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European pension funds and sustainable development.

On trade-offs between finance and responsibility

Abstract

Pension funds try to account for sustainable development in their operations. This mainly translates in
responsible investing. We investigate how this interacts with the financial objectives. We use a survey
among more than 250 pension funds based in 15 European countries. Multinomial logistic regression is
used to find out how pension funds trade off sustainable development and financial objectives. Our
findings suggest that pension funds that have not included responsibility in their strategy and investments
have a clear priority for financial performance, whereas pension funds who integrate sustainable

development in their strategy can bring balance between finance and responsibility.
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1 Introduction

We investigate how pension funds account for sustainable development and especially how they make
trade-offs between social and environmental objectives on the one hand and financial objectives on the
other. Society increasingly requires that financial institutions take account of society and that it advances
sustainable development, especially after the global financial crisis (Shiller, 2013). Part of the financial
industry has responded by promising it will do better. This promise is reflected in the signatories of the
United Nations’ sponsored Principles for Responsible Investment (PRI), which has more than 1,600
signatories with more than € 60 trillion assets under management as of December 2016 (UN PRI, 2016a).
Such public responsibility commitments imply that the signatories first need to define what sustainable
development or responsibility actually means in their organization, second how to include it in their
strategy, third, how to consider it in their daily business and investments, and fourth, how to monitor and
report it. For example, the first of the six PRI principles is ‘the incorporation of ESG (environmental,
social and governance) issues into investment analysis and decision-making’. To be able to do so, an
organised way of considering these issues needs to be in place. Such commitments and actions relate to
the management’s values and motives regarding responsibility (Epstein & Roy, 2001; Hemingway &
Maclagan 2004; Maon et al. 2008) and long-term value creation (Juravle & Lewis, 2008). In this respect,
responsible investment may be regarded as pro-social behaviour. The second principle is ‘being active
owners and incorporate ESG issues into ownership policies and practices’, which indicates the need for
responsibility both at the level of strategy and practice. The directive of non-financial reporting by the
European Union (“EU”), and the suggested shareholder directive which encourages investors to be active
owners (EU, 2014ab) support these considerations. Commitment to general principles usually is much
easier to achieve at the strategic level than in daily operations (Epstein & Roy, 2001). The rapid increase
in the PRI’s signatories is a clear witness of this observation. It shows that many financial institutions
translate sustainable development objectives into responsible investment practices (Scholtens, 2006). By
engaging in responsible investment, pension funds aim at better return-risk ratio of their investments

while at the same time accounting for their fiduciary duty, namely acting in the interest of their
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beneficiaries. This is particularly relevant for pension funds which are organizations that provide financial
benefits for their beneficiaries (retirees). Pension funds manage substantial amounts of money, are highly
regulated, and are assumed to act in line with their fiduciary duty. We investigate how pension funds deal

with responsible investing in relation to their characteristics and values.

Our study assumes that the way in which responsible investment is implemented reflects the values of
pension funds.' This is in line with Boiral ef al. (2015) who find that environmental values play a role in
the adoption of organizational citizenship behaviour regarding the environment. In the environmental
psychology literature, it is suggested that several motives can impact pro-social behaviour (Lindenberg &
Steg, 2007). In particular, they distinct between altruistic, biospheric (i.e. environmental and societal)
values and egoistic (i.e. here, egoistic) values (Lindenberg & Steg, 2007). We relate altruistic and
biospheric values with the pension fund’s responsibility focus, meaning that a fund does consider ESG
performance. It’s appreciation of financial performance is related to egoistic values. We will investigate
whether responsibility and financial focus are the result of pension funds implementing their values in

business operations.

Several studies investigate how ESG impacts financial returns. Some studies find that responsible
investment delivers superior financial returns (e.g. Derwall et al., 2005; Kempf & Osthoff, 2007; Amato
& Amato, 2012; Charlo et al., 2015; Martinez-Ferrero et al., 2015). Other studies find no significant
difference between conventional and responsible investments (e.g. Bauer er al., 2005; Galema et al,
2008; Renneboog et al.,, 2011). And there are studies that show a negative association between the two
(Fowler & Hope, 2007; Adler & Kritzman, 2008; De Haan et al., 2012). Further, some studies find that
controversial investments (‘sin stocks’) can bring superior financial returns (e.g. Hong & Kacperczyck,

2009).

! Values serve as guiding principles in the life of a person or other social entity and they are the antecedents of
behaviour such as attitudes and behavioural intentions (e.g. Schwartz, 1992; Stern & Dietz, 1994; Stern, 2000;
Berkhout & Rowlands, 2007; De Groot & Steg, 2009; Ervin et al., 2013, Williams and Schaefer, 2013; Steg et al.,
2014).



We study the interaction of the responsibility and financial focus of pension funds. To this extent, we rely
on survey data based on the self-reporting of pension funds from 15 European countries, consisting of
more than 250 pension funds with a great diversity regarding responsible investing. Our hypotheses are
that appreciation of responsibility focus is to be associated with the probability that a pension fund has
incorporated responsibility in its strategy and that appreciation for the financial focus is to be associated

with the probability that a pension fund has not incorporated responsibility in the strategy.

We use multinomial logistic regression to measure the impact of relating to responsibility focus and
financial focus. Our main findings are that both financial focus and responsibility focus are positively
related to the probability that a pension fund accounts for responsibility in its investment strategy. The
contribution of our study is threefold. First, as far as we are aware of, we are the first to explicitly study
the interaction between responsibility focus and financial focus. Second, we extend the literature by
explaining how values are transferred from the financial management to the pension fund, and how they
are connected to the strategy and practice. Third, our results about pension fund characteristics in relation

to their responsibility provide hitherto unexplored insights.

We first provide a review of the literature and derive our hypotheses. The data and methods are

introduced in section three. Section four presents the results. The conclusions are in section five.

