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Maggie Simpkin
Private Pensions and Stewardship 
1st Floor  Caxton House
Tothill Street
London  SW1H 9NA

April 2015
By email: reinvigorating.pensions@dwp.gsi.gov.uk


Dear Maggie, 
 
Re: Consultation on Changes to the Investment Regulations following the Law Commission’s report – Fiduciary Duties of Investment Intermediaries’

I am responding on behalf of Aviva Investors.  Aviva Investors is the global asset management business of Aviva plc.  The business delivers investment management solutions, services and client-driven performance to clients worldwide.  We operate in 14 countries in Asia Pacific, Europe, North America and the United Kingdom and have assets under management of £239bn at 30th September 2014[footnoteRef:1]. [1:  http://www.avivainvestors.com/about_us/index.htm] 


Aviva Investors is a committed long term investor. We aim to work with companies towards promoting a profitable, sustainable, long term future for them and our clients. Ultimately our aim is to ensure the capital markets are more long term in their approach. Out voting policy provides guidance for the Boards of Directors of companies on how we exercise our voting rights and is available online here.

Our Chief Investment Officer, Euan Munro, has spoken on the importance of fiduciary duty in our recently published Roadmap for Sustainable Capital Markets:

“As asset owners and asset managers, I believe our industry has a fiduciary duty to do what we can to protect and enhance the value of client assets. I think this includes putting pressure on policy makers to address the key sustainability challenges within our capital markets and the broader economy”[footnoteRef:2] [2:  http://www.aviva.com/research-and-discussion/roadmap-sustainable-capital-markets/] 


As a founding signatory to the UN Principles for Responsible Investment (PRI), we believe that companies conducting their business in a sustainable and responsible manner are more likely to succeed over time. Our dedicated Global Responsible Investment (GRI) team works with fund managers and analysts globally and across all asset classes to integrate environmental, social and corporate governance (ESG) issues into our investment decision-making and analysis to deliver long-term shareholder value for our clients. Over twenty years, we have developed a deep understanding of the conflicts, barriers and challenges to good governance. We believe such experience and insight are crucial in identifying and addressing risks and opportunities within our clients’ portfolios.

We have a strong commitment to international standards and principles of good governance such as the UK Stewardship Code and International Corporate Governance Network (ICGN) Global Corporate Governance Principles. We are signatories to the UN Global Compact and formally recognise international standards such as the OECD Guidelines for Multinational Enterprises, the Universal Declaration of Human Rights and the International Labour Organisation core labour standards.

Background

Aviva Investors welcomes the opportunity to respond to this latest consultation on Fiduciary Duties of Investment Intermediaries by the Law Commission, prompted by the Kay Review of UK Equity Markets and Long-term Decision Making (“the Kay Review”).

We have a history of contributing to this debate. Our full response to the Kay review can be found here: 

http://www.avivainvestors.co.uk/internet/groups/internet/documents/salessupportmater ial/pdf_027396.pdf

Our full response to the Law Commission consultation in 2014 can be found here:

http://lawcommission.justice.gov.uk/docs/cp215_fiduciary_duties_responses.pdf  (page 380 onwards). 

We believe that Professor Kay produced a thorough and thoughtful analysis of the causes of short-termism in the equity markets. However, we believe that the report failed to fully examine the role of all participants in the investment chain that can significantly influence the way investment is allocated by asset owners and ultimately the way companies are structured and develop their strategies.
Both Professor Kay and the Secretary of State for business have made several welcome proposals, for example on narrative reporting, ending quarterly reporting and the establishment of a new investment forum to reinvigorate collective engagement. We welcome these proposals as they fit with our investment beliefs, which are centred on being long-term, engaged, active investors running low turnover, focused portfolios.

However, by failing to provide recommendations that address all the participants that influence the investment chain, or its inherent tensions and commercial conflicts, neither the review nor the government’s response sufficiently address the underlying causes of short-termism in the market. For example, it missed the opportunity to encourage investment consultants to oversee the way asset owners and their managers engage in stewardship and to examine the significant role played by sell-side brokers.

