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	Under the terms of the Local Government Pension Scheme (LGPS), Dumfries & Galloway Council is designated as a Scheme Manager (Administering Authority) and is required to operate and maintain a pension fund - the Dumfries & Galloway Council Pension Fund (“the Fund”).
The Fund is used to pay pension, lump sum benefits and other entitlements to scheme members and their dependents. Contributions to the Fund are made by active (i.e employee) members and by participating employers. The Fund also receives income from the assets it holds.

Membership

Membership as at 31 March 2018 was as follows:

· Active members

6,047

· Deferred members

4,542

· Pensioners

4,660

Total Membership

15,249

There are currently 13 active scheme employers.

Assets

Total investments as at 31 March 2018 were as follows:

Asset Class

£m

· UK equity

242

· Global equity

323

· Fixed income

129

· Property

83

· Diversified growth

77

· Other

2

Total Assets

£856m
Investment Performance
Latest investment performance, to June 2018, shows annual investment returns of:

6.4%

for the year

9.6% p.a

for the 3 year period

9.5% p.a

for the 5 year period

 Funding Level
The triannual valuation as at 31 March 2017 resulted in a funding level of 92%. 
The main employer contribution rate is 21.5% of pensionable pay, fixed to March 2021.




The consultation questions follow.

	CONSULTATION QUESTIONS

Question 1: Retain the current structure with 11 funds
The text can wrap onto additional pages.

	a) Cost of investing: 

· How well informed do you feel about the investment costs in your fund? What information do you rely on to specify and measure these?

Costs of investment are currently reported in the Annual Report and Accounts and are inline with CIPFA guidance. The total costs reported include all fees that are absorbed within unit values where the investment is in pooled vehicles as well as all invoiced management fees. Managers have signed up to the Transparency Code and have provided information to the fund which is included in the reported costs.
· How well does the current system manage investment costs?  
As part of the Local Government Pension Scheme the fund is a relatively large investor and investment costs reflect this. Manager selection and other services procured for investment purposes are subject to competitive tendering. 
As with other Scottish funds, fees for passive management mandates have been reduced substantially as a result of the asset pooling exercise in England and Wales 

· How would you improve the measurement and management of investment costs in the current system? 
Ensure that all managers adopt a consistent approach to costs identified through the Transparency Code.

b) Governance: 

· How well informed do you feel about the governance of your fund? What information do you rely on to measure this?

The governance requirements of the fund are prescribed in the Public Service Pensions Act 2013. The following are published each year in the fund’s Annual Report and Accounts, and are subject to external audit:
· Annual Governance Statement

· Governance Compliance Statement

· Statement of Investment Principles

· Funding Strategy Statement

The fund has successfully opted up to Elective Professional Client status under MIFID II with all relative parties, thereby demonstrating that the required governance requirements are met.  
· How well is the current system governed?  
The Local Government Pension Scheme (Governance) (Scotland) Regulations 2015 introduced the requirement of Scheme Advisory Boards and Pension Boards to strengthen and assist the governance of funds.

· How would you improve governance of the current system?
Introduce mandatory training for Committee and Board members eg Pensions Regulator Trustee Toolkit.
· How important is it to maintain a local connection with respect to oversight and strategy?
Dumfries and Galloway Council is required under the Local Government Pension Scheme Regulations to maintain a pension fund. As well as providing benefits to a large proportion of the local community the LGPS is funded in part by local taxation. In order to remain sustainable the LGPS must be seen to be affordable and transparent. It is important therefore that elected members have a key role in the governance of the fund, and are involved in local decision making with regard to investment strategy and asset allocation. 
The current structure of the Pensions Board ensures an effective voice for both local employees and employers. 
How would you determine if the benefits of a local connection in governance outweigh the benefits of scale?
Difficult to determine at what level this would occur as benefits of scale are unclear and variable.
c) Operating risks: 

· How well informed do feel about the operating risks of your fund? What information do you rely on to specify and measure these?
Those responsible for making decisions on behalf of the fund receive appropriate training on the various asset classes to be considered for investment purposes, and the associated risks. Regular meetings are held with external investment managers.
· How well are operating risks managed in the current system?  
The Investment Strategy and Funding Strategy for the fund have been developed in conjunction with support from external investment advisers and actuaries. The strategies are constantly monitored and revised, again with the support of external advisers. All funds are managed externally, and the performance and operation of external investment managers is constantly monitored and reported to Members on a regular basis. The internal investment and administration processes are managed by experienced, appropriately qualified officers.
· How would you improve the measurement and management of operating risks in the current system? 
Ensure all members responsible for decision making have received appropriate and regular training so they are fully aware of operating risks.
d) Infrastructure: 

· How well informed do you feel about your fund’s investments in infrastructure? What information do you rely on?