2 Literature

2.1 Responsible investment as a way to demonstrate values

Values that relate to pro-social behaviour, such as responsible investment, are affected by several factors
such as gender, education, level of income, age, and level of adoption of innovation (Nilsson, 2008; Shen
& Saijo, 2008; Cheah et al., 2011; Jansson & Biel, 2011). They seem to be time dependent (Bengtsson,
2008) and reflect characteristics of different cultures (Scholtens & Sievinen, 2013) as well as institutional
contexts (Buegl er al, 2009), and they relate to the public sector (Van der Wal & Huberts, 2008;

Sievinen, et al., 2013) as well as to the political perspective (Hong & Kostovetsky, 2012). Values also



impact the decision making behaviour of households, companies and organizations (Bénabou & Tirole,
2010; Carbone et al., 2012). Responsibility of an organisation is related to the values of the management
(Epstein & Roy, 2001; Hemingway & Maclagan 2004; Maon et al. 2008). To address responsibility in an
organized way, the values first need to be incorporated in the strategy and in then in daily business
operations. In this way, responsible investment allows responsible investors to incorporate concerns about

the environment and social issues into their investment decisions (Nilsson, 2008).

Especially egoistic, biospheric and altruistic value orientations have proven to be useful when explaining
pro-social behaviour and pro-social behavioural intentions (Bénabou & Tirole, 2010; see also Steg et al.
2014). Givens and Jorgenson (2011) find that a higher level of national affluence reduces the likelihood
of individual level pro-environmental concern, whereas economic development and growth in
environmental degradation both increase the likelihood of such values. This relates to the findings that
several demographic and psycho-social factors such as income (Brandon & Lewis, 1999), religion
(Angelidis & Ibrahim, 2004), self-identity and membership of an environmental organization (Whitmarsh

& O’Neill, 2010) seem to explain pro-social behaviour and behavioural intention.

The values of investors may be reflected in their strategy and in their daily business operations, especially
investing (Epstein & Roy, 2001; Hemingway & Maclagan 2004; Maon et al. 2008). Ethical investors
focus typically on excluding controversial investment sectors such as alcohol, tobacco and weapons. This
ensures that their investments are aligned with their values. Responsible investors also use exclusions, but
to a lesser extent as they aim at better return-risk ratio by diversification of the assets in their portfolio,
which is in line with the modern portfolio theory (Markowitz, 1991). Responsible investors expect their
long-run financial returns to be even higher than those of conventional investments (see Renneboog et al.,
2008). Several authors indicate that both individual (Rosen et al., 1991) and institutional investors
(Renneboog et al., 2008) are unwilling to sacrifice financial returns when investing responsibly. The
effort to reduce risks that impact the financial return especially motivates institutional investors (Jansson

& Biel, 2011).This study considers that the egoistic value orientation is displayed by the expected level of



financial performance, i.e. financial focus. Social conscience and social health issues (Jansson & Biel,
2011), human resources and industrial relations (Marshall, et al., 2009), as well as labour relations (Rosen
et al., 1991) indicate the altruistic and biospheric value orientations of investors. Pasewark (2010) also
finds that profitable investments in companies such as tobacco producers can intensify investors’
concerns about the societal effects of their investments. However, for a pension fund, it seems impossible
to disentangle altruistic and biospheric values because the limits of the data do not allow this. Hence, we

combine these two altruistic values into one, namely responsibility focus.

2.2 The transmission of values from individuals to pension funds

The values of stakeholders (i.e. current and future retirees of the pension fund and the owners, employees
and sponsors) can influence the values of the pension fund through governance. There is large variation in
governance systems of pension funds across and within countries (Clark, 2008), but a general governance
structure exists. A pension fund has a governing body which retains the ultimate responsibility for the
pension fund in all respects, including safe and profitable asset management even if some functions are
delegated to external service providers (OECD, 2009). The responsibilities of the governing body should
focus solely on strategic decisions and oversight functions, not on operational responsibilities. An
independent auditor is needed, and an actuary for defined benefit plans. The OECD (2009) also suggests a
supervisory body whose main functions are the selection and oversight of the governing body. Usually,
the governing body is the management board which’ members represent the stakeholders (Clark, 2007;
OECD, 2009) and therefore includes representatives for the current and future retirees and for the sponsor
of the plan. Hence, the values of the stakeholders are formally represented in the governing body that
makes the decisions. The representatives of the governing body can thus bring inclusion of responsibility
to the strategy and practice to the agenda. Based on the outcomes, responsibility and financial values are
then brought to practice by individuals that make the investment decisions regardless whether the funds

are internally or externally managed (UN PRI, 2016b).



Typically, the representatives in the governing body have both individual and collective responsibility for
the decisions (Clark, 2000). De Villiers et al. (2011) document that better environmental performance in
companies may be related to more board independence. Furthermore, they find that environmental
performance is better in companies that have larger boards, larger representation of active CEOs on the
board, and more experts. This aligns with the findings of Clark and Wéjcik (2007) that for ensuring the
long-term perspective of pension fund investments, it is crucial that the governing body has the required

expertise (see also Kakabadse & Kakabadse, 2005).

2.3 Motives for pension fund responsible investment

Changes in personal and collective values relating to sustainable development, climate change,
government initiatives, corporate scandals and commercialising responsible investment may motivate
inclusion of responsibility in pension funds’ strategies and investment practices (Bengtsson, 2008; Lewis
& Juravle, 2010), indicating a longer-term perspective for the strategy and value creation (Juravle &
Lewis, 2008). Acknowledging the primary aim to obtain better return-risk ratio, we classify the motives to
invest responsibly in four categories: doing good for its own sake, complying with stakeholder demands,
reputation, and complying with regulations and industry codes. Doing good for its own sake relates to the
societal movement towards a more sustainable world (Bengtsson, 2008; Lewis & Juravle, 2010).
Universal owners, such as the large Norwegian Government Pension Fund Global (NGPFG), can impact
the corporate behaviour of the investee companies due to large ownership (Thamotheram & Wildsmith,
2007). By doing so, they can impact corporate norms and conduct regarding the companies’

environmental and social performance (Sjostrom, 2010).

The second category is stakeholder demand with the objective of stakeholder value creation. The central
stakeholder groups of pension funds include current and future retirees of the pension plan, sponsors,
owners and employees of the pension fund, as well as those of the investee companies. Criteria such as
employee welfare and environmental performance represent intangibles that are crucial for the creation of

added value for the stakeholders such as owners (Jiao, 2010). Large corporations also increasingly adopt

7



governance practices that are consistent with global expectations regarding shareholder value, regardless
of national regulations and policies (Bauer et al., 2008). It has been suggested that regulators’ attention
should shift from disclosure of method to the integrity of information attached to responsible investment

(Haigh & Guthrie, 2010).

