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ITS response to the Consultation on clarifying and strengthening trustees investment duties
Executive Summary	
ITS is a long established professional trustee company. ITS’s directors are drawn from a wide range of pension linked professions including lawyers, actuaries, consultancy, regulation and administration. 
As a group we are supportive of the broad ESG and Climate Change agendas being promoted by government. Involvement in these issues, for some of the group, goes back 20 years, when the original requirement for trustees’ to state their policy on these issues first came into force.
In line with the generally reported response to these proposals as a group we are not in agreement on all aspects of the proposals.
Whilst supportive of the agendas some of us do not feel that the SIP is the right vehicle for promoting change. However others see it as a logical extension of trustees’ responsibilities. We are agreed that there should be further consideration of how the proposals are taken forward in the context of DC and DB schemes. We are not comfortable that if the SIP is to be used that a “one size fits all “ approach across both types of schemes works, particularly in the context of the requirements of the current DC chairman’s statement.
An alternative approach could be to use the regulatory regime, covering investment consultants and investment managers, linked to a form of comply or explain for trustees using the existing SIP regime would be far more effective and less of a burden on schemes and business.
If the SIP is to be the vehicle for promoting change we believe that there is a risk in using the existing 100 member threshold as a trigger for compliance as it will draw large numbers of small schemes, with correspondingly small assets, into an area of compliance that is not proportionate to any effect they could have on behaviour. That is not to say that they should not engage with the agendas rather that they would not have to do so at a formal compliance based level at this time.
Alternatively consideration should be given to setting a threshold by reference to a financial measure for example at £100m of assets. 
Some of us are also very concerned that the proposal to take members views into account could have unforeseen consequences in undermining trustees’ authority and expose them to the activist led campaigns under the guise of member concerns. This is another area where consideration should be given to a differing approach in DB and DC schemes.  
We provide greater detail on these points, and others, including the risks that trustees may face if the proposals on member views are included.
We have not commented on those questions asking whether we feel the regulations achieve the policy objective  
Overview
 Q1.  As a group we have differing views on the overall proposal and set out our concerns in responding to the following questions. That said a substantial majority supports the aims set out in the proposal of promoting greater consideration of ESG and climate change in trustees investment decision making. The concerns focus on implementation and risk associated with the proposed implementation route. The arrangement to delay bringing regulations into force mirrors the timing of coming into force of the original SRI regulation requiring trustees to state their policy, if any, so is a consistent approach.
Accounting for financially material considerations and members views  
Q2  Setting aside the overlapping issues associated with Reg 2(3)(b)(vi) and 2(3)(b)(iii) of the Investment Regulations the proposal recognises the difficulties associated with evolving and changing terminology in particular in relation to “Social Impact”. However this does not seem to fit with the paragraphs 42 to 52 of the consultation which imply that there may be further consultation on this issue.
Given the complexity and technicality involved in developing the required policies trustees are bound to seek professional advice which in the case of smaller schemes is likely to be “boiler plate” and of little consequence. Where schemes engage fully with the proposal it is bound to lead to additional cost in terms of fees for advice and implementation.   
Members Views
Q3 This is probably the most contentious issue in the regulatory package. It overturns the long held view that trustees decide on all issues relating to the governance and decision making relating to their scheme by introducing a requirement to consider scheme members views.
It is interesting that there is no reference to sponsors views in these proposals. Trustees are already obliged to consult sponsors, including their views on financial and non financial considerations, but are not required to report on them, or how or indeed whether trustees’ take sponsor views into account. The proposals in this paper are silent on the potential for conflict between members, trustees and sponsors potentially differing views. Given that sponsors bear all of the financial risk in DB schemes failing to include their views would seem to be a serious omission.
Despite the assertions set out in the introduction, paragraphs 26 and 27, that the regulations are not intended to give any support to activist groups for boycotts or disinvestment from certain assets there can be little doubt that such groups will seek to exploit the regulations for their own purposes and special interests. A mild example of this, reported in Professional Pensions on 28th June 2018 is Bethan Livesey, head of policy at ShareAction quoted as saying “these regulatory changes will help expose negligence and neglect and help protect savers from poorly managed risks”. It is not clear from the quote who is being negligent or neglectful, but given the context of the change it is safe to infer that it is a reference to trustees and the investment community.
