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INTRODUCTION

Background

LGPS Central Limited is one of eight Pool companies formed in response to HM Government’s call in 2015 for LGPS funds across England and Wales to pool their investment assets with the aims of:

1. Reducing investment management costs through economies of scale.
2. Improving access to alternative asset classes.
3. Strengthening governance and decision-making across the scheme.
LGPS Central Limited was established to manage the pooled investment assets of nine Local Government Pension Schemes (LGPS) across the centre of England: Cheshire, Derbyshire, Leicestershire, Nottinghamshire, Shropshire, Staffordshire, West Midlands, the West Midlands Integrated Transport Authority (ITA) and Worcestershire, together our “Partner Funds”. The company launched on 1st April 2018 and is being built so that it will ultimately have the capability to manage over £45 billion of assets on behalf of almost one million LGPS members and some 2,000 participating employers.

LGPS Central Limited is jointly-owned by its Partner Funds[footnoteRef:1] and is authorised and regulated by the Financial Conduct Authority (the FCA). [1:  The West Midlands ITA does not have an ownership interest in LGPS Central Limited] 


OVERALL VIEW OF LGPS Central

LGPS Central Limited is supportive of the Governments proposal to mandate TCFD Reporting. We recognise that climate change and the transition to a low carbon economy presents material risk and opportunities to all pension schemes large and small and we recognise the responsibilities that trustees have to manage those risks and report to their stakeholders accordingly.

We also consider that mandatory TCFD reporting will encourage more comprehensive reporting of emissions by corporations, particularly if this regulation is supported by complimentary regulations across the economy.

We also hope that it will all encourage greater innovation by ESG research providers and product vendors around scenario analysis and stress testing. 

We welcome the flexibility contained in the proposed regulation and the associated guidance however this may result in some variations in standards of measurement and reporting. 

LGPS Central Limited considers that the financial cost associated with TCFD reporting in a manner consistent with this regulation, is underestimated in the impact section of the consultation.  








LGPS CENTRAL RESPONSE TO SPECIFIC GUIDANCE 

Individual comments are made below relating to specific points contained within the proposed regulation and associated guidance. These are generally made with reference to the common shared objectives of LGPS Central Limited and our Pool members. 

LGPS Central Limited agrees with those guidance points where no specific comments are made. 

2. Trustee knowledge and understanding
b) Do you have any comments on the draft guidance?
LGPS Central Limited considers that the draft guidance sets realistic expectations and acknowledges that Trustees do not need to become technical experts on climate change, but they do need to have the right degree of knowledge to interpret the results of this expert analysis and appoint appropriate people to carry out the work. We consider this to be appropriate and in keeping with the intent of the regulations.
This may be more onerous for smaller schemes where the cost of acquiring consultancy advice and analysis may increase as demand for such services increase. This may not be an issue when conducting carbon foot printing where data sets are more established and analytical tools less complex. However, it could become an issue with the evolution of scenario analysis and stress testing.
3. Governance
a) Do you have any comments on the draft regulations on governance?
b) Do you have any comments on the draft statutory guidance?

LGPS Central Limited recognises that climate risk is one of a number of risks that trustees need to manage, some of which are more immediate and volatile in nature. However, we consider that robust climate risk management is fully aligned to the fiduciary responsibilities of Trustees.
We recognise that Trustees have ultimate responsibility for how the scheme manages climate-related risks and opportunities and agree that they do not need to have the technical expertise to produce this research themselves but they do need to understand the outputs and get comfortable that the people appointed to do this work on their behalf are adequately qualified to do so. This appears to be a sensible level of governance.

5. Scenario Analysis
a) Do you have any comments on the provisions on scenario analysis in the draft regulations?
The language as it stands could be interpreted to suggest flexibility in whether Trustees undertake and report on scenario analysis. To avoid any doubt and to reinforce the importance of scenario analysis in understanding future risk posed by climate change we would propose that the first sentence simply reads: “Trustees are required to undertake scenario analysis”. It seems appropriate to introduce an element of flexibility – “as far as they are able” – directly linked to a requirement of doing a 1.5-degree scenario, but not to the overall notion of doing scenario analysis. 
Some financial institutions and vendors have found it difficult to model 1.5-degree scenarios, but we recognise the importance of doing so and welcome the inclusion in this regulation of the range 1.5 to 2.0-degree scenarios. We hope that this will create momentum for the further development of scenario analysis. 
LGPS Central  Limited agrees that scenario analysis should include more than just an analysis of future investment returns but consider that there are challenges associated with doing this in terms of the availability of vendors and consultants that offer this service. However, we consider that this requirement will encourage cross team collaboration to develop robust scenario analysis techniques.
We agree that at this point in time, annual scenario analysis may not yield valuable insights and therefore welcome the more flexible stance Government is proposing of a three-year interval for this analysis.
b) Do you have any comments on the proposal that all assets of the scheme, including relevant contracts of insurance, are within scope for scenario analysis?
We agree that all assets should be in scope for scenario analysis. Top down scenario analysis based on a reference portfolio or a model asset allocation will provide insights on the potential impacts of climate change on economies and markets, but it may not provide insights as to how different asset classes or sectors will be impacted. Bottom up scenario analysis tends to focus on equity or fixed income portfolios. Private equity portfolios often lack transparency in terms of the nature of underlying portfolio companies. The industry needs to evolve to provide adequate data for analysis. 
LGPS Central Limited recognises that conducting scenario analysis on fund strategy and liabilities is not as advanced as scenario analysis on investment returns. Therefore, we welcome the governments caveat “as far as is possible” and we agree that this analysis may need to be qualitative in nature until quantitative scenario analysis matures in this space. 
c) Do you have any comments on the draft statutory guidance on scenario analysis?
Some vendors/ research providers are reluctant to allow funds to publicly share the results of scenario analysis and carbon foot printing.  This could be an impediment to transparency and disclosure.  
7. Metrics
a) Do you have any comments on the draft regulations on metrics?
b) 
c) b) Do you have any comments on the draft statutory guidance?