The third category is reputation. It interacts both with the pension fund and the investee company
(Bénabou & Tirole, 2010). This is because institutional investors are increasingly sensitive to reputational
risks of the investee companies as these may directly impact their portfolio returns (Clark & Hebb, 2005).

As such, institutional investors have a strong incentive to engage in pro-social behaviour.

The fourth category is complying with regulations and industry codes. Typically, pension fund
investments are regulated to ensure pension payments for current and future retirees (OECD, 2006, 2009,
2011). This relates to fiduciary duty which suggests that pension funds should act in the best interest of
their beneficiaries (Richardson, 2009). It can be ambiguous for pension funds to know to which extent
fiduciary duty actually enables responsible investment. As some studies report a negative impact of ESG
on financial return (e.g. De Haan et al., 2012), this can raise conflicting goals between responsibility
focus and financial focus. Traditionally, decent financial return on investments is related to the core task

of the pension fund with respect to return and risks (OECD, 2006).

To conclude, it seems that there are two main reasons for pension fund responsible investment. The first
is to improve financial return-risk ratio of the pension fund (egoistic values) and the second is as a goal of
its own based on the four groups of motives (altruistic and/or biospheric values). In all, different motives
may play a role regarding the conduct of pension funds. The interaction of the motives relating to
financial focus (egoistic values) and to responsibility (altruistic and biospheric values) seems evident:
financial focus might negatively affect responsibility focus as it could increase risks originating from

ESG. Respectively, strict responsibility focus can indicate that financial focus suffers.



2.4 Hypotheses

Altruistic, biospheric and egoistic value orientations have proven to be useful when explaining pro-social
behaviour and behavioural intention (Bénabou & Tirole, 2010; Steg et al. 2014). The literature suggests
that responsible investments of a pension fund may be driven by motives that relate to responsibility
focus (Clark & Hebb, 2005; Bénabou & Tirole, 2010) and to financial return (e.g. Bauer et al., 2005;
Galema et al., 2008; Renneboog et al., 2011). However, this literature does not specifically investigate the
interaction or trade-off between responsibility and finance. We want to find out how European pension

funds manage with these potentially conflicting goals. Our hypotheses are as follows:

HI: There is a positive association between altruistic/biospheric values (proxied by Responsibility focus)

of a pension fund and having a responsible investment strategy.

H2: There is a negative association between egoistic values (proxied by Financial focus) of a pension

fund and having a responsible investment strategy.

3 Data and Methodology

We test the hypotheses by using pension fund survey data consisting of more than 250 pension funds
(281) from 15 countries: Austria, Belgium, Denmark, Finland, France, Germany, Iceland, Italy,
Luxemburg, Norway, Spain, Sweden, Switzerland, the Netherlands and the United Kingdom (described in
Sievinen et al. 2013). The sampling targeted pension funds, the financial authorities of each country, and
the directory of “Pension funds and their advisers 2008 (Wilmington, 2008) as the sources for contact
information, irrespective whether they were familiar with responsible investing. The number of
respondents listed in the forthcoming tables may vary, because some respondents did not answer all the
questions. We classified the pension funds on the basis of whether they had a responsible investment
strategy, as inclusion of responsibility values and financial values in the strategy takes place through the
management board (governing body) that is also responsible for the outcomes of implementation (OECD

2009).



We measured the dependent variable of whether the pension fund has a responsible investment strategy
(“Our pension fund has a responsible investment strategy”) on a Likert scale, where 1 = completely
disagree, 7 = completely agree and 8 = I do not know. We excluded the last response class, 8, (0.4% of
respondents) from the analysis. We classified the respondents into three classes: pension funds which
have no clear responsible investment strategy (classes 1-3; 37.0% of respondents; “conventional pension
funds; abbreviated as C), neutral ones (only class 4; 10.9%; “neutral pension funds”; N), and pension
funds with a responsible investment strategy (classes 5-7; 51.8%; “pension fund with a responsible
investment strategy”; RI). This classification enables the characterisation of deviations towards
conventional and responsible investment strategies from the neutral position. The distribution of the

observations of the dependent variable for each response class is in Table 1.

[Insert Table 1 about here]

To measure the interaction of responsibility focus and financial focus, we used two independent variables,
“Our pension fund has investments that we consider to be responsible investments” (Responsibility focus,
r) and “If responsible investment means lower financial return, we cannot do it” (Financial focus, f). Both
variables used a Likert scale, where 1 = completely disagree, 7 = completely agree and 8 = I do not know
(excluded from the analysis). In total, we use three variables: the dependent variable measures whether
responsibility is accounted for in the strategy, and the two independent variables measure the practice, i.e.

how Responsibility focus r and Financial focus f interact.

[Insert Table 2 and 3 about here]

To examine the potential conflict of interest between Responsibility focus r and Financial focus f, we
estimated the response class probabilities for the three classes of pension funds (C, N, RI) by using

multinomial logistic model (Hosmer and Lemeshow, 1989). Multinomial logistic regression has been
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used in finance (Ongena & Ilkay, 2011), in decision making (Daley, 2008), when studying preferences
(Larsen & Harlan, 2006; Sharp et al., 2011) and in environmental studies (Trexler & Travis, 1993;
Mzoughi, 2011). In general, we find Hosmer and Lemeshow (1989) a good statistical reference to these
models (under the heading “polynomous logistic regression”), where the necessary formulas can be
found. We have specified the model formulas in the “Results and discussion” section. In our case the
model describes the dependency of the probability of a respondent to fall in one of the three response
classes: C, N and RI as a function of the independent variables Responsibility focus r and Financial focus
f. In ordinary logit models the response is binary i.e. has two possible results, ‘success’ and ‘failure’. The

model is:
(1) logit(p) = a + b*r + c*f

where p is the probability of success, r and f are the values of the independent variables Responsibility
focus r and Financial focus f, and a, b and ¢ are parameters that are estimated from the data. In our case,
the dependent variable takes three values C, N and RI, which calls for multinomial logistic models. These
models can best be understood as two ordinary logistic models with N as the ‘failure’ class and C and RI
as ‘success’ classes, respectively. In the multinomial model this means that we use N as the reference
class. These two logistic models have altogether six parameters. The success probabilities p(C) = p(Clr, f)
and p(RI) = p(RIlr, f) are functions of the independent variables and the parameters can be estimated from
the data. The two models are combined by normalising the probabilities p(C), p(N) and p(RI) such that
their sum equals 1. The multinomial approach is also applied when there is only one explanatory variable,

be it Responsibility focus r or Financial focus f.

