a o

Arc Pensions Law

B W sisitn

‘a practica

i 7 1
B RRNG 7 U RY

May 2020

So far, 2020 has not been the year any of us were expecting, but ESG remains a hot topic
and the requirements for trustees continue to develop. We've therefore created this practical
guide to help trustees meet these new requirements.

By 1 October 2020 trustees will need to make further updates to their SIPs and from
that date include an implementation statement in their annual report, which will need
to detail not only how the SIP has been followed but demonstrate that ESG factors were
considered as part of the investment decision-making process.

As per our previous practical guide, we don't provide definitive answers because the process
must be scheme specific. Instead, we hope this guide is a helpful starting point to get the
conversation started sooner rather than later. Please note this guide assumes a level of ESG
knowledge, please ask your adviser for training if you are unfamiliar with any concepts
or terminology.
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1. Introduction

People are talking about “implementation statements”. Snappy, huh? But they are going to be important.

From 1 October 2020 trustees will have to include one of these statements in their scheme’s next
annual report and accounts. Then publish it online. This is the case for Defined Benefit (DB), Defined
Contribution (DC) and hybrid schemes with at least 100 members. If your scheme has less than 100
members, then this guide isn't for you.

The purpose of the implementation statement is to require trustees to explain how they invested
the scheme’s assets in line with the statement of investment principles (the SIP) during the scheme
year. Legislation’ tells us exactly what the statement must cover. There are different requirements
depending on whether the scheme is DB, DC or both.

It acts as a ‘check and balance’ for trustees to see if they have acted in line with the investment principles
and policies set out in the SIP. It also provides a public document by which members and, if it desired,
the Pensions Regulator could use to monitor trustees.

This practical guide aims to answer some common questions being asked about the timing of the new
requirements. It also tries to help trustees think about what their implementation statement might
look like and how to get started.

In this guide the term “hybrid scheme” means a pension scheme that provides both final salary and
money purchase benefits (other than or alongside additional voluntary contributions (AVCs)). The
term ‘DB scheme' includes schemes that provide final salary benefits and whose only money purchase
benefits (if any) are AVCs.

"The Occupational and Personal Pension Schemes (Disclosure of Information) Regulations 2013, as amended
by The Occupational Pension Schemes (Investment and Disclosure) (Amendment) Regulations 2019
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2. What deadlines are we working to?
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3. What needs to be covered by the implementation statement?

The knowns

You'll have seen that there’s little difference between DB, DC and hybrid schemes in the timing of the
obligations. There are, however, more differences when it comes to the content of the statement:

Scheme type Implementation statement must include the following regarding the scheme year

DB = Description of voting behaviour by or on behalf of trustees (including most significant
votes cast) and state any use of proxy voter during the year

= The extent to which the trustees followed the policies in the SIP regarding the exercise
of rights (including voting) and the undertaking of engagement activities and monitoring/
engagement of managers or issuers (the Stewardship Policies) during the year

DC or hybrid = Description of voting behaviour by or on behalf of trustees (including most significant
votes cast) and state any use of proxy voter during the year

= Set out how and the extent to which the trustees have followed the SIP during the year
= Describe any statutory* and/or other review of the SIP during the year
= Explain any changes made to the SIP during the year and why

= |f there's been no statutory review in the year then state the date of the last such review

*A statutory review refers to the legal requirement to review the SIP every three years or, if earlier, after a
significant change in investment policy.

As a simple rule, remember you are reporting against what is contained in your SIP during the
relevant scheme year.

It's possible that some schemes’ SIPs change during that scheme year. So the implementation
statement ‘straddles’ two or more versions of the SIP.

For example, for a scheme which has a scheme year of 1 January 2020 - 31 December 2020:

* The implementation statement must be published in the Annual Report due by 31 July 2021 and
cover the entire 2020 scheme year

= The Trustees will have had to update their SIP by 30 September 2020 to allow for the new
requirements that come into force on 1 October 2020 (e.g. the requirement to have a policy
explaining the trustees’ arrangements with asset managers and how it incentivises them, and the
evaluation of performance, remuneration and costs)

= This means the Trustees will have a Pre-1 October 2020 SIP and a Post-October 2020 SIP.

= The Trustees will therefore need to report on their implementation of the policies in the Pre-1
October 2020 SIP (between 1 January 2020 and 30 September 2020), and their implementation of
the policies in the Post-1 October SIP (between 1 October and 31 December 2020).



In practice, there may be a negligible difference between SIPs in place during a scheme year.
But this ‘straddling’ should be kept in mind when drafting the implementation statement. It may
similarly arise where changes are made to the SIP that are not required by law e.g. where the
trustees have changed their policies.

The (current) unknowns

The million-dollar question is ‘how much detail do the implementation statements need to go into?".
There's very little guidance or market practice out there at the moment.

The Pensions Regulator* says that the purpose of the statement is to help ensure that “action follows
intent” and to focus trustees’ minds on how their investment policies and stewardship arrangements
are delivering against the SIP. It expects the statement to explain any deviations from the SIP and
how any objectives have been achieved (or not). It lists some suggestions for content, including

how Stewardship Policies were developed, the governance structures in place when policies were
developed and practical actions taken to implement policies, their effectiveness and lessons learned.

