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Dear Ms Donnelly and Ms Bird,
I write in response to the Government’s consultation on clarifying and strengthening trustees’ investment duties.  I do so in a personal capacity, albeit with experience as CEO of one of the UK’s largest pension schemes, and subsequently as Chair and Trustee of smaller schemes.  My remarks are limited primarily to the impact of your proposals on small and medium-sized defined benefit schemes sponsored by the private sector.  Larger DB schemes have greater capacity to meet additional requirements and may have greater influence on those further along the investment chain.  Some different considerations apply to DC schemes, and to schemes sponsored by public sector bodies and e.g. institutions such as charities.  Nevertheless, even in these cases, I have a general concern at the expanding envelope of requirements placed on trustees, and the uncertainty of the outcomes which they are intended to create.
In framing my comments, I have been restricted by the time you have allowed this consultation – one month.  I appreciate it comes after a series of reports and responses – notably the Kay Review published in 2012, and the Law Commission Reports in 2014 and 2017.  This may have caused you to believe that there is a broad consensus in favour of the direction the Government is taking, and it is simply a question of dotting the ‘i’s and crossing the ‘t’s.  I would simply observe that there has been a certain amount of ‘regulatory creep’ in this process, to the point where you are proposing to move beyond education and guidance (which in some respects may be justified) to placing formal regulatory requirements on trustees, who are already stretched, and where the impact on the issues which seem to concern the Government is ill-defined.  It seems to be quite reasonable to look afresh at the proposals in these circumstances.
The illustration on page 14 of the Consultation Document indicates that for the schemes on which I am focused there are two significant changes: an update of SIP requirements, and a new requirement for a statement on how members’ views are taken into account (option B).  These changes are covered in more detail in Chapter 2.  Chapter 3 considers investment stewardship.  Given the time available, I confine my remarks to these areas.
Clarifying financially material considerations
Chapter 1 of the Document sets out background to the Government’s proposals and refers in paragraph 11 to the confusion and misapprehension over trustees’ responsibilities that apparently persists despite guidance from tPR.  It cites very limited evidence in support of that view.  From my perspective the discussion of the issues over recent years has significantly improved understanding, and, where trustees are in doubt, advisors are there to provide the necessary counsel.  Guidance and education remain appropriate in this context therefore.
The Document goes on to consider explicitly ESG risks (paras 12 – 18).  Once again limited evidence is cited – some of it without the necessary context – to suggest that there is a serious problem here which justifies further regulatory intervention.  I appreciate that this focus derives to some extent from current Investment Regulations which relate to policy on social, environmental and ethical considerations.  I also agree that the conflation of ethical considerations with the others is inappropriate.  However, it is unclear why the proposed regulatory requirements need to cite ESG risks explicitly within the definition of ‘financially material considerations’, let alone extrapolate them to the specific issue of climate change (Chapter 2, paras 3 – 8, and para 2(4) of the draft regulations): the Government’s position is simply an assertion.
Disappointingly, the Consultation Document makes little attempt to consider the situation facing trustees of small and medium-sized DB schemes, with which I am principally concerned.  Many of these schemes have closed, and it is unlikely that this trend will be reversed.  Pension freedoms also offer the prospect of a further reduction in prospective liabilities.  The principal duty of trustees is to ensure that members receive the benefits to which they are entitled.  To this end trustees are required to weigh up three factors primarily: the actuarially calculated funding position, the strength of sponsor support and the investment strategy.  On this complex of issues, they are required to seek professional advice.  Consideration of financial risk is central to their deliberations, and in the current scheme documents they report on the outcome.  This is a challenging task, particularly when it is borne in mind that many individual trustees are unpaid volunteers who have only limited capacity for the already-growing regulatory burden.  They are bound to focus on those issues which are most important.
As recent events have confirmed, the biggest concern for trustees is the possibility of sponsor failure at a time when their scheme is under-funded on an actuarial basis.  Where the sponsor covenant is strong, trustees may feel able to take on investment risk as part of an agreed funding strategy. In such circumstances it is the sponsor who bears the risk in the first instance, and the requirement for consultation with the sponsor provides ample opportunity for the expression of investment beliefs and risk appetite.  Where the sponsor is weak, the trustees will be seeking a self-standing position, but getting there may require a contribution from investment return over an extended period.
Because the Consultation Document is primarily concerned with matters of law and regulation, as were the previous Law Commission reports, it does not address the financial considerations that bear on the assumption of investment risk.  It is well-understood among investment professionals for instance that the principal determinant of the outcome is the strategic allocation of assets among the different asset classes.  Within any asset class holding a broad portfolio of interests mitigates the impact of specific risk.  There is also a belief, particularly relevant for smaller and medium-sized schemes, that active management does not produce sufficient return on a sustained basis to justify the costs involved: hence many of such schemes have significant holdings of passive or indexed investments.  It is quite reasonable to expect trustees to explain the position to stakeholders – most already do – but to the extent that improvements in reporting are required, guidance on best practice is surely all that is needed.