The effect of the two independent variables on the three probabilities is described by using odds ratios
(OR), which can be calculated from the estimated parameter values. Odds ratio is a typical tool in (even
multinomial) logistic models. It is a measure of discrepancy between two proportions, and it carries
information on both the direction and the size of the effect (Rita & Komonen, 2008; Hosmer &

Lemeshow, 1989). The odds ratios are calculated by first transforming the two proportions to be
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compared into odds. The odds corresponding to a proportion p is defined as p/(1-p), i.e. the ratio of the
probability that an incident takes place to the probability that it does not. Then, the odds of the
proportions of C and RI for each independent variable are compared to the odds of N by calculating their
ratio, i.e. the odds ratio. We used PASW Statistics 18.0 software for the analysis, which by default
excludes cases with missing values listwise. For the odds ratios that are below one, indicating decrease in
the probability, we use the technique suggested by Rita and Komonen (2008). It makes the results
comparable with odds ratios that are above one (indicating increase), and add the exponent of “-1” to
inform that the direction of the effect is downwards. This technique is useful because from below, odds
ratios are limited by zero, whereas from above, there is no limit. In other words, the neutral value of an
odds ratio (1) can decrease only by 100%, whereas its increase is not limited. This technique makes it

easy to compare the size of the effects in opposite directions.

4 Results and discussion

Table 4 provides the estimation results for three different models: in the first two univariate models
Responsibility focus r and Financial focus f act separately as independent variables, in the third, both
independent variables are included. As we have three response classes (C, N, RI), we need three
equations, one for each of the response classes. These models are given in Equations 2-4. The univariate
models, which contain only r or f are obtained from Equations 2-4 by setting the other independent

variable to their average value.

The equations are:

(2) p(ClIr, f) = exp(ac + e, r + Bes™f) / [1 + exp(ac + Pe*r + Bef) + explorr + Prir*r + Bri
I

(3) p(NIr, f) = 171 + exp(ac + Be.*r + Begf) + explaw + Bri 1 + Brif)]

(4) P(RIr, f) = exp(ag; + Brir*r + Priff) / [1 + exp(ac + Be,*r + Peff) + exp(ars + Pri*r +
Prish]
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where
- p is the probability of belonging to a specific response group class which are:
- C conventional pension funds
- N pension funds with a neutral stance towards the existence of a responsible investment strategy
- RI pension funds with a responsible investment strategy
r and f are the values for the independent variables Responsibility focus and Financial focus and
- ac is the constant for response class C (“‘conventional PF”)
- ag is the constant for response class RI (“PF with a RI strategy”)
- e -is the coefficient for “Responsibility focus” for the response class C (“conventional PF”)
- PBri -1s the coefficient for “Responsibility focus” for the response class RI (“PF with a RI strategy”)
- Beyis the coefficient for “Financial focus” for the response class C (“conventional PF”)
- Priis the coefficient for “Financial focus” for the response class RI (“PF with a RI strategy”).

The estimation results of the first univariate model are reported in Table 4 and show that the odds ratio for
Responsibility focus r equals 1.613™" (p <0.001). This odds ratio is derived as 1 divided by the original
OR, 0.620. Values of the odds ratio below 1 reveal that when the value of Responsibility focus r increases
by one unit on the Likert scale, the probability of belonging to the class of conventional pension funds
decreases. This contrasts with pension funds with a responsible investment strategy as their odds ratio is
1.471 (p <0.001). Hence, the increase of Responsibility focus r increases the probability of falling into the
class of pension funds with a responsible investment strategy. This indicates a connection of
responsibility between strategy and practice and supports the link between responsible investment and the
values and motives that relate to responsibility. This also supports the finding that differences in ethical
and moral issues help explain the differences between responsible and conventional investors.

Furthermore, the finding is in alignment with several studies which find that biospheric and altruistic
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value orientations can be associated with pro-social behaviour and pro-social behavioural intention. In
summary, the estimation results suggest that one unit increase in Responsibility focus r reduces the
probability of a pension fund to fall into the conventional pension fund class and increases the probability
of belonging to the class of pension funds with a responsible investment strategy. These opposite effects
are roughly equal (OR 1.613" vs. OR 1.471). The variable Responsibility focus r is statistically
significant at the model level (p = 0.000). To conclude, more responsibility considerations seem to be
associated with a responsible investment strategy, and there is no significant association with a

conventional investment strategy.

Table 4 also shows that the odds ratio for Financial focus fis 1.399 (p < 0.05) for the conventional
pension funds. This implies that when the value of Financial focus f increases by one unit on the Likert
scale, the probability for a pension fund to fall into the class of conventional pension funds increases as
well. This variable is significant at the 5% level with conventional pension funds, whereas for pension
funds with a responsible investment strategy it isn’t (OR 1.100, p=0.365). This result indicates that as
such, Financial focus f is appreciated by the conventional pension funds more strongly than by the
pension funds with a responsible investment strategy. This finding supports the results of Renneboog et
al. (2008) who find that institutional investors are not willing to accept suboptimal financial performance
to pursue responsibility. The finding also is in line with studies that report responsible investing to deliver
lower financial returns than conventional investing (e.g. De Haan et al., 2012). Furthermore, the results
reveal that Financial focus f is appreciated by the conventional pension funds almost as strongly as
Responsibility focus r is by funds with a responsible investment strategy (OR 1.399 vs. 1.471). The
variable Financial focus f obtains statistical significance (p=0.000) at the model level. In other words, a
stronger focus on financial considerations seems to be associated with a conventional investment strategy,

but to some extent also with a responsible investment strategy.