In practice, we expect the market will start to set benchmarks for 'good’ practice. What seems clear
is that the regulatory expectation is that what's needed is real-life practical examples to evidence
that the trustees have implemented their own policies. It should not be a ‘tick box’ report and must
be scheme specific.

It's worth keeping in the mind the recent 1 October 2019 requirements to update SIPs with more
focussed ESG and Stewardship Polices. 1 October 2020 is the second half of that story with further
updates to SIPs being required as touched on above. The political and regulatory focus on ensuring
trustees demonstrate ESG factors are properly considered as part of the investment decision-making
process, and work towards greater asset stewardship where possible, continues at pace.

On the next page we look at what kind of information you might include in your statement, including
what questions you might ask your investment advisers and managers.

*See pages 30 and 31 of its Guide to Investment Governance that sits alongside the DC Code of Practice (no.13). Please

click here to read.


https://www.thepensionsregulator.gov.uk/en/trustees/managing-dc-benefits/investment-guide-for-dc-pension-schemes-

4. Do we need to do anything now?

Yes. We think so. Even if the deadline for your scheme’s Annual Report is a little way off, gathering
the information to enable you to report is likely to take some time. The process starts with you
asking questions of your advisers, managers and yourselves.

Your asset managers will most likely provide investors with information in different formats, so it
may take some time to confirm you are comparing apples with apples. Managers and advisers will
be receiving requests from large numbers of schemes, so it's sensible to give them plenty of time to
respond if you can.

Every statement will be scheme specific. So, the questions you need to ask will vary from scheme to
scheme. However, we've set out some initial questions which your investment and legal advisers can help
to answer, which will set you off in the right direction:

Question DC/Hybrid DB schemes
schemes
Can you identify the policies and objectives in your SIP v v

that you must report against? but only in relation to

Stewardship Policies (see
page 3 above)

Can you articulate what information you need to assess v v

how far you followed/met the SIP's objectives? but only in relation to

Stewardship Policies (see
page 3 above)

Are there any timescales or objective metrics that can v v
determine if those policies have been followed? but only in relation to

Stewardship Policies (see
page 3 above)

How were the trustee policies developed (from a v v
governance perspective) and what were their aims? You
could reference the trustees' investment beliefs.

but only in relation to
Stewardship Policies (see
page 3 above)

How have trustee decisions regarding the implementation of v Vv

the SIP been carried out in practice? Can you describe these? but only in relation to

Stewardship Policies (see
page 3 above)

How do you monitor and, where appropriate, challenge v v
asset managers? What reports do you receive? Where but only in relation to
possible, are your expectations made clear and are mandates Stewardship Policies (see

in line with the SIP? page 3 above)




Question DC/Hybrid DB Schemes
Schemes

If you carried out a manager review or selection process, v v
how did this check that the investment product was in line

with the policies in your SIP? E.g. what questions did you

ask and what evidence did you request?

Did you carry out a statutory (or other) review of the SIP v X
during the scheme year? If yes, can you describe it? If no

statutory review was carried out, have you identified the

date of the last one?

If you didn't follow your SIP during the scheme year, can v X
you explain why?

How have your equity managers voted over the year? v v
Which have been the most significant votes cast by your
managers and why are these so noteworthy?

What lessons have the trustees learned that might shape their v v
approach in the future?

For many years the law has required that trustees (and their fund managers) exercise their
investment powers to give effect to the SIP as far as reasonably practicable. Although it doesn't
require it to be slavishly followed, trustees must do their best to invest consistently with the SIP.



5. We're collecting a lot of information; where do we start when analysing it?

The regulatory intention is for this exercise to be meaningful. It shouldn't be tick box. However,
this can leave trustees thinking ‘where do | start?'. Below are some tips to help you approach this
exercise sensibly and pragmatically.

Can | prioritise any questions or parts of the portfolio?

The legislation doesn't allow you to decline to report against certain SIP policies or types of
managers. The report must cover all the statutory requirements. However, it's inevitable that some
steps taken by trustees have a greater impact than others. It's sensible, when analysing information
from managers, to understand the likely impact of the trustees’ actions over the scheme year. This
may give a useful narrative to include in the implementation statement. It's appreciated that courses
of action are limited when a scheme invests in only pooled funds, but that increases the emphasis

on understanding and monitoring manager behaviour and deciding whether that manager remains
the right choice for the scheme.

When looking at voting and engagement across your mandates it is important to understand the
level of impact and sphere of influence the manager has based on asset class:

Leve of possible Sphere of influence

impact
Active manager - Hioh Company investment selection, as well as ability to
Equity 8 influence company management by meetings and voting.
Active manager - Not only able to influence underlying companies but also
_ 8 Reasonable , Y , ying P
Multi-Asset via asset allocation.
Active manager - Fixed Reasonable Company investment selection, strong relationship with
Income companies issuing debt can allow influencing
Passive manager Maroinal Fairly limited in stock selection (unless specifically ESG positive),
8 able to influence management by meetings and voting
LDI manager , o
Marginal Limited to counterparty banks

(gilts and derivatives)

When thinking about proportionality and materiality, it's also useful to consider the size of the company
being invested into. One area for trustees to consider is whether managers are more flexible with
smaller companies who are more resource constrained when it comes to implementing changes.

