  largely  depend  on  political  and  social 
goodwill show significantly high levels of WTP for impact. According to Barber et al. (2019), pension funds 
exhibit  a  high  WTP  for  impact  likewise,  which  is  rooted  in  their  preferences  to  cause  positive  economic, 
political, and social effects. However, they allude that legal constraints such as fiduciary duties have an overall 
negative impact on the WTP for impact. 
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