USS:  Responsible Investment FAQs
What is USS?
Universities Superannuation Scheme (USS) is the principal pension scheme designed exclusively for academic and academically-related  staff in UK universities and certain other institutions engaged in higher  education and research.

Today USS, which has more than 360 participating institutions and in excess of 200,000 members, is the second-largest pension scheme in the UK by fund size with assets at 31 March 2005 of around £22 billion.

Universities Superannuation Scheme Limited (USS Ltd) is  the trustee company responsible for administering the scheme. While employers  are represented on this body it also has independent directors and the  trustee company acts impartially to protect the rights and interests of  its members. It is the role of USS Ltd to:

· administer the scheme

· collect all contributions due from employers and employees

· to invest all monies due from the fund in investments authorised  by the Rules

· to pay benefits.
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HIGHLIGHTS

· Stock markets were less favourable in 2004 than 2003. However, despite the change of managers and transition costs incurred during the calendar year the fund returned 8.9%.
· The ten-year return of the fund stands at 7.4% per annum compared with earnings growth of 4.1% per annum and retail price inflation of 2.7% per annum. 

· USS continues to take a leading stance on corporate governance and other extra-financial issues, as described in Responsible Investment below. The underlying theme remains encouraging investors and those companies in which they invest to give appropriate weight to issues likely to affect value in what, by most conventional investment criteria, is the comparatively distant future, e.g. five, ten, even twenty years time.
RESPONSIBLE INVESTMENT

As explained more fully in previous reports, the committee believes that the members of USS are best served by the investment professionals who have direct stewardship of USS’s assets giving due consideration, as an integral part of their investment decision-making, to extra-financial issues such as good corporate governance practices and sound management of social, environmental and ethical issues. This is of particular importance given that the fund is receiving money for investment today to provide pensions in more than fifty years time.
As an institutional investor that takes seriously its fiduciary obligations to its beneficial and institutional members, the trustee company aims to be an active and responsible long-term shareholder of companies and markets in which it invests. The trustee company pursues this policy in order to protect and enhance the value of the fund’s investments by encouraging responsible corporate behaviour.

The trustee company therefore requires its fund managers to pay appropriate regard to relevant corporate governance, social, ethical and environmental considerations in the selection, retention and realisation of all fund investments. The management committee expects this to be done in a phased manner and one which is consistent with the trustee company’s investment objectives and legal duties.

The management committee has instructed its internal fund manager and called on its external managers to focus their effort on the engagement option, and thus seeks to use its influence as a major institutional investor to promote good practice by investee companies and by markets to which the fund is particularly exposed.

The management committee expects the scheme’s fund managers to undertake appropriate monitoring of the policies and practices on material corporate governance and social, ethical and environmental issues of current and potential investee companies.

The aim of such monitoring should be to identify problems at an early stage, and enable engagement with management to see appropriate resolution of such problems. The trustee company will use voting rights as part of this engagement strategy, where voting should be undertaken in a prioritised, value-adding and informed manner. Where collaboration is likely to be the most effective mechanism for encouraging company management to address these issues appropriately, the trustee company expects its fund managers to participate in joint action with other institutional investors.

The investment committee monitors this engagement on an on-going basis with the aim of maximising its impact and effectiveness. The trustee company’s governance, social, ethical and environmental policies are also reviewed regularly by the management committee and, where appropriate, updated to ensure that they are in line with good practice for pension funds in particular, and institutional investors in general.
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Why did you decide to do socially responsible investing?

1. It will help us identify good corporate governance
Today no properly run public company – or fund manager – should be unaware of the importance of public opinion and ethical issues. Professor Sir Graeme Davies, Chairman, USS Ltd (1999)
Good corporate management is one of the most important factors when making an investment decision. Although the traditional business skills are as important as they have always  been, today’s top corporate leaders also need to be able to manage relationships with a wider  range of stakeholders who can affect the company’s ability to operate successfully, its "licence  to operate". Leaders also need to be able to retain and motivate workers who can take their knowledge and expertise elsewhere, to foster innovation, to manage across cultures, and to build relationships with non-business stakeholders who may be critical of the company. In this highly complex, competitive and globalised market with a high degree of media transparency, corporate leaders need new attitudes and skills that were not considered essential less than a decade ago.  USS believes that the ability of senior management to deal with corporate social responsibility issues effectively is a useful indicator of management’s ability to rise to these other opportunities and challenges related to globalisation.