The multivariate model contains the independent variables Responsibility focus » and Financial focus f

(equations 2-4). The multivariate, third model (Table 4) contains independent variables Responsibility

14



focus r and Financial focus f (equations 2-4). For conventional pension funds, the estimate for
Responsibility focus r is slightly smaller than in the univariate model: OR is 0.628 or 1.593-1 (p <0.001),
and for Financial focus f'it is slightly smaller as well: OR is 1.297 (p<0.05). For the pension funds with a
responsible investment strategy, the estimates for both variables slightly increase: OR for Responsibility
focus r is now 1.473 (p=0.001) and for Financial focus f it is 1.117 (p=0.308). It appears that the odds
ratios remain roughly the same for both classes, which confirms the low correlation between
Responsibility focus r and Financial focus f, which also was detected in Table 3. For Responsibility focus
r the p-value is significant in both pension fund classes, and for Financial focus f, it is significant for
conventional pension funds. At the model level, the p-value for Responsibility focus r is 0.000 whereas
for Financial focus f it changes into 0.078. In summary, for conventional pension funds, the
Responsibility focus r is slightly smaller than in the univariate model and for Financial focus f it is
slightly smaller as well. For the pension funds with a responsible investment strategy, the estimates for

both variables slightly increase.

The estimation results in Table 4 make us conclude that the ‘distance’ to the neutral funds for the variable
Responsibility focus r is about the same size for both pension fund classes (C, RI). The sign of the odds
ratio clearly shows the opposite direction, which supports our hypotheses: more responsibility
considerations are to be associated with pension funds with a responsible investment strategy but not with
a conventional investment strategy. The estimation results show that a lower appreciation for
Responsibility focus » and more Financial focus f increase the probability that the pension fund does not
have a responsible investment strategy i.e. tends to be a conventional pension fund. An interesting result
is that a higher appreciation for Responsibility focus » and more Financial focus f both seem to slightly
increase the probability that the pension fund has a responsible investment strategy. These results indicate
that when both responsibility and financial focus are investigated together, in the case of conventional
pension funds, the results stay almost the same as in the models with one of these variables only. As the

results stay almost the same, for a fixed value of financial focus, the responsibility focus may vary on its
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own, i.e. financial and responsibility focuses only slightly depend on each other. Conventional pension
funds do not seem to pay attention to responsibility focus, but instead favour financial focus. Pension
funds with a responsible investment strategy seem to pay attention to both responsibility and financial

focus more intensively when both are investigated together.

[Insert Table 4 about here]

In order to get a more thorough understanding of the problem at hand, we calculate response class
probabilities as a function of the dependent variable, based on Responsibility focus » and Financial focus f
(see equations 2-4). Figure 1 enables us to see how the effects of Responsibility focus r and Financial
focus f relate to the probability of having a responsible investment strategy throughout the whole
response range (see table 2; ranges 1-7), and thus characterises the impact of the dependent variable with

respect to the three response class probabilities (C, N, RI).

[Insert Figure 1 about here]

Figure 1. The impact of Responsibility focus r and Financial focus f on the probability for a pension fund

to fall into each of the response classes.

In Figure 1, the continuous descending grey curve (1.) shows the importance of Responsibility focus r for
conventional pension funds at different levels of the variable. The pension funds that have completely
disagreed (i.e., chosen ‘1’ on the question of whether they have responsible investments) have a
probability of 0.85 to belong to the class of conventional pension funds. Hence, Responsibility focus r
strongly explains why a pension fund belongs to the class of conventional pension funds. For the response
level 2, the probability is around 0.75, whereas for the response levels 5-7, the probability drops to around
0.25 — 0.08 at the higher levels of the variable Responsibility focus r. These results suggest that zero or
very little responsibility considerations strongly indicate that the pension fund has not included

responsibility in its strategy.
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The ascending black curve (2.) shows the impact of Responsibility focus r for the pension funds with a
responsible investment strategy. It seems that this curve is almost completely opposite to that of the
conventional pension funds. The pension funds that have replied 1 or 2 have a probability of around 0.08
to have a responsible investment strategy. At the other end of the curve, the probabilities are beyond 0.80.
Thus this variable provides clear evidence of the variable Responsibility focus r in determining the
existence of a responsible investment strategy. In addition, Figure 1 includes the fairly horizontal curve
(3.) of the neutral pension funds. We have not reported these results in the Table 1, as we used this class
as the reference. It appears that the impact of the Responsibility focus r on the probability of falling into
the neutral class is very limited. These results suggest that a lot of responsibility considerations strongly
indicate that the pension fund has included responsibility in its strategy. For neutral pension funds, the

results give only limited indication whether they did so.

In Figure 1, curves 4., 5., and 6. suggest that Financial focus f has a weaker impact on the classification of
the pension funds than the variable Responsibility focus 7. The curves relating to Financial focus f are
mostly horizontal. Thus the probability of being a conventional pension fund, neutral pension fund, or a
pension fund with a responsible investment strategy, changes much less across the levels of Financial
focus f than across Responsibility focus r. This seems to contradict with the stronger bond between
conventional investing and the importance of the financial focus, which we expected in hypothesis 2.
However, curve (4.) shows an increasing trend. Within the range 1-3 (curve 4.), the respondents disagree
with the claim that if responsible investment means lower financial return, they cannot do it, i.e. within
this range the respondents may consider taking into account responsible investment criteria, even if it
delivers less financial returns. At the other end of the range, the two curves (4. and 5.) become much
closer and the differences in the probabilities become much smaller. These results suggest that pension
funds, regardless whether they have a responsible investment strategy, may not be willing to undertake

responsible investment practices if this would result in lower financial returns and/or higher risk.

17



A comparison of the curves shows that Responsibility focus r (curves 1., 2. and 3.) differentiates the
conventional pension funds and the pension funds with a responsible investment strategy in a much
clearer way than the Financial focus f does (curves 4., 5. and 6.). The results give support for the first
hypothesis that there is a positive association between altruistic/biospheric values (Responsibility focus r)
of a pension fund and having a responsible investment strategy. The second hypothesis, a negative
association between egoistic values (Financial focus f) of a pension fund and having a responsible

investment strategy gets much less support.

We conclude that pension funds with a responsible investment strategy connect both Responsibility focus
r and Financial focus f (Table 4, Figure 1). This finding suggests that the two are not mutually exclusive.
This connection of strategy and practice is in line with studies that find that pro-social behaviour and pro-
social behavioural intentions result from values that guide individuals and social entities (De Groot &
Steg, 2009; Steg et al., 2014). The finding that pension funds connect their strategy with financial focus is
compatible with the findings of several authors (Bénabou & Tirole, 2010) and with fiduciary duty
(Richardson, 2009). Hence, we think we can confirm that egoistic, biospheric and altruistic value

orientations are helpful when it comes to explaining pro-social behaviour and of pension funds.