This conclusion does not preclude refinement of regulation, but as suggested above, I would exclude the mention of individual risks (i.e. the reference to ESG, and climate change).  Here it is important to understand the distinction between systematic risk and specific risk[footnoteRef:1].  There is no evidence that the market is mis-pricing systematic risks related to ESG including climate change, and even if it were market dynamics would adjust this.  It is hard to see what individual consideration by trustees with limited capacity would add.  This is even more true of specific risks, where trustees are unlikely to have access to the information required to make robust judgements.  They may have a belief that active managers could perform this function, but appropriate diversification is likely to be the most practical means of mitigation for many. [1:  Systematic risk refers to the risk inherent in the entire market or segment: as such it is undiversifiable.  Specific risk, as the name implies relates to a specific company or group of companies, and can be mitigated by diversification.] 

In making these observations, I do not wish to imply a belief that ESG matters generally, and climate change specifically, are unimportant.  Having worked on both for a major plc, my position is quite the contrary.  My concern is the import of specific reference into regulations when other risks are equally if not more important for member outcomes, and where trustees necessarily can have only limited impact.
Members’ views
[bookmark: _Hlk519516828]Given what I have said about the context in which the trustees of small and medium-sized DB schemes sponsored by the private sector are operating, I am most doubtful about the need or desirability to impose on them a regulatory requirement to include in the SIP a statement on how they will take account of the views which they consider scheme members hold.  This proposition seems to be derived from a past concern that trustees were precluded from importing ethical considerations into the selection of investment strategy, lest it weaken returns.  In the light of the Law Commission review, it is now clear to most that appropriate schemes may takes account of such considerations e.g. where the sponsor’s purpose is directly in conflict with a particular activity.  If there is any doubt, this is another area where guidance should be sufficient.
So why place a reporting requirement on trustees of the schemes with which I am concerned?  The rationale in the Consultation Document is muddled, not least because it seems to be addressing DB and DC schemes simultaneously.  It is not true, for instance, that the prime focus of trustees of DB schemes is the delivery of a return to members over an appropriate time frame: as aforementioned the concern is delivery of the benefits.  Members are not owners of the assets in question; their financial interest is indirect; and their rights are essentially limited to receiving their benefits over time or transferring out capital on a basis determined by the Scheme Actuary.  It is the sponsor who bears the investment risk in the first instance.  The Consultation Document argues that, if the new requirement is introduced, it should not be necessary for trustees to seek members’ views actively or follow them when expressed.  Really?  If so, what then is the real purpose of the requirement?  More likely, it will stimulate some demand for consultation and member response, and potentially activist capture, which will impose additional demands on trustees unrelated to the scheme’s core purpose.  If they do not take account of those responses, even if only held by a vocal minority, criticism will intensify.  This is a good example of regulatory creep, with potentially adverse unintended consequences.
Stewardship of investments
Chapter 3 of the Consultation Document highlights a number of concerns with the requirement in current regulations for trustees to report their policy in relation to the exercise of the rights attaching to investments.  A requirement to state policy is in itself not controversial, nor is common-sense improvement of the stated requirement.  However, the discussion of these issues seems to take its lead from the activities of larger schemes who are able to make meaningful interventions, and thereby does not recognise the limitations on schemes with less capacity.  The Document contains little information on what ultimate impact interventions by these smaller schemes will have.  
[bookmark: _GoBack]My threshold for ‘small’ in this context is very much higher than the case mentioned in the Document – up to c. 5000 members and up to £1billion in assets. Even at these levels schemes are likely to be investing through pooled funds, often passively; they will not exercise their voting rights directly; they will not be monitoring or engaging with companies individually; and at best they will exercise only limited influence on the policies of the investment managers.  In appointing managers, they will normally seek to understand their stewardship policies, and may test e.g. their support for codes such as the Principles for Responsible Investment.  They may also receive reports on managers’ stewardship activities.  The Consultation Document appears to recognise such limitations (Chapter 3, paragraphs 19 and 20), but still seems to be believe (paragraph 17) that through their approach to stewardship trustees can ‘maximise financial returns for scheme members over the longer term’.  Leaving aside the repeated mis-statement of the trustees’ objectives for DB schemes, I am doubtful whether they will have such an impact.
The problem here is the fragmentation of share ownership and the attenuation of influence along the investment chain, precisely those issues which were considered in the Kay Review.  They are so fundamental that perhaps it should be no surprise that six years after Professor Kay’s report we are still trying to grapple with them.
Conclusion
In summary my comments are:
1. Generally, there should be greater recognition of the specific objectives and circumstances facing the trustees of small and medium-sized DB schemes sponsored by the private sector.
2. The imposition of additional, formal regulatory requirements should be avoided unless strictly necessary: improved guidance should be a sufficient means to address some of the concerns of this Consultation.
3. Whilst clarification of some aspects of the Regulations relating to ‘financially material considerations’ is justified, it should not extend to referencing individual risks, however well-intended.
4. The introduction of a new requirement to include in the SIP a statement on how trustees will take account of the views which they consider scheme members hold is not justified on the basis of the case presented and could well have unintended adverse consequences.
5. It is reasonable to expect trustees of small and medium-sized DB schemes to state their stewardship policy, but there should be a more realistic understanding of its likely impact along the investment chain.
With kind regards


R K Hinkley