We believe fiduciary duties are only one part of the wide range of policy, legislative and cultural changes that are needed to ensure that capital market players are sufficiently incentivised to behave in the interests of the long-term and the capital markets promote, rather than undermine, sustainable economic development. While the interpretation of investing in beneficiaries’ best interests is not the only driver behind the shift towards short-termism, it does play a meaningful part.

The role of investment consultants

The three questions in the consultation do not explicitly allow for comment on the role of investment consultants. However, we consider consultants to be very relevant. 

Per our response to the Law Commission, it would appear that the concept of consultants having fiduciary duties is not generally accepted. This is pertinent because there is significant scope for conflicts of interest to arise in the dispensing of investment advice. Furthermore, many asset owners with limited or no in-house expertise rely heavily on investment consultants. 

The degree to which consultants take into account factors relating to the long-term sustainability of companies is dependent on: the degree to which pension fund trustees wish to take them into account and the cost of maintaining dedicated research teams.

We strongly believe that clarification of the specifics of fiduciary duty would be helpful for all parties along the chain of responsibility.

While there are some good examples of investment consultants integrating long-term factors into their analysis such as Mercers Investment Consulting, and Towers Watson, there is a significant contingent that do not.
Although accountability and responsibility ultimately sits with trustees, we would welcome further review of whether and how investment consultants could be regulated to ensure conflicts of interests are mitigated and ensure that they act in the best interests of the client and the underlying beneficiary.

In addition, we believe that the UNEPFI Fiduciary Responsibility report, widely known as “Freshfields II”, is a useful reference in this regard, and we commend it to you for consideration. In a similar vein the Network for Sustainable Financial Markets and the Shareaction consultation responses are complimentary to this submission. 

If you have any questions in relation to this response or would like further clarification we would be delighted to discuss further. Please do not hesitate to contact me at Abigail.Herron@avivainvestors.com 

Yours Sincerely
[image: N:\Investment\GRI\Abigail Herron\Useful things\My E-Sig.bmp]

Abigail Herron

Head of Responsible Investment Engagement 
Aviva Investors



Consultation questions
1. How could regulation 2(3)(b) be amended so that it more clearly reflects the distinction between financial and non-financial factors?
There is no dispute that pension fund trustees have fiduciary duties to their beneficiaries. In parallel to this we also consider that discretionary asset managers and other investment advisors, such as consultants, have fiduciary duties to their clients. However, there is a gap in the awareness of the duty and the understanding of how this duty should be discharged and monitored.
In our view regulation 2(3)(b) of the Investment Regulations 2005 lends itself to be varied in a manner which prompts pertinent discussions amongst trustees resulting in, at least, improved transparency and disclosure in respect of the Statement of Investment Principles. Our view is that the recent iterations of the Pensions Act have resulted in a very positive impact on transparency, requiring disclosure on SEE issues and executing voting rights. However, there is now a need for this to be updated and to go beyond simply whether trustees are taking this into account and towards how they are taking this into account. 
At present the current wording means important investment considerations which are commonly termed to be environmental, social or governance (ESG) have been batched under the same heading as ethical considerations. This is outdated and outmoded in our opinion. Any changes made by the Government should seek to ensure that trustees develop meaningful and effective policies and do not continue making boilerplate statements which do very little to either protect members’ interests or allow them to evaluate their trustees’ effectiveness on social, environmental and ethical (SEE) factors. 
The aforementioned Law Commission’s conclusions have aided trustees and their advisors in quashing contemporaneous misinterpretations. 
Building on our response to the Kay Review and the Law Commission we propose an amendment to regulation 2(3)(b)(vi) which is two pronged: 
Suggested Solution
Firstly, the Government should require trustees to develop and state policies on how they address, in their investment and in their stewardship activities, financial and non-financial factors relevant to long-term outcomes for members. It is important to note that such policies should cover investment and stewardship.
A statement of investment principles (SIP) must be accessible 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. 
This suggested drafting has also been inspired by the wider directors duties encapsulated in s.172 of the Companies Act 2006. With that in mind:


1. The powers of delegated discretion must be exercised in the way the trustees or delegated fund manager consider, in good faith, would be most likely to be for the benefit of the members and beneficiaries as a whole and to be fair as between the members and beneficiaries, including as between present and future members and beneficiaries. 