Currently no specific investment in infrastructure. Training is being undertaken to consider investment in pooled vehicles that contains various asset classes including infrastructure.
· How do you rate the current system’s ability to invest in infrastructure? 

Given the size of infrastructure projects, smaller funds may have difficulty in finding suitable investment opportunities. If no specific projects are available then investment is restricted to buying into pooled vehicles currently run by external investment managers.
· How would you increase investment in infrastructure in the current system? 
Many local authorities and other public bodies are currently investing in major infrastructure projects through PPP / PFI / BDMF schemes. Funds could be given the opportunity to provide some of the funding for schemes of this nature, either directly or through a pooled vehicle.
Collaboration between funds and other public bodies could be encouraged. The Scottish Futures Trust is currently investigating the possibility of creating an investment vehicle that would allow joint investment by funds.

e) Do you have any additional comments about this option?
All pension funds are facing significant challenges in the current environment and will have to adapt accordingly. It is not a given however that a change to the status quo is a simple answer that will provide answers to all concerns. Likewise it would appear that the emphasis on investment costs and infrastructure investment issues within the consultation are key to a change in the structure of the Local Government Pension Scheme, whereas they should be seen as part of the overall investment strategy of the funds.


	Question 2: Promote cooperation in investing and administration between the 11 funds
The text can wrap onto additional pages.

	a) Cost of investing: 

· What impact do you think promoting agreements between funds would have on investment costs? 
It is possible that costs could be reduced due to joint procurement of investment managers, although probably only in active management or investment in alternative asset classes.
· What would be the positive impacts? 
Cooperation between funds may benefit costs incurred by smaller funds through economies of scale. 

· What would be the negative impacts?
All parties would have to go through their own decision making and governance process. There is the possibility that this could mean that investment opportunities are delayed or missed before a final decision and agreement is made.
b) Governance:

· What impact do you think promoting agreements between funds would have on governance? 
Overall each fund would still be responsible for its own governance. 
· What would be the positive impacts? 
Allow funds to establish best practice, and ensure that funds meet requirements. Support between funds could provide cover for the “key person” risk sometimes incurred by funds.

· What would be the negative impacts?
Possible difficulty in coordinating investment decisions which may result in missed opportunities. 
c) Operating risks: 

· What impact do you think promoting agreements between funds would have on operating risks? 
Allow funds to draw on the specific expertise and experience of other funds.
· What would be the positive impacts? 
Allow smaller funds to access asset classes currently outwith their scope or scale.

· What would be the negative impacts?
Any formal cooperation in investment would require detailed documentation. All parties would be required to ensure that any investment decisions made had followed required procedures.
Potential disagreement between parties.

d) Infrastructure:
· What impact do you think promoting agreements between funds would have on funds’ ability to invest in infrastructure? 
Cooperation on investing in joint projects would increase the opportunities for smaller funds to invest in infrastructure projects.

· What would be the positive impacts? 
Collaboration by funds could make investment opportunities in infrastructure more accessible for smaller funds.

· What would be the negative impacts?
Possible disagreement if a range of investment opportunities are available to select from. 

e) Do you have any additional comments about this option?

Currently the LGPS funds in Scotland work well together on an informal basis, both in the investment and administration functions. There are regular meetings between funds, and several initiatives run by the funds as a group, eg annual elected member / board member training sessions.
Co-operation between Fund Administering Authorities currently takes place. There are some larger administrative activities which could be done differently, working more collaboratively, resulting in reduced costs e.g. annual benefit statements and reduced printing costs.
Frameworks have been created for a wide range of services, both investment and administrative related, to allow funds to buy into cooperative working as and when required.
Collaboration would potentially increase resilience and more consistency in terms of service quality standards allowing greater flexibility in service delivery.

All Funds in Scotland use the Heywoods Pensions Administration system, however, there is no national procurement framework in place. Increased collaboration could result in the introduction of a national framework resulting in reduced equipment, systems and licencing costs. 




