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DWP: Consultation on changes to the Investment Regulations following the Law Commission’s report ‘Fiduciary Duties of Investment Intermediaries’ 

1.	Introduction	1
2.	Executive summary	1
3.	Overview of the key issues	2
4.	The Canadian Experience	4
5.	Universal Ownership	4
6.	Fiduciary responsibility and efficient funds	5
7.	Consultation questions and answers	7
1. [bookmark: _Toc415747835]Introduction
UNISON is very pleased to make this submission to the DWP consultation.

We believe that the DWP should also ensure that the recommendations on changes to any legislation of statement of investment principles (SIP) should also apply to the 101 funds of the Local Government Pension Scheme in England, Northern Ireland, Scotland and Wales who have around £200bn in assets at current valuations. As we believe the current LGPS investment regulations are not fit for fiduciary purpose and sit outside the coverage of the EU Directive 41/2003 Institutions for Occupational Retirement Provision, to which the Law Commission agreed and recommend the LGPS Investment Regulations were amended.

Our members’ pension funds are long-term investors in the whole economy, they hold the universe of asset classes and are therefore “universal owners” as originally defined by Monks and Minnow in the 1990s, and recognised by United Nations Principles of Responsible Investment (UNPRI). Some of our members’ funds have existed for more than 80 years. 

Since 2007, UNISON has supported, organised, trained and assisted its sponsored trustees and member representatives on the Local Government Pension funds. This submission draws on five years of one-to-one engagement with member-nominated representatives on funds, and research into fund governance, performance and broader investment issues.
2. [bookmark: _Toc415747836]Executive summary
· Pension funds suffer from a culture of “fund manager knows best”.  As recent history has demonstrated, their current practice has exposed them as agents and facilitators of a collapse in the economic performance of the private sector.
· Government failures to consult with and nurture the training and independence of thinking of fund fiduciaries, who are the senior representatives of corporate ownership, and the most legally potentially powerful agents of change of corporate activity.
· Regulatory failures in identifying key reporting requirements by fund managers and poor transparency of the cost and incentive structures of fee contracts.
· The lack of understanding by fiduciary owners that the long-term success of highly diversified funds depends on the performance of the economy as a whole. This requires a strategic liaison with fellow universal owners and governments regarding long-term approach to capital reinvestment.
· The absence of collaboration between fiduciaries around long-term “whole economy” planning. 
· Poor and out-dated mandates and fee structures with fund managers (based on quarterly performance, stock market value and trading volumes) which encourage them to churn stock rather than develop a strategy of engagement with corporations and bond-issuers in keeping with fiduciary responsibilities.
· The self-interested resistance of fund managers and advisers to promote the benefits of mergers and/or cooperative management of smaller funds to gain benefits of scale and reduced fees.
· The failure to assist fiduciaries in developing a governance approach for credit-issuing corporations (mostly banks) – where ungoverned expansion and contraction of credit has repeatedly triggered financial crises.
· The continued refusal of asset managers and others to reveal the true costs of investing.
· The continued isolation of fiduciaries from owners in other funds, where a collective voice and action could assist with clear ineffectiveness in economic management in the beneficiary interest, such as:
Releasing the £750bn currently held on company books.
Putting capital assets to work through full employment.
Increasing real outputs to tackle low pay, and therefore closing the pay gap from the bottom up, and thereby also reducing the drain on public resources from both protective social costs and high levels of tax transfers to the low paid.
The development of a practical approach for universal owner to enhance macroeconomic performance.
The training and recruitment of a pool of company directors with a “whole economy” outlook.
· There must be clear statutory guidance on what constitutes the difference between financial and non-financial issues. It is problematic to discern where the boundaries lie between these two categories. 
· Ultimately all decisions about investments and investment strategy are of a financial nature. It is not in the interests of beneficiary members, particularly in DC schemes where they make the asset allocation, to limit their input just in non-financial cases. 
· UNISON supports the amendment to the Investment Regulations of both Trust and LGPS funds which should make the stewardship code compulsory as well as scheme member consultation on its construction and implementation. 
· A one year grace period for the development and implementation of policies would be required for trustees and LGPS funds to prepare and consult with scheme members.
· The financing of the changes must be acquired amending contracts with fund managers so that current voting and engagement tasks can be taken in-house or used collaboratively with other funds involved with proxy and engagement agents. 
3. [bookmark: _Toc415747837]Overview of the key issues
We welcome the review’s concerns on fiduciary duty and the broader remit to consider corporate governance as a whole and its impact on the economy.

The post-war growth of collective funds around the world has changed the nature of corporate ownership. Majority shareholders were once wealthy individuals, but now they are pension and insurance fund fiduciaries. As observers since the 1970s have noted, this incremental change has had profound implications for corporate governance, which regulation and investment culture has struggled to address. 