If that is a mild example, at the other end of the spectrum there must be very real concerns that more militant organisations could take direct action against trustees who they feel are not acting as they would wish, we have seen anti weapons and animal rights campaigns and even militant trade union campaigns against individuals and companies and there is no reason to assume that trustees would be immune from such actions. More recently organised campaigns on social media have also caused great distress
Given that trustees’ names and official or home addresses are in the public domain these proposals could put them at risk of at best harassment and at worst physical harm.
The use of Cluster bombs and tobacco as the examples in the proposal goes to the extreme end of the spectrum, it is difficult to envisage trustees or investment managers seeking to invest in the former and given the approach of the latter to researching non tobacco alternatives approved  by various health bodies demonstrates the danger of over simplification and is evidence of an element of “Regulatory Capture” by the lobby groups associated with and in some instances quoted in in this consultation.
Turning to the practical aspects of seeking members’ views, the suggestions in paragraph 25 are only applicable to larger schemes, which is an issue we address later. In particular the last dot point “setting up a regular member panel”. Such an approach would be bound to undermine the authority of trustees be they Member or Employer nominated. There may also be practical problems where larger Master trusts with disparate membership are remote from the members.
The practical issues associated with such arrangements are considerable, would panel members be voted for? If so would all scheme members be enfranchised, or would it be limited to current employees and pensioners omitting deferred members whose interests may lay elsewhere? If selection was preferred the same qualification issues apply in addition establishing competence by written submission or interview comes into play along with the issue of who will decide on membership. While such inclusive arrangements seem attractive at face value, in practice the reality may not be so. What is assured is an increase in the governance burden on schemes and further costs. 


Social Impact assessment
Q4 We support the proposal not to include Social Impact assessment (SII). However, the content of this section of the consultation is confused, in particular paragraphs 47 to 52. Paragraph 47 states “the government is supportive of the aims of the Advisory Group on SII and its encouragement of trustees’ to consider inclusion of various aspects in their SIP”. Confusion arises from the contents of paragraphs 48 to 51 which sets out DWP reasoning for not including SII in their proposals. It’s not clear how this interacts with the “governments” view. Paragraph 52 goes on to say that DWP will “continue to monitor trustee behaviour…… and consider consulting in the future”.
The comments of Guy Opperman , financial inclusion minister, on the 25thJune adds to the confusion he said “Putting the billions of pounds that are invested each year by pension schemes to work to combat social and environmental harms, and addressing governance risks will help build a better society for our children”.
The impact of this mixed message is likely to result in trustees advisers taking the view that SII should (to be on the safe side) incorporated into their SIP. Such an approach runs the risk that, in the absence of clear guidance designed to inform lay trustees, they will be left to decide on what is clearly an area of thought leadership that as the consultation acknowledges is not fully formed. It will also be a further burden in terms of governance, monitoring and review and add to costs.
Stewardship of the investments
Q5 Although the paper recognises, in Paragraph 19 of this chapter that the “very smallest schemes may have limited leverage over the firms they hire to manage the assets on their behalf”, linking that statement to the consolidation agenda, particularly in relation to small DB schemes is neither relevant nor helpful as they are two very different issues and in no way inter dependent.
For a large number of small schemes their investment strategy is basically passive investments in return seeking and matching funds operated by large institutions. The drivers for doing so are that assets are “naturally” hedged, fees are relatively low and they enjoy  the comfort that being with a large investor brings. It would be informative to obtain the quantum of small schemes with such strategies either by surveying investment managers or analysis of data on the TPR Exchange. The notion that schemes with several hundred members can have any meaningful input into the operation of those investment vehicles simply ignores reality. 