2. It will help us prevent or avoid value destruction

Accidents will always happen but if a company systematically mishandles a major environmental, ethical, governance or social problem, this can be an early indicator of wider financial problems, which may not yet have come to light. There is also good evidence that poor corporate governance decisions affect the interests of long-term investors. USS exists to safeguard the long-term interests of our participating institutions and individual members and pensioners.  Part of our fiduciary duty, therefore, is to take appropriate action if there are concerns about corporate governance issues or mis-management of "non financial risk".

Fund management is constantly evolving and we are increasing the resources we devote to corporate governance, social and environmental factors which can either destroy shareholder value or which – because the market does not recognise them adequately – allows us to  find assets which are mispriced. Peter Moon, CIO, USS Ltd (2000)

3. It will help us make more accurate valuations and better stock selection decisions

The intangible assets of a company include its intellectual property (e.g. patents) and reputational capital (which  reflects the strength of the company's relationship with  its stakeholders and hence its social, environmental  and governance performance). Such "intangible  assets" now play a significant and growing role in defining brand value  and share price. By integrating Responsible Investment issues into our investment methodology, USS is addressing  this investment challenge.

A significant body of research shows a moderate positive correlation between firms' environmental performance and its financial performance... However, capital markets have been slow to incorporate environmental information into mainstream investment decision-making.  US Environmental Protection Agency, Green Dividends? The Relationship between Firms’ Environmental Performance and Financial Performance (2000)
4. It will allow us to do our bit to address downsides of globalisation

Political and corporate decision-makers now acknowledge that there are serious and  legitimate concerns about the nature of "global capitalism". Such thinking is evident in the  statements and actions of leading business groups including the TransAtlantic Business Dialogue,  the World Business Council for Sustainable Development, the International Business Leaders Forum,  the International Chamber of Commerce and the World Economic Forum. The business response to this  situation – "Corporate Social Responsibility" (CSR) – is now increasingly a mainstream phenomenon.

The concept of corporate social responsibility is one that already commands much  attention in some of Britain's largest companies. Whatever view is taken of these developments, either  in general or in detail, they clearly represent a trend which the business community neither can nor  should ignore. Tony Newton, Professional Standards Director, Institute of Directors

As a long-term investor, USS wants to see the sustainable expansion of markets  and international trade. It is therefore committed to helping corporate leaders make globalisation work responsibly for the benefit of all and so strengthen the genuine legitimacy of the corporate world.

5. It will meet the real needs of our members

USS believes that its members want to be able to retire  into a world which is characterised by a healthy environment  and a healthy society, both nationally and internationally.  It is clear that corporations will have an important role  in influencing what kind of retirement future you, our members, face and thus, the real value of your retirement  income. Perhaps even  more important is the fact that USS is a large and immature  fund with long-term liabilities and therefore has particular  interest in ensuring the durable success of the markets  in which we hold significant investments. An important  part of the solution, therefore, and one which will benefit  all parties, is for  corporate and  financial decision-makers to take a longer-term perspective  in their decision-making. By deepening our understanding  of the business case for Responsible Investment issues,  we and other like-minded  institutional investors have the ability to act as a catalyst  for change.

National opinion data suggests that 75% of the public will  support the type of approach that USS is adopting (i.e.  to consider environmental, ethical, social and governance  performance but in a way which does not put at any risk the  investment performance). USS also has many individual members who are well informed about corporate governance  and corporate social  responsibility issues, and a dedicated members group, Ethics  for USS, who alongside the Association of University Teachers,  have made clear its desire to see USS take these issues  seriously.

6. It will reassure our key stakeholders

USS seeks to meet the legitimate requests of its stakeholders when this does not  undermine our fundamental fiduciary duty. A key player in shaping these societal expectations is the  UK Government which has indicated – through the Company Law Review, the SRI disclosure regulation  and in numerous ministerial speeches – its desire to see pension funds become more active in their  role as long-term shareholders.

