
DWP Consultation on changes to the Investment Regulations following the Law Commission’s report: ‘Fiduciary Duties of Investment Intermediaries’
Responses to questions
Question 1: How could regulation 2(3)(b) of the Investment Regulations be amended so that it more clearly reflects the distinction between financial and non-financial factors?
We agree with the Law Commission’s view that the current wording of the Regulations governing the content of the SIP is not helpful and we feel that it would be helpful to provide greater clarification as to how environmental, social and governance (ESG) and ethical criteria  should be taken into account in the investment decision making process.  We believe that it is possible to redraft the regulations to achieve this although we have some reservations about the proposed division between“financial and non-financial factors” which we feel runs the risk of perpetuating confusion and misunderstanding. 
We very much agree with the NAPF that the current wording of regulation 2 (3) (b) has unintentionally resulted in the conflation of ESG issues with those that stem from moral or ethical beliefs. This has had the unfortunate effect of creating confusion and contributing to a miscommunication of expectations between pension funds and their investment managers and advisers.  This has also led to a degree of reticence on the part of some mainstream investment managers to take ESG issues into account. 
We acknowledge that there is a major problem with nomenclature and terms of art.  In particular,  we had major reservations on the adjective “ethical” and its continuing outdated use over the now well established “ESG” acronym.  It is worth stressing in this context that opposition to the use of the adjective “ethical” does not mean that opponents are unethical or amoral but that the term has, for better or worse, a more restricted colloquial meaning for investors and asset owners and is often conflated with negative screening of certain investments or individual companies from portfolios.  As the Principles for Responsible Investment (PRI) and other commentators have rightly stressed, it is perfectly possible to be a responsible investor without practising negative screening.
We made this point to the Law Commission in our response in January 2014 (attached for reference) to the consultation on Fiduciary Duties of Investment Intermediaries and we welcome the helpful expression of the Commission’s firm view in its final report last year that ESG factors can be “financial”.  This is reinforced by its very explicit statement that “Where poor business ethics raise questions about a company’s long-term sustainability, we would classify them as a financial factor which is relevant to risk” in its brief paper last year on “Is it always about the Money?”. 
However, forcing these factors into a binary “financial” / “nonfinancial” classification system will not necessarily be helpful and could create further confusion.  ESG risks are often qualitative and hence perceived by some as “non-financial” even though the potential for financial impact on an investment is potentially significant. As regulations of this type are only infrequently revised and refreshed, it is important to pin this down and get it right at an early stage as it may create long lasting problems going forward. It is better in our view to draft with the aim of encouraging the integration of material sustainability factors into fundamental investment analysis. 

We feel that the NAPF’s suggested wording will help achieve this and we reproduce the text for ease of reference:
“A statement of investment principles must be in writing and must cover at least the following matters— 
a) the trustees' policy for securing compliance with the requirements of section 36 of the 1995 Act (choosing investments);
b) their policies in relation to—…..
vi. Directly or indirectly evaluating longer-term risks, including from environmental, social and governance (ESG) and other factors, which may become financially material to the performance of their investments’;
vii. The extent (If at all) to which they may consider making investment decisions on the basis of non-financial factors. “

Question 2: Do you agree that amending the Investment Regulations to require trustees to comply with the current requirements in the Stewardship Code or explain why they have not done so, is the most appropriate way to implement the Law Commission’s recommendation?

If not, what would be more appropriate to encourage trustees to consider their approach to stewardship?

RPMI Railpen has been a long standing supporter of the Stewardship Code since its inception in 2010 and we publicly endorsed it with a view to applying it to ourselves and to encouraging our external fund managers to adopt it too. Although the number of nominal adherents to the Code has increased significantly since 2010, we share the concern expressed by the FRC that not all signatories appear to take the Code as seriously as they should.  

We have also participated in the various initiatives of the 2020 Stewardship Working Group to strengthen the Code and to improve the quality of disclosures such as the development of the Stewardship Disclosure Framework by the NAPF which seek to provide a range of tools to enable asset owner clients and their investment consultants to evaluate the varying approaches of different asset managers towards stewardship.

However, whilst we accept that the Code needs strong support from asset owners if asset managers are to take it sufficiently seriously, most pension funds, with the exception of some of the largest funds with in-house resources, such as ourselves, are not in a position to monitor and engage with investee companies and in many cases the proxy voting rights lie with the asset manager rather than the trustees. 

With this in mind, we would advise against imposing a strict “comply or explain” requirement on pension funds as to how they apply the Code,  given that they have to delegate much of this to their asset manager intermediaries. We agree with the NAPF that the proliferation of boilerplate asset owner statements – extending into the thousands  in the event of such a requirement being enacted -  would not be helpful. 
[bookmark: _GoBack]We believe it would be preferable for pension funds to disclose under the amended Regulation 2(3)(b) of the Investment Regulations their policy, if any, with respect to the consideration of stewardship activities when selecting investment managers and reviewing their performance. This would be particularly relevant in the context of the evaluation of long-term risks and opportunities, including those arising from ESG and other factors which may be financially material to the performance of their investments.
Question 3: What steps would trustees need to take to comply with any amendments to the Investment Regulations, as set out in Chapter 2? What, if any, costs would be involved in meeting any new requirements?

It is our view that in most cases the potential cost and resource implications of complying with the new regulations, in accordance with our suggestions above, would be unlikely to be significant and probably marginal on an ongoing basis although there may be some one off implementation costs at the outset of the process in obtaining advice from investment advisers and reinforcing reporting processes. The monitoring process could be introduced as part of the reporting cycle and the general oversight of a fund manager’s performance. There are an increasing number of tools which are available to assist trustees in this area.  

It might be worth turning the question round by asking what the costs would be of not implementing reforms aimed at improving management of systemic or long-term risks, identification of long-term opportunities and exercise of prudent investor stewardship.  