Our results suggest that pension funds with a responsible investment strategy connect their values that are
included in the strategy. This can support long-term value creation (Juravle & Lewis, 2008). We find that
conventional pension funds prefer financial focus above responsibility focus. This finding strengthens the
traditional image of these investors. Although some studies document responsible investing to deliver
lower financial return than conventional investing (e.g. De Haan et al., 2012), the comparison of results of
pension funds that have a responsible investment strategy and their conventional peers reveals that both
share the financial focus. Actually, Figure 1 shows that financial focus is more strongly related to the
probability that a pension fund has a responsible investment strategy than that it does not. For neutral

pension funds, neither responsibility focus nor financial focus explains their attitude. All this very well
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reflects the fact that pension funds are in a transition period when it comes to positioning themselves

regarding responsible investment and integrating sustainable development in their business strategy.

5 Conclusion

We investigate how pension funds make trade-offs between sustainable development and financial
performance. At the level of the firm, sustainable development translates into accounting for
environmental, social and governance policies and performance. For pension funds, this is especially
evidenced in responsible investing. We investigate the priorities or focus of these institutions regarding
responsible investing and finance. We study funds with varying degrees of responsibility financial focus.
This is a salient topic because previous studies mainly focus on the impact of responsibility on the
financial returns and do not investigate the interaction of these two from the perspectives of values and

motives and, in fact, take responsibility for granted.

To study these potentially conflicting goals, we investigate different values and motives that relate to both
responsibility focus (altruistic and biospheric values) and financial focus (egoistic values) of pension
funds. We use survey data of pension funds from 15 European countries and test our hypotheses with

multinomial logistic regression.

We find that pension funds that combine strong financial focus with strong responsibility focus are very
likely to have incorporated responsibility in their strategy. This supports earlier research that finds a
positive relationship between the values and motives of management and responsibility (Epstein & Roy,
2001; Hemingway & Maclagan 2004; Maon et al. 2008; Nilsson, 2008; Starr, 2008) as well as studies
finding that altruistic and biospheric values and motives matter in explaining pro-social behaviour and
behavioural intentions (Bénabou & Tirole, 2010; Steg et al., 2014). The finding is also in alignment with
the OECD (2009) and the second PRI principle of incorporating ESG issues into ownership policies and
practices that is, accounting for responsibility both in strategy and in their daily investment operations.

This also supports recent regulations from the (EU, 2014ab) and relates to long-term value creation
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(Juravle & Lewis, 2008). Further, we establish that pension funds with strong financial focus but without
responsibility focus do not have a responsible investment strategy. This finding supports the results of De
Groot and Steg (2009) who argue that next to altruistic and biospheric values one has to account for

egoistic values when explaining pro-social behaviour.

The implications of our study for investors are that peers that have already incorporated responsibility in
their strategy manage to combine both responsibility focus and financial focus. Several studies indicate
that responsibility does not harm returns, but actually provide better risk management. As for businesses,
our results provide valuable information regarding what matters for their investors. When investors
incorporate responsibility in strategy and in their investment operations, it means that the investment
targets, i.e. businesses, have a strong incentive to align with these requirements. Investors’ responsibility
is to be further strengthened with future regulations, and with common aspiratory goals such as the UN’s
Sustainable Development Goals. This provides ample opportunities for businesses to benefit from their
corporate social responsibility and to develop it further. The increasing amount of assets invested
responsibly and the growing number of UN PRI signatories indicate that responsible investment is largely

seen as a highly relevant topic for both the long-term strategy and daily operations of investors.

Our study is limited by the usual drawbacks of a survey approach, such as that the design is not very
flexible, our questions might be inappropriate and the data is based on self-reporting of pension funds.
Second, the findings are limited in generalisability to other types of financial institutions. Third, our
methodology is not suitable to address causality issues and we cannot conclude if and how views held by
the financial management of pension funds about responsibility focus and financial focus result in
responsible investing. However, in reality, causality seems plausible when responsibility is taken from
strategy to practice. It is also problematic that pension funds are not required to report about their actual
financial focus or their actual achievements regarding responsibility focus in a systematic manner that is
both verified and externally audited, as it would support with closing the gap between existing regulations

and related reporting, and practice (Haigh and Guthrie, 2010). The requirement of the signatories of the
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PRI to publically disclose their responsible investment reporting (see UN PRI, 2016¢) may be the first

step towards this.

To wrap up, our study addresses the extent to which responsibility focus and financial focus matter to
pension funds regarding responsible investing from an empirical perspective. We explain how values
transfer from the individual level to the pension fund level and to the governing body, and explain how
the values and motives of pension funds relate to their strategy and investments. We apply an approach
that has proven quite productive in environmental psychology literature to the fields of management and
finance, and improve our understanding of a phenomenon that has attracted much interest, especially
during the financial crisis of 2007-2009, as well as recently, namely that financial institutions should care

about society.

21



References

Adler T, Kritzman M. 2008. The cost of socially responsible investing. Journal of Portfolio Management
35: 52-57.

Amato LH, Amato CH. 2012. Business Strategy and the Environment 21: 317-325.

Angelidis J, Ibrahim N 2004. An exploratory study of the impact of degree of religiousness upon an
individual's corporate social responsiveness orientation. Journal of Business Ethics 51: 119-128.

Bauer R, Koedijk K, Otten R. 2005. International evidence on ethical mutual fund performance and
investment style. Journal of Banking & Finance 29: 1751-1767.

Bauer R, Braun R, Clark GL. 2008. The emerging market for European corporate governance: The
relationship between governance and capital expenditures, 1997-2005. Journal of Economic Geography
8: 441-69.

Bénabou R, Tirole J. 2010. Individual and corporate social responsibility. Economica 77: 1-19.

Bengtsson E. 2008. A history of Scandinavian socially responsible investing. Journal of Business Ethics
82: 969-983.

Berkhout T, Rowlands IH. 2007. The voluntary adoption of green electricity by Ontario-based companies.
The importance of organizational values and organizational context. Organization & Environment 20:
281-303.