2. In exercising any such discretion, the trustees and/or delegated fund manager may have regard to the following, including but not limited to: 

· the likely financial consequences of any such exercise in the long term; 
· the financial impact of any such exercise on the portfolio as a whole; 
· the impact of any such exercise on the financial system and the economy where such impact has financial implications for the portfolio as a whole; 
· the implications of environmental, social and governance factors for return on investments; and 
· non-financial factors including reputational risk provided that the trustees or delegated fund manager have good reason to think that members and beneficiaries would share a concern about a particular factor. 

3. Nothing in this regulation shall be interpreted as affecting any provisions in any instrument or agreement that confer on the trustees any wider powers than those set out in this regulation, including any powers to prioritise non-financial factors over financial considerations.

Secondly, it is vital that trustees have the requisite skills and knowledge to enable them to develop investment beliefs and strategies that strike the appropriate balance between long and short-term objectives, and to ensure alignment of the investment chain with these objectives. 

With this in mind we created the Aviva Investors Trustee Tutor which includes ESG considerations and can be found here:

www.investmenttutor.com/learning_topics/index.htm

As such, we recommend that The Pensions Regulator strengthen its own trustee toolkit and training offering to reflect the long term nature of pension obligations. 

Furthermore, we commend to you the examples of mainstream asset owners included in the consultation submission by the Network for Sustainable Financial Markets on pages 4 to 5. These include extracts from the investment belief statements of major asset owners including, but not limited to, APG, BT Pension Fund, BcIMC, Guardians of New Zealand Superannuation and USS. 

The ultimate aim of these solutions is to catalyse discussion and practical action amongst trustees resulting in demonstrable stewardship outputs including, but not limited to:

· Creation of a risk appetite statement;
· Structuring incentives and evaluations to be consistent with beneficiaries long term interests;
· Clear articulation of appropriate investment beliefs;
· Construction of investment management agreements and RFTs that reflect stewardship and long term considerations.; and
· Adoption of interactive communication and reporting processes to promote accountability.




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 by pension fund trustees and their agents is very pertinent.  Professor Kay recognised the importance of good stewardship to the success and stability of UK equity markets, describing it as “key” to the equity investment chain[footnoteRef:3].   Stewardship, Kay argued, is the critical value-creating activity in modern markets:  [3:  Para. 6.2, The Kay Review, https://www.gov.uk/government/uploads/system/uploads/attachment_data/file/253454/bis-12-917-kay-review-of-equity-markets-final-report.pdf] 

“Promoting stewardship and good corporate governance is not an incidental function of equity markets. The effectiveness of modern equity markets depends almost entirely on their effectiveness in promoting these goals of stewardship and governance.”[footnoteRef:4]  [4:  Para 2.32, Ibid] 


Furthermore, per paragraph 5.98 of the Law Commission’s review into fiduciary duty:

“it is clearly in the interests of pension funds as a whole to do all they can to promote the long-term success of the companies in which they invest.  We think that trustees should be encouraged to consider whether and how to engage with companies to promote their long-term success, either directly or through their investment managers”.

As a large fund manager we very much welcome our clients taking an interest in stewardship and engagement activities. We have, for example, this month fed into the Association of Member Nominated Trustee’s Red Line voting policy project. We have an active engagement programme which we would very much welcome clients joining in with and see no insurmountable barriers to this. 
With the above in mind we believe the approach mooted in question 2 is sound as a first step, so long as it is part of a raft of measures. To be clear, the suggestion in question 2 is not sufficient in isolation. 
We must also be mindful that the current iteration of the Stewardship Code is not drafted with this audience in mind. There is also a danger that if the requirement is simply to “comply or explain” with the Stewardship Code, we may see boilerplate statements such as “the trustees delegate this to their managers”.  This high level response leaves much to be desired in terms of transparency on trustees approach to stewardship or how the oversight of managers is exercised. 
The ultimate objective should not be increasing the number of signatories to the Stewardship Code but about achieving the behavioural change through the investment chain that was described as necessary by the Kay Review. The quality of Code signatories should matter more than quantity. 
We have suggested on previous occasions that presently there are too many asset management signatories for whom their true commitment to the Code’s principles may be questionable. Replicating this scenario with a list – extending into the thousands - of potentially boilerplate asset owner statements would not be helpful to anyone. 
To compliment the suggestion made in question 2 we suggest two measures in addition to requiring consideration of the Stewardship Code.
1) Firstly, the Occupational Pension Schemes (Investment) Regulations 2005 should be amended to encourage good practices reflective of the way in which trustees actually undertake stewardship.  This means requiring them to have a policy addressing practices such as: 
· setting stewardship objectives; 
· reporting in a clear and timely fashion to members on stewardship and encouraging feedback, identifying the ESG and non-financial factors they will address; 
· including stewardship practices in manager selection; 
· mandates and monitoring; and
· actively encouraging managers to engage with companies. 