Whereas wealthy shareholders in the past concentrated their wealth in a small number of companies and had the resources to plan for long-term investment horizons, modern fiduciaries have highly diversified assets and are poorly organised for longer term planning. 

Fund fiduciaries are legally bound to diversify assets, so that even the largest collective funds in the world must collaborate to exercise influence corporate practice in any one company or sector. It took at least 20 years to overcome legal constraints on collective action by large funds, which is a welcome development. 

But the development of “whole economy” analysis for universal owner fiduciaries, and liaison with regulators, is still in its infancy. We believe that the initial review should seriously consider the concept of Universal Ownership[footnoteRef:1] and a broad macro-economic fiduciary outlook.  [1:  http://www.justmeans.com/CSR-MPT-Universal-Ownership/38488.html
] 


The fiduciary rules of prudence and care have correctly encouraged funds to own stock in every sector, and of competitive companies within sectors. This means that fund fiduciaries (trustees and fiduciary managers) are owners not of just a handful of assets, but of a slice of the economy as a whole: of all major listed corporations and government debt. 

The ability of these funds to meet beneficiary interests -  in large part to deliver pension income -  is directly correlated to the overall performance of the British and world economy.

Hawley and Williams have argued since 2000[footnoteRef:2] that fiduciaries have a legal obligation to collaborate with each other, and in turn with government and regulators on economic, fiscal, monetary, social, environmental and other “whole economy” matters.  [2:  The Rise of Fiduciary Capitalism How Institutional Investors Can Make Corporate America More Democratic James P. Hawley and Andrew T. Williams
] 


Performance of the private sector is closely tied to the raising of tax revenue and government as regulator also plays a key role in governance of the private sector. So it can equally be argued that government has a similar legal obligation to liaise with fund fiduciaries. Ministers   are bound by fiduciary duties over public monies and the broader impact of regulation on civic welfare. 

However, the current investment environment is far removed from these legal obligations and governance ambitions. Instead:
· Fund managers hold sway over fiduciaries, who meet rarely and have limited support and research on governance, collaboration and economic matters. Fund managers also put inappropriate pressure further down the investment and governance chain by requiring companies to deliver earnings, regardless of long-term planning and sensible business practice.
· It is currently not in the interest of fund managers to allow fiduciaries to collaborate and share research resources, to pool funds to reduce fees, or change mandates and alter fee incentives. Almost completely absent from the investment advisory sector are agencies supporting “whole economy” thinking, collaboration between owners, and liaison with regulators.

A central issue in this unhappy state of affairs is the repeated failure of governments to recognise that successful governance of the corporate private sector requires that fiduciaries are recognised and supported for what the law says they are – the most senior governance authority in the whole of the private sector. Governments repeatedly turning to fund managers and company boards for policy advice compound the problem. It is no excuse to argue that these junior authorities in the investment chain are better resourced than fiduciaries to discuss policy. The challenge is to develop a fiduciary pool of knowledge and resources adequate to the task of long-term collective planning, alongside government, of the investments of millions of small savers.

We believe such collective fiduciary effort should lead to a redirecting of investment away from transaction and speculation, and towards productive and caring activity to meet the real needs of beneficiaries.

4. [bookmark: _Toc415747838]The Canadian Experience
In the pension sector, Canada is uniquely positioned to inform the evolution of fiduciary standards of pension funds. It “punches above its weight” in respect of the framework for public pension fund management based on recognition that size, costs, and governance matter.  

The “Canada model” of pension management and delivery which is also unique in that its courts (the Supreme Court of Canada in particular) have focused over an extended period of time (and in a variety of contexts) on developing a coherent view of the nature of fiduciary relationships and the consequences thereof. In doing so, they have extended the scope for fiduciary duties and consequential remedies.

We commend and attach the work of Edward J Waitzer and Douglas Sarro – The Public Fiduciary: Emerging Themes in Canadian Fiduciary Law for Pension Trustees[footnoteRef:3]. [3:  http://www.cba.org/CBA/Canadian_Bar_Review/Main/] 


The authors comment “We conclude by considering the trajectory of the law – why fiduciaries are increasingly required to look beyond the immediate imperatives of the market (at least as they seem at the time) towards longer-term, systemic concerns, such as intergenerational equity and sustainable development. This trajectory appears to be positioning fiduciaries with public responsibilities and, in doing so, could alter legal and governance precepts”.

UNISON concurs with this outlook and believes that the “Universal Owner” hypothesis should be considered in the Law Society’s review. This proposes that fiduciaries have an obligation to consider macroeconomic factors in carrying out their duties to beneficiaries. 
5. [bookmark: _Toc415747839]Universal Ownership
This hypothesis appears justified by the impact of the financial crisis on investments, criticism of the passive or contributory role of trustees in finance sector governance, and the longer-term historic decline in investment returns and economic growth rates.