Should our approach adapt to the shape of the scheme’s portfolio?

For segregated mandates, as trustees you should have material transparency and influence over both
underlying holdings and manager engagement. The manager should be able to provide you with specific
voting records (for equities) and engagements related to your holdings. Given the mandate is tailored to
your needs, you can discuss with and influence how the manager votes on specific issues.
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So, it's worth asking how your views have been reflected in voting records. Similarly, for engagement,
where have the stewardship team been focusing their time and does this reflect the trustees’ views? For
example, if you, as trustees have particular concerns around cybersecurity, has this been reflected in
underlying company engagements on this issue?

For pooled funds, the first step is to ask for your manager’s voting record (for equities) and engagement
report. This is likely to be a glossy document and will cover a large range of funds so it's worth confirming
at this stage which (if any) of the records directly apply to you.

Be conscious of whether a manager’s policy is at fund level or at firm level. Managers are under
pressure to give more insight at fund level. If the policy looks out of market or not reflecting best
practice, understand what improvements the manager is looking to make and when.

For trustees who have a fiduciary management (“FM") arrangement, your manager should help to
compile this information on your behalf. As part of your FM oversight, ask for and understand their
criteria for review. This is especially relevant to how the FM decides what is significant.

An FM arrangement involves your appointed manager allocating to underlying funds on your behalf.
So, trustees should also consider how their fiduciary manager engages with underlying managers.
Key questions to ask are how the FM has voted at the underlying fund level and how often the FM is
engaging with underlying managers.

What should we look out for when reviewing voting records?

When looking at manager voting records, we suggest addressing the following questions:

1.Any country-specific patterns. For example, given the relative corporate governance
standards, you would expect more proactive engagement with management to happen in
Japan relative to the UK given historic governance challenges.

2.Most managers claim to have an independent overlay to their proxy advisor who offer voting
recommendation services. So, it's worth asking for the % of votes cast differently to their
proxy advisor's recommendation and the distribution across E, S and G resolutions to
confirm this is being used appropriately.

3.1s the manager engaging in environmental and social issues as well as demonstrating
effective governance? For instance, many investment managers claim full engagement with
climate change, but does their voting and engagement record reflect this? This is especially
important with the treatment of shareholder resolutions where management normally advise
to vote against. These can then be used as an indication to ascertain whether managers are
appropriately considering E and S issues which are often raised by shareholders.

There may also be cases where managers have decided not to vote. This and any differing from
suggested voting actions above, should not necessarily be viewed as a red flag. However, it is
important to understand the rationale behind these choices and to challenge managers on this
where appropriate. Your investment advisers may do this for you.



How should we approach assessing manager engagement?

It's important to ascertain any positive outcome engagements have made and how managers intend
to monitor these going forwards. As flagged by the recent ShareAction report (please click here

to read), most managers report ESG-related engagement at an aggregate level. This however
means they rarely provide detail on their engagements and outcomes. This should be something
trustees should engage with managers on. It's also worth revisiting these examples the following
year to confirm the manager is continuing to engage and take appropriate steps to achieve a
positive outcome.

6. What do you mean we have to publish the implementation statement?

This means publishing it free of charge on a publicly searchable website. DWP guidance should be
followed. DC and hybrid schemes should have already published their SIPs online in this way. By 1
October 2020 DB schemes will have to publish their SIP online as well. So it should be a familiar process.

DC/hybrid schemes must include the link in annual benefit statements and DB schemes must notify
members of where the statement can be found.

7. What next?

Trustees can use the tools and questions above to help gather information from their investment
consultants and managers to help form the basis of their implementation statement.

Implementation statements are new to everyone. What a ‘good statement’ looks like will evolve over
time. Hopefully, we will start to see greater industry guidance and clearer regulatory expectations.
Greater consistency (where possible) in reporting to trustees by consultants and managers would
benefit everyone, most importantly members. It would ensure that this key governance requirement
can be carried out at a proportionate cost and the output can be more easily understood.

For now, the key is to start laying the groundwork and putting a robust process in place. Information
is power. Trustees might be surprised at how useful the find what they learn as part of this tasks.
For some they may find it helps avoid greenwashing and empowers them to ask more pertinent
questions of their advisers and managers. Let's hope so.

In the meantime, we are eagerly awaiting the PLSA's more detailed guidance about implementation
statements and the trustee process, expected in the coming weeks, which we think will be a ‘must
read’ for trustees’.
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https://assets.publishing.service.gov.uk/government/uploads/system/uploads/attachment_data/file/739217/reporting-of-costs-charges-and-other-information-guidance-for-trustees-and-managers.pdf
https://shareaction.org/wp-content/uploads/2020/03/Point-of-no-Returns.pdf
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