2) Secondly, bringing into play the National Association of Pension Funds’ (NAPF) Principles for Stewardship Best Practice[footnoteRef:5].   [5:  http://www.napf.co.uk/~/media/Policy/Documents/0272b-NAPF-Stewardship-Policy.pdf
] 


As you may know, in 2012 the NAPF published a Stewardship Policy that sets out three simple actions which can be expected of pension funds as the owners and providers of capital:
· Include a section on ‘stewardship’ within the fund’s Statement of Investment Principles. 
· Include stewardship criteria in manager searches.
· Incorporate monitoring of stewardship activities into manager reviews.

We commend these principles to you as we believe they properly reflect the way in which stewardship works for pension trustees and addresses the points set out above.  In the interests of transparency we are members of the NAPF and sit on their Stewardship Committee. 

There is a danger that structure of the consultation paper inadvertently suggests that the question of ESG and non-financial factors is not relevant to the issue of stewardship.  We strongly disagree with this. ESG and non-financial factors are relevant to trustees’ approaches to stewardship and to investment. However, the separation of these issues in the consultation paper risks encouraging a “silo” approach to stakeholders’ responses.  

In keeping with the aforementioned suggestions regarding policies on investment and the spirit of “comply or explain”, if the trustees do not have such a policy they should be required to explain why.  Trustees should be required to report on how the policy has been implemented, including identifying and explaining particular long-term risks.  This should take place in the annual investment report and be easily available to members. Per our answer to question 3 we do not consider this will add an unnecessary burden or cost but will instead prompt better stewardship and real demand from trustees to their fund manager.

Contemporaneously, we believe that investment consultants’ fee structures should be aligned with the long-term performance of the funds that they advise upon. We believe that the current structure of consultant incentives encourages changes between fund managers that are too frequent. This is because the consultant will receive considerably more in fees for running a new tender process, than for being retained as an advisor.

In addition to this we propose that investment consultants advising on more than €8 billion in assets under management should also be required to report to their clients annually on how well they think fund managers are performing in this area, or again, explain why they have not done so. This would encourage fund managers and trustees to consider this data when investing, and to behave as better stewards of other people’s money. Some investment consultants already do this and we would encourage others to do so also. 
 
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?

We do not anticipate significant costs being incurred by trustees associated with complying with the proposed amendments in most cases. Most likely, any costs would relate to one off initial costs associated with:
· Training;
· Discussion and review;
· Agreeing a policy;
· Reviewing and monitoring additional aspects of reporting from their investment managers; and
· Communicating this to their beneficiaries. 
For many, making use of the tools provided by the NAPF would go a long way to fulfilling any new policy objectives. 
Looking at the converse, any such initial costs incurred should be viewed against the long-term costs of not implementing workable reform in this area, including, but not limited to:
· the wider significant costs to the economy of  trustees continuing to focus narrowly on short-term return, the exact type of behavior identified by Professor Kay as a cause of the most recent financial crash; 
· the continued confusion about what trustees can and cannot take into account – with associated fees to legal advisers for repeated analysis of trustees’ duties;
· the likely decreased value of members’ pension savings if trustees do not take account of ESG factors, such as climate change, in their investment and stewardship decisions; and
· the wider negative impacts on society if the £3 trillion invested in UK pensions is invested in a manner which is not in the best interests of savers. 
We understand that a similar approach to impact assessment was taken by the Government in relation to the new directors’ duties introduced under section 172 of the Companies Act.
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