	Question 3: Pool investments between the 11 funds
The text can wrap onto additional pages.

	a) Cost of investing: 
· What impact do you think pooling investments between funds would have on the cost of investing? 
Potential for longer term savings. However there could be substantial costs as current investments held by funds are transitioned into the pools.
· What would be the positive impacts? 
Smaller funds may see some benefit of scale savings if they were to buy into a limited range of larger pools.

· What would be the negative impacts?
Significant transition costs involved in setting up pools and funds initial investments. 

Loss of opportunity to invest in smaller projects outwith the pool. Pools themselves may be unable to invest in certain projects / markets due to size constraints.
The cost of maintaining the pool would be an additional cost that would ultimately fall on the investing funds.
Potential for a reduced number of investment managers engaging with the LGPS which could reduce competition and lead to increased costs.
· If asset pooling were possible, under what circumstances should a fund consider joining an asset pool?
It would be up to each fund to determine how available asset pools meet their own individual investment requirements. Basic passive pools are more likely to meet more funds requirements, however it may not always be possible to meet specific requirements through a pooled investment vehicle.

· Under which circumstances should the SLGPS consider directing funds to pool?
Compulsory pooling should only occur if funds were unable to meet their liabilities going forward.

b) Governance: 

· What impact do you think pooling investments between funds would have on governance? 
A large investment pool would probably have sufficient resource and expertise to ensure that all governance requirements relating to the investments were met, however this would be an additional layer of governance between the funds and the investment managers.

· What would be the positive impacts? 
No change required to current governance structure.

Increased resource available to meet governance requirements.
· What would be the negative impacts?
Reduced local involvement.

Additional layer of bureaucracy required could slow down decision making process. 

Reduction in transparency. 

c) Operating risks:

· What impact do you think pooling investments between funds would have on operating risks? 
As the majority of investments would continue to be managed by current managers it is anticipated there would be little change on operation risk
· What would be the positive impacts? 
Possibly allow smaller funds to access a wider range of asset classes. 

· What would be the negative impacts?
No advantages to pension fund administration.

Would not promote collaboration between funds.

It is possible that pooling of assets will reduce the number of investment managers engaged by the LGPS.  Outwith passive management, the creation of pools may reduce diversification opportunities, restrict investment choice, and increase the risk due to a concentration of assets. There is also the possibility that pools may grow to a size where there is a negative impact on performance.
d) Infrastructure: 
· What impact do you think pooling investments between funds would have on funds’ ability to invest in infrastructure? 
The provision of pools would increase the ability of smaller funds to invest in infrastructure. For larger funds however it may impact on specific investment opportunities if they were restricted to investments included in pools. 
· What would be the positive impacts? 
Accessibility to investment opportunities for smaller funds.

· What would be the negative impacts?
Investment opportunities limited to those contained within pool.

Do you have any additional comments about this option?

Scottish funds have already benefitted from reduced fees within passive management as a result of the pooling exercise in England and Wales, so it is debatable whether further savings in this area would be significant.

It is too early to get an overall picture of the current pooling arrangements in England and Wales. There are however indications that the creation of the pools has not been as straightforward, nor as consistent, as may have been envisaged.
There is the danger that pooling reduces the number of investment managers who would engage with the Local Government Pension Scheme, either through size or cost constraints. As well as increasing the concentration risk this could also reduce the market competition going forward.


	Question 4: Merge the funds into one or more new funds
The text can wrap onto additional pages.

	a) Cost of investing: 

· What impact do you think mergers between funds would have on the cost of investing?
Similar to that with pooling in that ongoing investment costs would probably be reduced through economies of scale. There would however be significant costs involved in the initial transition costs involved in any merger.
· What would be the positive impacts? 
Smaller funds may see benefits through economies of scale.

Increase in skills, knowledge and experience in larger merged funds

· What would be the negative impacts?
Larger funds who already benefit from economies of scale would probably see significantly less additional saving. Overall the cost of transitioning assets may be significantly more than total savings.

Loss of local knowledge and experience.