Boiral O, Talbot D, Paillé P. 2015. Leading by Example: A Model of Organizational Citizenship
Behavior for the Environment. Business Strategy and the Environment 24: 532-550.

Buegl R, Leimgruber C, Huni GR, Scholz RW. 2009. Sustainable property funds: financial stakeholders'
views on sustainability criteria and market acceptance. Building Research and Information 37: 246-263.

Brandon G, Lewis A. 1999. Reducing household energy consumption: A qualitative and quantitative field
study. Journal of Environmental Psychology 19: 75-85.

Carbone V, Moatti V., Vinzi, VE. 2012. Mapping Corporate Responsibility and Sustainable Supply
Chains: an Exploratory Perspective. Business Strategy and the Environment 21: 475-494.

Charlo MJ, Moya I, Mufios AM. 2015. Sustainable Development and Corporate Financial Performance:
A Study Based on the FTSE4Good IBEX Index. Business Strategy and the Environment 24: 277-288.

Cheah ET, Jamali D, Johnson JEV, Sung MC. 2011. Drivers of corporate social responsibility attitudes:
The demography of socially responsible investors. British Journal of Management 22: 305-323.

Clark GL. 2000. Pension Fund Capitalism. Oxford University Press: Oxford, U.K.

Clark GL. 2007. Expertise and representation in financial institutions: UK legislation on pension fund
governance and US regulation of the mutual fund industry. Twenty-First Century Society: Journal of the
Academy of Social Sciences 2: 1-23.

Clark GL. 2008. Governing finance: Global imperatives and the challenge of reconciling community
representation with expertise. Economic Geography 84: 281-302.

Clark GL, Hebb T. 2005. Why should they care? The role of institutional investors in the market for
corporate global responsibility. Environment and Planning A 37: 2015-2031.

22



Clark GL, Wéjcik D. 2007. The Geography of Finance. Oxford, U.K.: Oxford University Press.
Collett D. 2003. Modelling Binary Data. Boca Raton, Chapman & Hall/CRC.

Daley DM. 2008. Public participation and environmental policy: What factors shape state agency's public
participation provisions? Review of Policy Research 25: 20-34.

Derwall J, Guenster N, Bauer R, Koedijk K. 2005. The eco-efficiency premium puzzle. Financial
Analysts Journal 61: 51-63.

De Haan M, Dam L, Scholtens B. 2012. The drivers of the relationship between corporate environmental
performance and stock market returns. Journal of Sustainable Finance and Investment 2: 338-375.

De Groot JIM, Steg L. 2009. Mean or green: which values can promote stable pro-environmental
behavior? Conservation Letters 2: 61-66.

De Villiers C, Naiker V, van Staden CJ. 2011. The effect of board characteristics on firm environmental
performance. Journal of Management 37: 1636-1663.

Epstein MJ, Roy MJ. 2001. Sustainability in Action: Identifying and Measuring the Key Performance
Drivers. Long Range Planning 34:585-604.

Ervin D, Wu J, Khanna M, Jones C, Wirkkala T. 2013. Motivations and Barriers to Corporate
Environmental Management. Business Strategy and the Environment 22: 390—409.

The European Union, 2014a. Directive 2014/95/EU of the European Parliament and of the Council of 22
October 2014 amending Directive 2013/34/EU as regards disclosure of non-financial and diversity
information by certain large undertakings and groups. http://eur-lex.europa.eu/legal-
content/en/TXT/?uri=CELEX %3A32014L.0095 [10 December 2016].

The European Union, 2014b. Proposal for a Directive of the European Parliament and of the Council
amending Directive 2007/36/EC as regards the encouragement of long-term shareholder engagement and
Directive 2013/34/EU as regards certain elements of the corporate governance statement /*
COM/2014/0213 final - 2014/0121 (COD) */, http://eur-lex.europa.eu/legal-
content/EN/TXT/?2uri=COM%3A2014%3A213%3AFIN [10 December 2016].

Fowler S, Hope J. 2007. A critical review of sustainable business indices and their impact. Journal of
Business Ethics 76: 243-252.

Galema R, Plantinga A, Scholtens B. 2008. The stocks at stake: Return and risk in socially responsible
investment. Journal of Banking & Finance 32: 2646-2654.

Givens JE, Jorgenson AK. 2011. The effects of affluence, economic development, and environmental
degradation on environmental concern: A multilevel analysis. Organization & Environment 24: 74-91.

Haigh M, Guthrie J. 2010. Management Practices in Australasian Ethical Investment Products: A Role for
Regulation? Business Strategy and the Environment 19: 147-163.

Hemingway CA, Maclagan PW. 2004. Managers’ Personal Values as Drivers of Corporate Social
Responsibility. Journal of Business Ethics 50: 33-44.

Hong H, Kacperczyk, M. 2009. The price of sin: The effects of social norms on markets. Journal of
Financial Economics 93: 15-36.

Hong H, Kostovetsky L. 2012. Red and blue investing: Values and finance. Journal of Financial
Economics 103: 1-19.

23



Hosmer DW, Lemeshow S. 1989. Applied Logistic Regression. John Wiley & Sons Inc.: New York.

Jansson M, Biel A. 2011. Motives to engage in sustainable investment: A comparison between
institutional and private investors. Sustainable Development 19: 135 -142.

Jiao Y. 2010. Stakeholder welfare and firm value. Journal of Banking & Finance 34: 2549-2561.

Juravle C, Lewis A. 2008. Identifying impediments to SRI in Europe: a review of the practitioner and
academic literature. Business Ethics: A European Review 17: 285-310.

Kakabadse NK, Kakabadse A. 2005. Prudence vs professionalism exploratory examination of pension
trustee capability. Personnel Review 34: 567-587.

Kempf A, Osthoff P. 2007. The effect of socially responsible investing on portfolio performance.
European Financial Management 13: 908-922.

Larsen L, Harlan SL. 2006. Desert dreamscapes: Residential landscape preference and behaviour.
Landscape and Urban Planning 78: 85-100.

Lewis A, Juravle C. 2010. Morals, markets and sustainable investments: A qualitative study of
'champions'. Journal of Business Ethics 93: 483-494.