Business-led initiatives have responded to these concerns. The Combined Code – the  outcome of the Cadbury, Greenbury and Hampel commissions – requires institutional investors to  "make considered use of their vote". More recently, the Association of British Insurers made clear  its view that investors should pay more systematic attention to social, ethical, environmental  and other "non financial risks" by the publication of its SRI Guidelines. And the Myners Review of Institutional Investment in the UK highlighted the fiduciary duty of fund managers in tackling corporate underperformance in a pre-emptive manner.

"...fund managers remain unnecessarily reluctant to take an activist stance in relation to corporate underperformance, even when this would be in their clients’ financial  interest." Paul Myners, 2001

Many pension funds are moving in a similar direction to USS. A recent study of the  UK’s top 500 occupational pension funds identified that 59% of the funds (representing 78% of the  assets) now have some form of policy on Socially Responsible Investment. US public pension funds  are major players in the debate about corporate governance and environmental performance, and a concern for "sustainability" is increasingly evident amongst EU investors. USS’s sister funds in the US (TIAA-CREF) and Australia (UniSuper) have also made similar decisions.

Why has USS decided not to screen out controversial companies or sectors?

The outmoded negative screening method... is both unattractive and impractical from the point of view of the institutional investor... our focus is on engagement, corporate  governance, sustainability and the environment. Jeff Rooker, Pensions Minister (1999)

USS is different from retail funds which are marketed to  the general public on the basis of their ethical or Responsible Investment  credentials and which are designed to allow individuals to express their personal values in their investment decision-making.  USS is also not comparable to a pension fund of an organisation  that has a religious or social change mandate or an employer that has a strong reputational reason for excluding particular  companies. In these circumstances, and as a defined benefit  scheme where participating employers could be financially responsible  for the consequences of any drop in performance as a result  of ethical screening, the legal advice that USS has received  is that it cannot screen out companies or sectors for non-financial reasons.  Like other occupational pension funds, our Responsible Investment policy must  be consistent with our legal responsibility under trust  law. This means treating the financial interests of our members  as paramount and managing the fund consistent with proper  diversification and prudence. USS is therefore obliged  to invest in a wide spectrum of companies and, because of the size of  our  fund, this inevitably involves having holdings in major international  corporations, some of which will be of concern. Moreover,  more than a quarter of our assets are invested in a tracker  Index fund. We cannot pick and choose the companies to include  or exclude without destroying the investment principle  underpinning this fund. For all these reasons, USS has been unable to  respond positively to calls for disinvestment.

So is engagement the second best option?

...focusing on the moral values of particular companies – or their immorality  – invites a self-righteous response amongst readers that is too easy and undeserved. The focus  for outrage and political action ought to be the larger reality of …systems that [are] designed  to benefit multinational producers and consumers as well as local elites. William Greider,  One World, Ready Or Not: The Manic Logic of Global Capitalism (1997)

We respect those who support disinvestment in companies whose operations they  oppose. However, the question of how USS can do the most good is, from our perspective, more complex. Selling shares in a controversial company does not address the deeper issues relating to a particular sector in which that company operates and it is generally these issues which are the cause for disinvestment campaigns. Indeed, significant disposal of shares in one company by a  large investor could create attractive buying opportunities for other investors who are likely to  have much less interest in encouraging the company to be more responsible.

By definition, the nature of the most intractable and controversial issues are  such that no single fund, no matter how powerful, can address such issues on its own. Progress  requires systemic change and in turn, that requires complementary but different strategies by  different players. Campaigners may choose to pick on highly visible companies to "personalise",  and thus raise awareness of, the debate. Frequently, they may pick the most responsible  corporation in its sector, simply because it is the easiest to embarrass. Pension funds, as  responsible long-term owners, are not suited to this role but rather, to acting as the catalyst  for change amongst the sector as a whole.

What if a company ignores your attempts at engagement?

