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Consultation response on changes to the Investment Regulations following the Law Commission's report 'Fiduciary Duties of Investment Intermediaries' 
Introduction
We are grateful to the DWP for having the opportunity to respond to this consultation. The issues raised in the Law Commission’s review of the fiduciary duties of investment intermediaries are taken very seriously by the NEST Trustee and were the subject of considerable debate and discussion prior to our response. 
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? 
In January 2014 we suggested the following to the Law Commission: 

We suspect that a lot of the confusion comes from the lack of understanding or clarity as to what ESG means and a conflation between ESG and ethical factors. This is not helped in our view by the requirement currently contained in the 2005 Investment Regulations, made under the Pensions Act 1995, encouraging trustees to determine what (if any) consideration trustees have given to social, environmental or ethical considerations. This SEE configuration is unhelpful in our view.

We’d suggest that this could be an area of statute that would benefit from change. For example, elsewhere in the SIP requirements there’s a section that encourages trustees to set out the different types of risk they factor in when making investment decisions. We’d suggest that ESG risks would be better placed here rather than hiding in the current ‘socially responsible / ethical’ section of the SIP that the 2001 regulations carved out for them.

This remains our position. We feel that much of the work here can be done by deleting the reference to SEE funds. There is already an obligation in the regulations on trustees to develop a risk management policy as part of the SIP. As financial risk factors, ESG issues should be considered here by trustees. This leaves the issue of how to categorise non-financial ethical and quality of life factors within the SIP. 

The concern here would be the inappropriate consideration of these factors by trustees in a manner that might lead to investor detriment. But we feel that existing obligations elsewhere in the regulations should preclude this. We feel that trustees should be free to state a policy on consideration of non-financial factors provided that policy is clearly subordinated to the obligations set out in the Investment Regulations. 
That is to say that any policy on non-financial matters must be clearly subordinate to the use of the investment power set out in regulation (4) of the regulations. And, by extension, clearly subordinate to the policies set out in the SIP. 

We briefly unpick the thinking behind this over the course of the rest of the response.  

Guiding principles

We think that amending the SIP needs to be seen in the broader context of the rest of the Investment Regulations. Along with obligations in trust law, the regulations impose significant obligations on trustees in respect of the management of money. In particular regulation (4) imposes obligations on trustees to invest in the ‘best interests of members and beneficiaries.’ It also states that the investment power must be ‘exercised in a manner calculated to ensure the security, quality and profitability of the portfolio as a whole.’
So, along with the procedural obligations, such as the requirement to seek advice, that trustees have when they draft the SIP, the law also states the purpose and the manner in which the investment power should be exercised.  As these elements of the regulation are (rightly) not up for discussion, there is a limit to how far changes to the construction of the SIP should change how trustees choose to invest. We think that the regulations, together with common law obligations limit, for example, the ability of trustees to consider non-financial factors, irrespective of changes to the SIP. 
We believe there are three different sets of factors at play here:

1) ESG factors, which can be seen as risk factors that may affect the financial performance of an investment.
2) Ethical factors, which are matters of individual conscience. These are non-financial and have the potential to cause members financial detriment if acted upon. We agree that schemes should only consider these in limited circumstances.
3) Quality of life factors, which are factors that may affect scheme members in a capacity other than that of their membership of a pension scheme. For example, a scheme could choose to invest in a sheltered housing project offering a less optimal risk and return trade off than other comparable investments. This could result in the increased availability of such accommodation to older scheme retirees at a cost of lower pension benefits or the taking of more risk to achieve equal benefits. These too are non-financial and have the potential to cause member-wide financial detriment if acted upon to enhance the quality of life for a small proportion of the membership. 
Distinguishing ESG issues

Our approach to this issue is shaped by our view that it does not make sense to separate out (financial) ESG from other forms of investment risk. 
As we argued in our response to the Law Commission in 2014, we think that an unhelpful and artificial distinction has arisen between different categories of risk. 
We agree that the object of policy here should be to erode this inappropriate distinction. As the Law Commission recognises that ESG issues will often affect the performance of an investment and are financial risk factors we think it makes sense to include them within the scope of the trustees risk management obligations. 

We think that the ideal outcome is an obligation on trustees to consider the totality of risk facing the scheme. But we are not convinced that there is a need to specify the view that ESG risks are financial in nature in secondary legislation. In expert circles this is a non-controversial view. The legislation does not specify any of the other investment risks that trustees should manage. Should it be judged necessary to make the point at issue clearer? We think the right place to do that would be regulatory guidance, Trustee knowledge and understanding tools, and professional standards for investment consultants, pensions lawyers, and financial advisers.  

Distinguishing ethical and quality of life factors 
We would define non-financial ethical factors as matters of individual values that take precedence over maximising the risk and return profile of a portfolio. 
This may, for example, mean choosing not to invest in particular companies due to the perceived unethical nature of their business, for example, tobacco. If a narrow and targeted type of screening occurs the impact on the risk and return metrics of a well-diversified portfolio is unlikely to lead to material detriment.  However if a broader suite of ethical principles are applied in a portfolio leading to significant divestment then there is the potential for material detriment. 
As such, we agree with the Law Commission that non-financial principles should only guide investment decision making in limited circumstances. We think much the same is true for quality of life factors. 