· If merging were possible, under what circumstances should a fund consider a merger?
If merging was optional it would require the full agreement of all the funds concerned. Each fund would require to establish the costs and benefits involved

· Under what circumstances should the SLGPS consider directing funds to merge?
Compulsory merging should only occur if funds were unable to meet their liabilities going forward, and there is clear evidence of the savings and/or enhanced returns that could be made.
b) Governance: 

· What impact do you think mergers between funds would have on governance? 
Reliance on governance would be transferred from local level. 
· What would be the positive impacts? 
Reduction in costs due to costs of governance not being duplicated in as many individual funds.

Reduce the “key person” risk in smaller funds

· What would be the negative impacts?
Loss of local accountability in relation to decision making around investment strategy.
c) Operating risks: 

· What impact do you think mergers between funds would have on operating risks? 
Although the principal objectives of the merged funds are likely to be in line with individual funds, there is a distinct possibility that the merged fund would have different strategies in place.

· What would be the positive impacts? 
Reduce the “key person” risk in smaller funds

· What would be the negative impacts?
The investment strategy of the merged fund is likely to be less diverse than all the individual strategies of the component individual funds. This increases the risk of concentration, and the subsequent impact of any poor performance.

d) Infrastructure:
· What impact do you think mergers between funds would have on funds’ ability to invest in infrastructure? 
Based on the fact that a merged fund is larger than all the preceding individual funds it should increase the ability to invest in infrastructure. However this would depend on the investment strategy of the merged fund.
· What would be the positive impacts? 
As with pooled funds, access to infrastructure investments should increase.

· What would be the negative impacts?
The merged fund would make the final investment decision which may not necessarily meet the objectives of the individual funds.

e) Do you have any additional comments about this option?

The merger of funds would require a change to legislation, currently funds are defined within The Local Government Pension Scheme (Scotland) Regulations 2014.
LGPS is funded in part by local taxation. Mergers would reduce if not eliminate the important role that elected members have in the governance of the fund.

Careful consideration must be given to the significant costs that would likely be incurred in any major restructuring of the LGPS. Expected savings may be limited, especially as some larger funds already enjoy the anticipated benefits of economies of scale.
This is an untested model in Scotland and could result in a loss of local expertise and service delivery in what is a complex area of business.


	Question 5: Preferred and additional options
The text can wrap onto additional pages.

	a) Which option does your organisation prefer? Please explain your preference.

The Dumfries and Galloway Council Pension Fund is of the opinion that any changes to the structure of the Local Government Pension Scheme in Scotland should only occur if there is a proven benefit to the funds and to its members.

The fund is of the opinion that as yet there is insufficient evidence to suggest that the pooling exercise currently being undertaken in England and Wales has generated the necessary savings to justify the costs incurred in the creation of the pools. The fund has concerns that there is no overriding evidence to suggest that investment performance will be enhanced through the operation of pooled or merged funds.

There are also concerns that either of these options (3 or 4) would reduce the level of local control and governance.  

However the fund does believe that there are potential benefits, such as increased investment opportunities, possible reduced costs, and promotion of best practise, to be achieved by increased and closer cooperation between funds. For that reason, if change were to progress, then option 2, promote cooperation in investing and administration between the 11 funds, is the preferred option of the Dumfries and Galloway Council Pension Fund.

b) What other options should be considered for the future structure of the LGPS?
The Dumfries and Galloway Council Pension Fund has not identified other options for consideration.
c) What would be the advantages and disadvantages of these other option for funds’ investment costs, governance, operating risks and ability to invest in infrastructure?
d) Are there any other comments you would like to make?

The emphasis on investment costs and infrastructure investment issues within the consultation appear to be key to the review of the structure of the Local Government Pension Scheme.
Investment costs vary greatly between asset classes, with costs in many of the alternative asset classes significantly more than more traditional asset classes such as equities and bonds. Similarly there is a considerable difference in costs within asset classes depending on whether assets are managed passively or actively. Funds should be looking to achieve value for money from the investment fees they pay, with total investment costs considered as part of the overall risk / return profile of the fund.
Infrastructure is an asset class that can form an important part of the investment strategy of pension funds through its diverse nature, and cash flow attributes. However the primary objective of a pension fund is to ensure that scheme members and their dependants receive all benefits as and when they become payable. A fund will include infrastructure investments as part of its overall investment strategy based on the risk, return and governance characteristics compared to other asset classes. Increased access to infrastructure investment opportunities would benefit funds, restructuring funds to increase investment in infrastructure does not meet the primary objective of pension funds.


The consultation questions end.
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