These small schemes invest in these vehicles because as small schemes, with small sponsors, resource is limited both in terms of finance and time. It is unrealistic to expect the trustees of these schemes to be able to fulfil the proposed obligations in this section other than by resorting to boiler plate meaningless statements of intent. This is another aspect of the proposals that only has meaning for the 1,000 largest schemes that broadly hold 90% of total assets.
[bookmark: _GoBack]Given the comments made by the CEO of ShareAction referred to earlier the reference to their “independent reports” in paragraph 21 is questionable.
We are strongly of the view that the 100 member qualification for including a stewardship report is inappropriate in this context in particular, and is also questionable across the whole piece as being a disproportionate burden on small schemes and their sponsors. If the SIP is to be the vehicle for encouraging ESG then either the membership threshold should be raised or a meaningful financial threshold relating to the value of scheme assets should be considered. For instance a threshold of £100m would be proportionate and more likely to bear fruit than a one size fits all approach that reaches so far down the food chain.
There is reference in the proposal to an exemption for schemes in wind up. However, there is no consideration of the increasing number of schemes approaching self sufficiency or buy out who will, by their nature, have moved to a predominately matched position in terms of assets meaning that they are invested largely in government bonds. Presumably there will need to be some consideration given to exempting those schemes too.
Improving the quality of the SIP
Q6 As previously stated we have some concerns about using the SIP to promote behavioural change.  It is already a complex and lengthy document, even for small schemes, and adding to its complexity and length will do little to inform members as it is rarely seen by them. It is difficult to see how, in general terms, the proposals will encourage member engagement as the delivery vehicle will be a “turn off” for most members.
The issue of taking account of members’ views is covered elsewhere in our response. Suffice to say that for small schemes we have serious concerns as to its practicality.
Publication of the SIP
Q7 Publication of SIP and references in annual benefit statements
While there is no current requirement for DC schemes to publish their SIP, but merely to provide one to members upon request, many schemes do so as a matter of good practice and member transparency.  The mandatory publication of SIPs to members  is a proposal we support especially now that saving into pensions via auto-enrolment is soft-compulsion.  SIPs often appear to members within a secure, online environment as they are relevant to scheme members only.  However, coming on the back of the new DWP cost illustrations, schemes now have to offer non-secure online presence for disclosure to members and the public.  Therefore, the publication of the SIP and implementation reports are not too much extra burden for schemes.   
However, the cumulative increase in disclosure requirements from DWP, TPR and FCA  is creating a crowded communication calendar for members, and requires multiple member platforms and channels (secure and non-secure) to accommodate in part the interests of non-member groups.  Those schemes using external administrators may find this more difficult and expensive to manage.  Do they host the non-secure page themselves or delegate to the provider, at an extra cost – and who pays?  It is already challenging to achieve member engagement on pensions and member login rates are low: creating a plethora of channels and disclosure requirements is counter-productive to clear member communications about their pension savings progress.  This proposal seems to prioritise disclosure to non-member interest groups  at a cost to members and scheme providers.  
In a similar way, adding more and more disclosure material to the annual benefit statement has the potential to reduce their effectiveness as a pensions communications tool.  The recent review panel for Auto-enrolment spent a great deal of time and money working on more streamlined, plain-English annual benefit statements for DC members, and this proposal seems counter-productive to those efforts. 
Members views
In terms of reporting to members how the Trustees gathered and took account of member views in setting ESG and stewardship policies, the earlier comments on member views apply also to DC schemes.  Member views are not required to be taken into account by Trustees on investments, by law.  In a large scheme with many members across different ages, the views are likely to be mixed: how are these to be interpreted and input, especially if they are opposing?  For example, members who do not believe in climate change, or who do not think that pensions is the best way to achieve change on this issue, appear to have no choice but to adopt the policies and pay the costs of doing so – there is no ‘non-ESG’ default option.  So the idea of taking all members’ views into account at an implementation level, especially within default funds, is impractical.  Disclosures that imply Trustees who gather member views on these issues actually do take them into account in investment portfolios may be misleading.  