Lindenberg S, Steg L. 2007. Normative, gain and hedonic goal frames guiding environmental behavior.
Journal of Social Issues 63: 117-137.

Maon F, Lindgreen A, Swaen V. 2008. Thinking of the Organization as a System: The Role of
Managerial Perceptions in Developing a Corporate Social Responsibility Strategic Agenda. Systems
Research and Behavioral Science 25: 413-426.

Markowitz H. 1991. Foundations of portfolio theory. The Journal of Finance 46: 469-477.

Marshall S, Anderson K, Ramsay I. 2009. Are superannuation funds and other institutional investors in
Australia acting like 'unversal investors? Journal of Industrial Relations 51: 439-458.

Martinez-Ferrero J, Frias-Aceituno JV. 2015. Relationship Between Sustainable Development and
Financial Performance: International Empirical Research. Business Strategy and the Environment 24: 20—
39.

Mzoughi N. 2011. Farmers adoption of integrated crop protection and organic farming: Do moral and
social concerns matter? Ecological Economics 70: 1536-1545.

Nilsson J. 2008. Investment with a conscience: Examining the impact of pro-social attitudes and
perceived financial performance on socially responsible investment behavior. Journal of Business Ethics
83: 307-325.

OECD. 2006. OECD Guidelines on pension fund asset management.
http://www.oecd.org/dataoecd/59/53/36316399.pdf [11 August 2016]

OECD. 2009. OECD Guidelines for pension fund governance.
http://www.oecd.org/dataoecd/18/52/34799965.pdf] 1 June2013][

OECD. 2011. OECD StatExtracts. http://stats.oecd.org/index.aspx [ 1June 2013]

Ongena S, Ilkay SY. 2011. Which firms engage small, foreign, or state banks? And who goes Islamic?
Evidence from Turkey. Journal of Banking & Finance 35: 3213-3224.

Pasewark W. 2010. It's a matter of principle: The role of personal values in investment decisions. Journal
of Business Ethics 93: 237 -253.

24



Renneboog L, Ter Horst J, Zhang C. 2008. Socially responsible investments: Institutional aspects,
performance, and investor behaviour. Journal of Banking & Finance 32: 1723-1742.

Renneboog L, Ter Horst J, Zhang C. 2011. Is ethical money financially smart? Nonfinancial attributes
and money flows of socially responsible investment funds. Journal of Financial Intermediation 20: 562-
588.

Richardson BJ. 2009. Keeping ethical investment ethical: Regulatory issues for investing for
sustainability. Journal of Business Ethics 87: 555-572.

Rita H, Komonen A. 2008. Odds ratio: an ecologically sound tool to compare proportions. Annales
Zooogi.Fennici 45: 66-72.

Rosen BN, Sandler DM, Shani D. 1991. Social-issues and socially responsible investment behaviour — a
preliminary empirical-investigation. Journal of Consumer Affairs 25: 221-234.

Scholtens, B., 2006, Finance as a driver of corporate social responsibility, Journal of Business Ethics
68: 19-33.

Scholtens B, Sievdnen R. 2013. Drivers of socially responsible investing: A case study of four Nordic
countries. Journal of Business Ethics 115: 605-616.

Schwartz SH. 1992. Universals in the content and structure of values: Theoretical advances and empirical
tests in 20 countries. In Advances in experimental social psychology, Zanna M (ed). Academic Press:
Orlando.

Sharp RL, Larson LR, Green GT. 2011. Factors influencing public preferences for invasive alien species
management. Biological Conservation 144: 2097-2104.

Shen J, Saijo T. 2008. Reexamining the relations between socio-demographic characteristics and
individual environmental concern: Evidence from Shanghai data. Journal of Environmental Psychology
28: 42-50.

Shiller RJ. 2013. Capitalism and financial innovation. Financial Analysts Journal 69: 21-25.

Sievidnen R, Rita H, Scholtens B. 2013. The drivers of responsible investment: The case of European
pension funds. Journal of Business Ethics 117: 137-151.

Sjostrom E. 2010. Shareholders as norm entrepreneurs for corporate social responsibility. Journal of
Business Ethics 94: 177-191.

Starr MA. 2008. Socially responsible investment and pro-social change. Journal of Economic Issues 42:
51-73.

Steg L, Perlaviciute G, van der Werff E, Lurvink J. 2014. The significance of hedonic values for
environmentally relevant attitudes, preferences, and actions. Environment & Behavior 46: 163-192.

Stern PC. 2000. Toward a coherent theory of environmentally significant behavior. Journal of Social
Issues 56: 407-424.

Stern PC, Dietz T. 1994. The value basis of environmental concern. Journal of Social Issues 50: 65-84.

Thamotheram R, Wildsmith H. 2007. Increasing long-term market returns: realising the potential of
collective pension fund action. Corporate Governance: An International Review 15: 438-454.

Trexler JC, Travis J. 1993. Non-traditional regression-analyses. Ecology 74: 1629-1637.

25



UN PRI — United Nations Principles for Responsible Investment. 2016a. Signatories to the Principles for
Responsible Investment. http://www.unpri.org/signatories/signatories/ [10 December 2016]

UN PRI - United Nations Principles for Responsible Investment. 2016b. Introducing responsible
investment. http://www.unpri.org/introducing-responsible-investment/ [11 August 2016]

UN PRI - United Nations Principles for Responsible Investment. 2016¢. 2014-15 Public RI Transparency
Reports. http://www.unpri.org/areas-of-work/reporting-and-assessment/reporting-outputs/2014-15-public-
ri-transparency-reports/ [ 13 March 2016]

Van der Wal Z, Huberts L. 2008. Value solidity in government and business - Results of an empirical
study on public and private sector organizational values. American Review of Public Administration 38:
264-285.

Whitmarsh L, O'Neill S. 2010. Green identity, green living? The role of pro-environmental self-identity in
determining consistency across diverse pro-environmental behaviours. Journal of Environmental
Psychology 30: 305-314.

Williams S, Schaefer A. 2013. Small and Medium-Sized Enterprises and Sustainability: Managers’
Values and Engagement with Environmental and Climate Change Issues. Business Strategy and the
Environment 22: 173-186.

Wilmington. 2008. Pension Funds and their Advisers. The United Kingdom: AP Information Services,
Wilmington Publishing & Information Ltd.

26