We feel that addressing ethical issues is permissible under a range of circumstances. 
NEST offers both an ethical and a Sharia fund for a significant minority of members who have beliefs, needs, preferences and concerns which are sufficiently different from the average member. We therefore aim to strike the balance between meeting the needs of these members while being practicable and meeting the broader policy objectives of the fund, namely to provide a vehicle which will reduce the likelihood of people being under-pensioned in retirement. 
Members are never defaulted into either the NEST Ethical or NEST Sharia funds. Members are only placed in these funds as a result of a positive choice. This process involves the risks and principles on which the funds are based being clearly highlighted to the member. These fund choices are based largely on non-financial principles. But if the member is aware of the risks and principles, then we believe offering these choices is entirely consistent with the trustees’ fiduciary duties. 

If trustees are taking decisions on the part of members then trustees must be cautious in whether and how they include non-financial factors in their decision making if the mandate for the fund is not purely ethical. 
In this situation we think that two principles should govern Trustee decision making. 

First, the risk of member detriment across the portfolio as a result of the inclusion of non-financial factors should be limited. For example the exclusion of a handful of stocks from a universe of thousands, is likely to have minor or no impact upon a well-constructed portfolio. In that instance, the more significant issue is whether or not the trustees in question have built a portfolio that meets member needs overall. 

We think that Trustee common law obligations, and obligations set out elsewhere in the Investment Regulations, are sufficient to preclude trustees from the inappropriate consideration of non-financial factors. As such, we believe that trustees should be free to set out a policy on the consideration of non-financial factors given that it will clearly need to be subordinated to other concerns. 

Second, the Trustee should have good reason to believe that the membership is in broad agreement with the principles behind their decision making. They should be prepared to evidence this, perhaps through primary research or survey evidence. We think something similar should be the case for the inclusion of quality of life factors. 

While it is important that the law is clear, it would be undesirable for the law to be overly prescriptive. We think that the policy objective should be to prevent trustees risking severe member detriment by pursuing non-financial considerations that have little to do with the running of a pension scheme. 

Conclusions to question 1

In summary we think that the amendment required to the regulations is minor. We think that:

1) ESG risks should be wrapped in with other investment risks. These are already handled appropriately in legislation. If further clarification is required this should come through regulatory guidance, training and professional body standards rather than statute.

2) Non-financial risks may be taken into account where:

a. Members explicitly consent to this, for example, by choosing an ethical fund

b. The trustees have reason to believe that taking non-financial matters into account is broadly consistent with the views of members and factoring in non-financial matters is consistent with regulation (4) of the Investment Regulations and, by extension, other policies set out in the SIP. 
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 approach would be more appropriate to encourage trustees to consider their approach to stewardship?
Stewardship is an important concept and one that rightly resonates with trustees as guardians of their members’ savings.
 We stated in the Law Commission’s review that stewardship is an important component of our long-term investment approach and is aligned to factors that should improve the value of our portfolio. In view of that we believe that trustees should be encouraged to consider and subsequently disclose their stewardship policy and how it fits within the wider investment approach within the SIP. 
However, reporting against the current requirements in the Stewardship Code may not generate the desired discussions or disclosures. We view the Stewardship Code as the minimum requirement and a stepping stone to improving stewardship in the UK. Thus asking trustees to simply state whether they comply may prohibit them from making increased and dynamic disclosures. 
Furthermore we acknowledge as do many of our pension fund peers that the principles of the code do not adequately reflect the responsibilities of a pension fund.  Many feel that the principles speak more to the remit of investment managers than to trustees. Often the pension funds' day-to-day investment and voting decisions are delegated to investment managers and their role is more focused towards monitoring, oversight and challenge. 
In light of this we believe these disclosures should endeavour to explain how the scheme, commonly through its agents, seeks to promote the long-term success of its investments. These disclosures should also look to more broadly explain the scheme’s role in facilitating stewardship with its agents in the investment chain.
Given the above, we would be reticent about the Investment Regulations requiring trustees to comply with the current requirements in the Stewardship Code or explain why they have not done so.

If the objective is to encourage pension schemes to reflect on their investment objectives and how stewardship relates to these then we think that the proposal will not go far enough. We are concerned that simply asking schemes to comply or explain against principles which do not relate directly to their responsibilities will not help. 
We believe it would be preferable for pension schemes 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 and delegating stewardship to investment managers and reviewing their performance. 
This would be particularly pertinent in the context of pension schemes’ evaluation of long-term risks, including 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?

In most cases the potential cost impact associated with complying with the proposed amendments should be negligible. 

In general terms the likely costs would relate to one-off costs associated with debating and settling on a policy. This is likely in turn result in additional time needing to be set aside to review and monitor additional aspects of reporting from their investment managers. 
However, it is worth noting that for some schemes there may well be additional costs as their approaches and processes became more sophisticated. In turn these schemes may require the assistance of third party providers of voting, engagement and research, in addition to in-house personnel. 
In reality a simple cost-benefit analysis of this sort of activity is difficult, but spending on stewardship activity should be proportionate to the scheme's size. The Law Commission is right to point out that this is easier for larger schemes, which may have greater resources. But there remain a number of options for smaller schemes. ShareAction and the NAPF for example, signpost the services of third parties in this respect. These may be viable options for the trustees of smaller schemes that see stewardship as an important adjunct to investing. 

� 94% of respondents to the NAPF 2014 Engagement Survey agreed 
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