"But the emerging American theorem that business should be run exclusively  for the short-term interest of the shareholders is also not tenable, and will certainly have  to be revised." Peter Drucker, Management Challenges for the 21st Century (2000)

USS will use the same methods for its Responsible Investment work that we use for our traditional  investment work, namely we undertake desk research, we engage with companies and independent  corporate analysts, and we engage with relevant public policy debates. What has changed is that  with specialist staff, USS is able to engage in a more systematic and in-depth manner with more  companies on more specialist issues. When undertaken with commitment and skill, USS’s experience is  that active engagement can be a highly effective strategy for influencing corporate behaviour.

The engagement strategy starts with low profile activities that are  indistinguishable from USS's normal fund management research approach. In the absence of  constructive progress, USS evaluates whether our concerns are valid and our expectations  realistic. This is best done through the process of a constructive dialogue with the company, to  understand its position and to evaluate the company’ performance relative to its competitors and against credible benchmark standards. And we also rely on close dialogue with other like-minded investors.

As a result of the process of engagement, USS is better able to judge if a  particular company or sector is a significant financial and or reputational risk to our members’  assets. Taking these factors into account, USS will be able to calibrate how to communicate our  views in a progressively forthright and public manner.

There may be some issues where the risk to the fund’s assets are so serious that  USS would take prompt action to reduce or eliminate any negative investment impact. On the other  hand, if these financial risks are not present, there may be financial and social change value in persistent engagement – USS will often own a company well beyond the period of a particular CEO.  Thus, if company management does not respond to the legitimate expectations of USS and like-minded institutional investors, USS will maintain or wherever possible, escalate our engagement strategy.  This could involve putting forward resolutions, working with other investors and commentators to  raise our concerns in a higher profile manner and, eventually, reviewing our exposure to the  company's stocks and announcing this once it had taken place.

As a mainstream and long-term owner, our strong inclination will be, wherever  possible, to adopt engagement tactics which minimise public controversy and which do not involve  reducing complex issues to a simplistic campaign. Moreover, the process is highly intensive and  therefore one to be used sparingly. These caveats aside, our commitment to make sure engagement  is done professionally and that it is successful, is unequivocal.

What else do I need to know about the strategy?

The integration of this new development into USS’s existing and already successful  fund management approach will be phased and carefully managed in line with six strategic principles.  Specifically, we are committed to:

· Addressing the financial and non-financial aspects of investment research and decision-making in an integrated manner

· Adopting a research-based approach

· Working in alliances

· Communicating clearly so that our stakeholders and we are, at a minimum, clear about mutual expectations

· Focusing on the quality of engagement, rather than the quantity. This will mean that in the first years, we focus on a few sectors (namely oil and gas, pharmaceutical, and property) and a few thematic issues (namely climate change and the investment implications of good "people management"). These have been selected because we see both significant potential investment implications and significant benefits for society from encouraging good practice standards

· Monitoring, evaluating, and adapting our approach based on on-going reflection and learning.

How will the strategy unfold?

There are four phases to this Strategy.

Phase I is the "Strategising Phase" which took place from  August to October 2000 and which involved extensive consultations  prior to the formulation of the Responsible Investment  Strategy.

Phase II is about "Getting Started" and covered the 12 month  period from November 2000 to November 2001. This was when  we defined the detailed polices and processes, recruited  and "bedded down" the Responsible Investment team, decided if we were going  to appoint specialist research providers (we have yet to find  one which meets our engagement needs), and begun to explain  in detail what we are doing (and why) to our stakeholders,  and, last but not least, begun some engagement experiments. We have  engaged with "best of  class", "worst of class" and "mid range movers". There was a learning  review at the end of this 12 month period to define the priorities  for next stage.

Phase III – 'Mainstreaming' – is when we will begin to define  how we can bring Responsible Investment into different  aspects of the mainstream of USS's investment approach, and address the challenge of integration both for the London Investment  Office and our external fund managers. This phase will  cover an eighteen month period from January 2002 to June  2003 and will be  followed by a significant  learning review in order to shape the next stage.

And finally, there will be a "Consolidation Phase" which will extend over several  years when the learning from the earlier phases will be fully integrated into the way our  investments are appraised and managed and the culture of the organization.