LGPS Central Limited is supportive of the government’s decision not to mandate quarterly analysis and not to mandate a specific carbon metrics beyond absolute carbon emissions.  
We also agree that analysing scope 1,2 and 3 emissions separately avoids some of the issues associated with double counting.
We have concerns at this point in time that analysis of scope 3 emissions would require reliance on estimated scope 3 data, such analysis may be of limited benefit. However, we hope that the Governments proposals will result in better disclosure from corporates and more sophisticated and accurate methods of estimation from vendors. Evolving metrics and methodologies makes year on year comparison of results more challenging.
LGPS Central Limitedconsiders that the aggregation of carbon analysis across asset classes may serve to conceal underlying risks and signals.  The analysis of some asset classes requires the estimation of data and broad assumptions.  Carbon disclosure is more advanced in the listed equity space and therefore it makes sense to analyse this asset class in isolation. We agree that aggregation should not be mandated.
It is also a concern that some data providers have strict requirements around disclosure of data and analysis which is unhelpful when attempting to engage with stakeholders around climate risk.
Scope 1 and 2 emissions don’t necessarily quantify the effects of climate change on the portfolio.  Scope 1 and 2 emissions give some indication as to the impact of a carbon price on portfolio companies i.e. some will pay more than others.  But analysing scope 1 and 2 emissions does not tell you much about the company’s ability to pass on the additional carbon price to customers or to innovate in the future to reduce their carbon emissions. In order to get insights into the potential risk of carbon pricing on a company you should have a view of that company’s carbon emissions compared to its industry peers rather than just comparing it to other companies in the portfolio which operate across different industries with different carbon intensities.
In certain sectors such as Auto’s and Oil & Gas, scope 3 emissions data can be a more significant indicator of climate risk exposure. 
The inclusion of metrics relating to fossil fuel exposure and renewable energy usage can help to further mitigate climate change risk. 
8. Targets
It is important to acknowledge that the purpose of having a target is it to manage climate risk exposure or to align the portfolio with government targets.
It is difficult to set carbon reduction targets that include scope 3 emissions in the absence of reliable scope 3 emissions data. Target setting based on scope 1 and 2 carbon emissions data will only address some of the risks associated with the transition to a low carbon economy and will not address physical risk exposure associated with a warming climate or other transition risks.  Such targets may not achieve all risk reduction objectives and it is important to manage the expectations of stakeholders in this regard.
The inclusion of targets relating to fossil fuel exposure and renewable energy usage can help to further mitigate climate change risk. 
Such risks are better addressed through the robust integration of ESG considerations into the investment process and require the utilisation of data beyond emissions and beyond what corporate disclosure can provide. 
The absence of reliable emissions data related to property, infrastructure, private equity, and private debt assets classes also provides an additional challenge to setting scheme wide targets. This is particularly challenging if a scheme has a lower allocation to listed equities. Setting a target based on listed equities, when the allocation to listed equities is small reduces the significance of the target.
10. Penalties
a) Do you have any comments on the draft regulations on penalties?
LGPS Central Limited agrees with the concept of applying a penalty on non-disclosure as we consider this approach will incentivise rather than discourage publication.
11. Impacts
a) In relation to the policy changes we have made, do you have any comments on the regulatory burdens to business and benefits, and wider non-monetised impacts which are estimated and discussed in the draft impact assessment?
LGPS Central Limited considers that the costs of conducting meaningful scenario analysis and carbon foot printing analysis aimed at providing portfolio specific insights are underestimated in the consultation. 
Comprehensive datasets are required and in the case of scenario analysis assistance with interpreting and analysing the outputs is helpful and may be essential for smaller schemes.
Carbon foot printing tools are often provided on an annual subscription basis.
AUM is often a consideration in the charging structure of vendors, so smaller schemes may well pay less than larger schemes, but they will not necessarily have the benefit of pooling.
Value at risk and alignment analysis (additional carbon metrics) could add additional costs. Some vendors charge separately for fixed income data. 
Scenario analysis currently is often provided as a one-off report.  
The above is associated with equity analysis. Analysis of alternative asset classes could be bespoke and is likely to add additional costs.
12. Comments
Do you have any other comments you would like to raise?
LGPS Central Limited hopes that the regulations will encourage more investment in estimating data amongst ESG providers and will also encourage greater disclosure of scope 3 emissions amongst corporates.  We also hope that fund managers that operate within alternative assets will either carbon footprint their portfolios in accordance with these guidelines or provide sufficient data on their underlying portfolios to enable their clients to conduct such analysis.
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Important information:
 
This document has been produced by LGPS Central Limited and is intended solely for information purposes. Any opinions, forecasts or estimates herein constitute a judgement, as at the date of this report, that is subject to change without notice. 

Any information and analysis contained in this publication has been compiled or arrived at from sources believed to be reliable, but LGPS Central Limited does not make any representation as to their accuracy or completeness and does not accept any liability from loss arising from the use thereof. 

This document may not be reproduced, either in whole or part, without the written permission of LGPS Central Limited.

All information is prepared as of 22/03/2019.


 
LGPS Central Limited is authorised and regulated by the Financial Conduct Authority. Registered in England Registered No: 10425159. Registered Office: Mander House, Mander Centre, Wolverhampton, WV1
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