In addition, members’ views on the issues of ESG are often not aligned to their behaviour.  In a recent DC seminar, it was reported that a survey of members of a very large scheme (USS, the university scheme) found that interest in ESG investing in pensions was extremely strong (40%+) and as a result, an ESG-oriented fund was included in the self-select menu.  The level of actual investment was less than 5%.  Specialist funds for those who want to take more direct action is nevertheless a more ‘user-pays’ approach.
Stewardship: beyond voting and the engagement approach
SIPs already include the stewardship policies of schemes.  The majority of schemes outsource their investment management including stock selection to specialist 3rd party managers and in doing so, adopt those managers’ approach to voting and ESG issues.  Beyond voting, some of the larger investment managers  pursue a more proactive engagement policy with companies which are designed to influence behaviour and outcomes on ESG issues.  The outcomes of an engagement approach versus voting can be long term and indirect.  
The proposal will in effect involve a more detailed disclosure of those managers’ engagement activities and approaches to scheme members.  Individual schemes have little opportunity to influence managers unless they are large.  Most schemes do not have the resources or the market influence to pursue engagement strategies of their own unless they are extremely large and well-resourced.  Members may have difficulty seeing a direct link between these engagement activities, ESG outcomes and their pensions.
Implementation reports and member outcomes
The proposal to require DC schemes to report on the outcome of ESG, stewardship and engagement policies on pension investment strategies and outcomes is challenging in terms of what it will achieve.  The disclosure will be of interest to trustees but members will find it difficult to see a direct link between this engagement and their DC pensions investment outcomes.  This is particularly the case with auto-enrolment default funds, where the charge cap on default funds has pushed most schemes to use index funds due to their low cost.  Most examples of ESG implementation are in active management, where investment managers identify good ESG practices as part of a buy or overweight  decision and similarly relate selling/underweighting other stocks in part to their poor ESG rating and the associated risks.   It is difficult to justify to members that despite poor ESG rating of particular companies, their pension continues to invest in stocks with poor ESG ratings because they are in the index.  Similarly, if a member is dissatisfied with their workplace scheme in respect of its ESG approach and implementation, they have no power to ‘vote with their feet’ and choose another scheme under current arrangements.  It is not necessarily the case that increased disclosure in any way leads to increased empowerment for pension scheme members on the issue of ESG considerations.  
Penalties, impacts Guidance and the wider SIP
 Q8. In summary we believe these proposals are inappropriate for smaller schemes as defined by the 100 member threshold and have set out our views previously.  
Given the reference to exiting penalties these proposals could deter people from becoming or indeed remaining as trustees.
Comments on the policy proposals
Q9 If pursued these proposals will add to the cost of managing schemes and increase further the compliance burden on trustees. If the proposal to seek member views goes ahead then this will have serious implications for trustees both in terms of their authority and potentially exposing them to a variety of risks from activists and campaigners.  
As stated in the executive summary, we are divided as to the use of the SIP to promote behavioural change. Whilst some see the using the SIP as a way of demonstrating the governments stated aim of encouraging investment activity supporting ESC and the Climate Change agenda as a logical extension of trustees’ responsibilities, others are concerned that this will lead to disproportionate burdens on the trustees of smaller DB schemes in particular, with no discernible effects on behaviour.
Limiting the requirement to larger schemes, either defined by size of membership or a financial threshold, would be more likely to demonstrate the efficacy of the approach. In the event that the approach proved successful then it could be used as a template for involving smaller schemes at some point in the future. 
Guidance
Q10 No comment
The wider SIP
Q11. The SIP regime has been in place for over 20 years and reflected policy in a world that has changed substantially. Over time it has grown in coverage, detail and complexity. Much of its content is in the form of “ritual incantations” or “boiler plate” statements.  It is rarely seen or used by scheme members. Although the proposal for members’ views to be taken into consideration might raise the profile of the SIP bolting on the range of additional requirements elsewhere in the proposals would dilute any significant interest. 
We would like to see a root and branch review of the SIP and linked issues with the aim of devising a more focussed and succinct approach to the issues it tries to address. 
Peter Askins
Director

Independent Trustee Services Limited
16th July 2018
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