"...the time has come for institutional investors to explicitly recognise that economy-wide, macroeconomic issues heavily influence the returns they will earn on their investments" [footnoteRef:4] [4:  The Rise of Fiduciary Capitalism, Hawley and Williams, 2000, p 22
] 


It is now over a decade since Hawley and Williams elaborated a legal framework for fiduciary duty regarding modern diversified portfolios. They proposed that investors should consider externalities of individual stockholdings on the overall performance of their portfolios, and that:

 “… a universal owner also needs to augment firm-by-firm monitoring with a concern for the broader economic environment. These concerns include but are not limited to general monetary and fiscal policy, regulatory policy, and the provision of important public and quasi-public goods such as education, tort law [obligations imposed by law], and the transportation and communication infrastructure.[footnoteRef:5]  [5:  The Rise of Fiduciary Capitalism, Hawley and Williams, 2000] 


"…In addition to appropriate fiscal and monetary policy, sustained economic growth depends on factors such as a well-trained labor force, an effective infrastructure, and a legal and regulatory environment that encourages efficiency in the business sector…..Consequently, a universal owner that really wants to maximise the shareholder value of its portfolio would need to develop public policy-like positions and monitor regulatory developments and legislation on a number of key issues to the economy as a whole.”[footnoteRef:6] [6:  The Rise of Fiduciary Capitalism, Hawley and Williams, 2000] 


The current crisis, triggered as it was by a contraction in credit availability (and therefore clearly part of “monetary policy” as cited by Hawley and Williams) provides adequate evidence to suppose that macroeconomic issues really do “heavily influence” fund returns and that they are not in the ‘best interests’ of pension scheme members.

Despite the welcome establishment of the UNPRI clearing house and its recently proposed plan to provide research into the impact of externalities in some key sectors, there remains the obligation suggested by Hawley and Williams that a macroeconomic view should be taken by trustees and other legal owners of investments. 

This means that while Universal Owner principles are being adopted for targeting, we still have no macroeconomic framework against which to judge the likely impact of any particular action, and we have no method of guessing whether any such action will run up against monetary, fiscal and regulatory issues which limit its effectiveness.
6. [bookmark: _Toc415747840]Fiduciary responsibility and efficient funds
The national and global economy is dependent on workers’ pension funds investing money to make it work, just as our pension funds are dependent on how well the economy works. But in recent years, like most funds, we have witnessed a steady decline in real investment returns, leading to closures of schemes in the private sector, and attacks on benefits for our members in public service.

Workers’ savings must be invested for a better and sustainable life in retirement, not squandered by high-paid financiers on market speculation. The drive for this can come from the formation of large pension funds with efficient and effective administration and governance; but most importantly under the fiduciary control of their members and sponsoring employers. 

Academic evidence supports the creation of large, fiduciary based funds[footnoteRef:7]. Generally they have lower administration and fund management charges by employing internal fund management staff committed to the broad economic and social ambitions of the fund members. [7:  http://www.rijpm.com/research_paper/is-bigger-better-size-and-performance-in-pension-plan-management and The impact of scale, complexity and scale on service quality on the administrative costs of pension funds: A cross-country comparison Jacob Bikker, Onno Steenbeek and Federico Torracchi No. 258 / August 2010] 


In a lecture, Can Pension Funds Save Capitalism[footnoteRef:8], delivered in 2012 by one of the world’s leading experts on governance, Keith Ambachtsheer, Director, Rotman International Centre for Pension Management, addressed the question by saying they could, but only if the funds met the following criteria. [8: ] 


1. They were aligned interests with scheme members
2. They had strong governance
3. Sensible investment beliefs
4. Right-scaled, from $30bn+ of assets under management
5. Competitive compensation for fund staff

Such funds could be based upon key industrial sectors within the UK economy, such as construction, manufacturing, voluntary sector and finance. These would be multi-employer funds which would have a statutory requirement to annually review of size and efficiency, much like the Australian Super Funds system.   

So, have we the evidence to support these changes in our own area of influence? UNISON submitted evidence to the Public Services Pension Commission, chaired by Lord Hutton. The evidence was commissioned from APG the Dutch fund manager for the third largest pension scheme in the world, ABP.

APG’s research used nine years of data from the 101 funds within the LGPS system. APG created and simulated the performance of 14 funds, no smaller than £8bn each with the above information. 

If there had been 14 funds instead of 101 between 2001 and 2010 the system would have generated:

· £9.6 billion extra income in asset value returns 
· £793 million saving by lowering the investment expenses 
· Asset values increase to £161bn 33% more by 2010

Further improvements could have been expected with larger funds.

Large consolidated funds could of course collaborate on corporate governance issues and other macro-economic policy issues, such as infrastructure investing. At the moment the £150bn LGPS assets are disaggregated in 101 funds but they are re-aggregated up by the commercial, non-fiduciary fund managers.

top 5 fund managers manage: 		£64bn
top 10 fund managers manage: 		£84bn
top 15 fund managers manage: 		£97bn
top 20 manage: 				£105bn
all manage:	 				£141bn

This means that the share ownership powers of the funds is removed from the fiduciaries to the shareholders, who of course have conflicts of interest. It means the voting power of the 101 funds at company AGMs is not only diluted, but placed in the hands of financial intermediaries, who do not have the legal (and sometimes commercial) interests of beneficiaries at the centre of their decision making. 

As a result we have dysfunctional outcomes in our economy and companies causing runaway executive pay; limited diversity on executive boards and a squeeze on workers pay and pensions. 

UN Secretary General Ban Ki-Moon said after the crash: "What we cannot afford is more short-sighted approaches. The global economy needs more than a quick fix. It needs a fundamental fix. If we have learned anything from the financial crisis, it is that we must put an end to unethical and irresponsible behaviour and the tyrannical demand for short-term profit."

As major holders of corporate and treasury assets, public sector workers around the world are in effect in partnership and ownership of the banks and corporate executives who have caused  this situation. We are the owners, but our ownership is in the hands of the same organisations responsible for the economic crisis. This suggests to us that fiduciary obligations should not be extended into contract law, due to the profound conflicts of interest in the investment chain.

Instead the state should recognise that the real effective fiduciaries of the economies assets are not the finance sector contractors, but are the pension funds and insurance funds. The state should, in our view, support the creation of effective and efficient funds. It should also  improve consultation systems for beneficiaries, including the statutory election, facility time and state support for member nominated trustees/representatives.

7. [bookmark: _Toc415747841]Consultation questions and answers

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?

Answer: There must be clear statutory guidance on what constitutes the difference between financial and non-financial issues. It is problematic to discern where the boundaries lie between these two categories. 

Ultimately all decisions about investments and investment strategy are of a financial nature. It is not in the interests of beneficiary members, particularly in DC schemes where they make the asset allocation, to limit their input just in non-financial cases. 

Any changes to the Investment Regulations should aim to ensure that trustees and LGPS representatives develop meaningful and effective policies. Too often, statements made in SIPs are vague and “boilerplate”. The legislation must require consultation with beneficiaries and beneficiary endorsement by ballot of the proposals. 

Generally trustees and LGPS fund representatives should:

(i) develop and state their policy on how they address, in their investment and stewardship activities, financial and non-financial factors relevant to long-term outcomes for members; 

(ii) identify any specific financial or non-financial factors they have decided to address and how; 

(iii) state their policies / proposals for ascertaining the views of members in respect of these investment and stewardship decisions (e.g. surveys, consultations, meetings with members). 

This is important as the Law Commission’s test for taking into account non-financial factors is that trustees have good reason to think that members would share the concern, Trustees should, however, be required to state their policies for ascertaining members’ views on financial as well as non-financial matters: the Law Commission’s report confirmed the principle that trustees may consult their beneficiaries.

(iv) explain how they ensure that those to whom they delegate investment, management or stewardship responsibility will follow the trustees’ policies, and how they will select and monitor agents in this respect; and 

(v) explain why if in any case they do not have the above policies in place and when they will put them in place.

Trustees should be required to report on the implementation of their policies annually, including identifying and explaining particular long-term risks. This reporting should take place in the annual investment report and during this time seek comments from scheme members. 

Q2: 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? 

Answer: UNISON agrees with the proposal to amend the Investment Regulations of all pension funds. Trustees and LGPS representatives should be encouraged to take stewardship seriously. However, this would not be achieved by simply requiring trustees to comply, or explain non-compliance, with the Stewardship Code. 

This Code does not properly reflect the way in which trustees undertake stewardship in practice and it would not encourage best practice amongst trustees and LGPS representatives. The IR should be amended to require legal compulsion to comply with the Stewardship Code and consult members every year on its application by their fund. 

Trustees and LGPS representatives must have a meaningful practical approach on stewardship, i.e. a policy covering matters such as: setting stewardship objectives; including consideration of stewardship practices in manager appointments & monitoring; actively encouraging managers to engage with companies; and reporting on stewardship to members, independent AGM voting policies that reflect the views of the scheme members and are not left to the views of fund managers. 

Q3: 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? 

A one year grace period for the development and implementation of policies would be required for trustees and LGPS funds to prepare and consult with scheme members.

The financing of the changes must be acquired amending contracts with fund managers so that current voting and engagement tasks can be taken in-house or used collaboratively with other funds involved with proxy and engagement agents. 
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