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YN BRESENNOL: W. Tudor Owen (Cadeirydd)
Stephen W. Churchman (Is-Gadeirydd)

Y Cynghorwyr: Trevor Edwards, Seimon Glyn, Peredur Jenkins, Margaret Lyon a Glyn Thomas

SWYDDOGION: Dafydd L. Edwards (Pennaeth Cyllid), Caroline Lesley Roberts (Rheolwr
Buddsoddi), Gareth Jones (Rheolwr Pensiwn), Nicholas Hopkins (Dirprwy Reolwr Pensiwn) a
Lowri Haf Evans (Swyddog Cefnogi Aelodau a Chraffu),

1. YMDDIHEURIADAU

Derbyniwyd ymddiheuriadau gan y Cynghorwyr H. Eifion Jones (Cynrychiolydd Cyngor
Sir Ynys Mon) a John P. Roberts

2. DATGAN BUDDIANT PERSONOL

Derbyniwyd datganiad o fuddiant personol gan y Rheolwr Buddsoddi a’r Dirprwy Reolwr
Buddsoddi ar gyfer eitem 11. Ymneilltuodd y swyddogion o'r ystafell yn ystod vy
drafodaeth

3. MATERION BRYS

Atgoffwyd yr Aelodau o’r drafodaeth a gafwyd yng nghyfarfod Medi 2015 ar y Prosiect
Cydweithio Pensiynau Cymru ynglyn ag adroddiad gan ymgynghorwyr busnes Mercer a
oedd yn archwilio i’r posibilrwydd o uno asedau'r wyth gronfa yng Nghymru. Eglurwyd
mai datganiadau answyddogol yn unig sydd wedi eu cyhoeddi hyd yma, ond ymddengys
efallai y bydd angen ymateb i ymgynghoriad cyn cyfarfod nesaf y Pwyllgor Pensiynau
(26.01.16). Er mwyn sicrhau ymateb gan Wynedd i'r buddion awgrymwyd i'r Pennaeth
Cyllid a’r Rheolwr Buddsoddi adolygu’r buddion gan ymgynghori gyda Cadeirydd vy
Pwyllgor Pensiwn.

PENDERFYNWYD DERBYN YR AWGRYM.

4. COFNODION
Llofnododd y Cadeirydd gofnodion cyfarfod o’r pwyllgor hwn a gynhaliwyd ar 8fed o Fedi
2015 fel rhai cywir.

5. DATGANIAD O EGWYDDORION BUDDSODDI
Cyflwynwyd adroddiad y Rheolwr Buddsoddi yn amlygu’r angen i adolygu Datganiad o
Egwyddorion Buddsoddi (DEB) y Gronfa Bensiwn ynghyd a chytuno ar broses
ymgynghori lawn gyda buddgyfranogwyr erbyn mis Mawrth 2016. Atgoffwyd yr Aelodau

or penderyniad a wnaed ym Mhwyllgor Pensiynau 23.03.2012 i gynyddu rhai
cyfyngiadau i'r uchafsymiau a ganiateir o dan y rheoliadau fel a ganlyn:
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PWYLLGOR PENSIYNAU Dydd Mawrth, 10 Tachwedd 2015

» Cynyddu’r swm y gellir ei fuddsoddi mewn unrhyw gontract yswiriant unigol yn
cael ei godi i 35%.

» Cynyddu’r cyfyngiad ar gyfer holl gyfraniadau i bartneriaeth unigol i 5%.

» Cynyddu’r cyfyngiad ar gyfer holl gyfraniadau i bartneriaethau i 15%.

a byddai’r penderfyniadau hyn yn cael eu hadolygu o fewn tair blynedd.

Gyda chyfnod y tair blynedd yn agosau, amlygwyd yr angen i adolygu’r penderfyniadau a
wnaethpwyd ac ystyried os ydynt yn parhau yn addas ar gyfer y Gronfa Bensiwn. Wrth
benderfynu ar y cynnydd bydd gofyn cydymffurfio gyda gofynion priodol ac fel ymateb i
hynny derbyniwyd cyngor gan Paul Potter, ymgynghorydd y Gronfa.

Nodwyd y bydd adolygiad cychwynnol o’r Datganiad o Egwyddorion Buddsoddi yn cael
ei gynhyrchu gan y swyddogion gyda drafft yn cael ei gylchredeg i fuddgyfranogwyr yn
ystod mis Tachwedd a mis Rhagfyr 2015. Y bwriad yw cyflwyno fersiwn terfynol, yn dilyn
yr ymgynghoriad, i'r Pwyllgor Pensiynau ym mis Mawrth 2016 er trafodaeth a
chymeradwyaeth.

PENDERFYNWYD DERBYN YR ADRODDIAD A CHEFNOGI'R CYFYNGIADAU (35%
I 5% | 15%) YN UNOL A’'R ARGYMHELLION, YNGHYD A THREFNIADAU’R
YMGYNGHORIAD

RHEOLAETH TRYSORLYS 2014/15

Cyflwynwyd cefndir yr adroddiad er gwybodaeth, gan y Pennaeth Cyllid a eglurwyd ei
bod yn ofynnol dan G6d Ymarfer CIPFA i adrodd ar ganlyniadau gwir weithgarwch
Rheolaeth Trysorlys y Cyngor ar ran y Gronfa Bensiwn, yn y flwyddyn ariannol ddiwethaf
yn erbyn y disgwyliadau. Amlygwyd crynodeb o le fuddsoddwyd yr arian cyfunedig yn
ystod y flwyddyn 2014 - 2015 ac yn unol ag arweiniad diwygiedig Lywodraeth Cynulliad
Cymru ar Fuddsoddiadau, yr elfennau diogelwch a hylifedd oedd yn cael y flaenoriaeth
yn hytrach nag enillion. Eglurwyd hefyd bod cyfraddau llog wedi bod yn isel iawn, ond
nad oedd awgrym i ystyried newid y penderfyniad i gyfuno arian y gronfa gyda llif arian
cyffredinol y Cyngor.

Mewn ymateb i gwestiwn ynglyn & phwy oedd yn rhoi trosolwg ar gydsyniadau CIPFA,
nodwyd mai Swyddfa Archwilio Cymru oedd yn gwirio hyn ac ailadroddwyd y
pwysigrwydd o flaenoriaethu diogelwch yn hytrach nag elw.

PENDERFYNWYD DERBYN YR ADRODDIAD ER GWYBODAETH

RHEOLAETH TRYSORLYS 2015/16 — ADOLYGIAD CANOL BLWYDDYN

Rhoddwyd cyflwyniad a chefndir yr adroddiad er gwybodaeth, gan y Pennaeth Cyllid
gan egluro ei bod yn ofynnol dan Géd Ymarfer CIPFA i gynghorau adrodd ar berfformiad
y swyddogaeth rheoli trysorlys o leiaf ddwywaith y flwyddyn. Amlygwyd yn yr adroddiad
weithgareddau'r trysorlys ynghyd a’r monitor risg a rheolaeth risg gysyllitiedig.

Yng nghyd-destun buddsoddiadau Banc Heriatable, nodwyd bod yr awdurdod bellach
wedi adennill 98% o fuddsoddiadau y Manc Heritable gyda'r tebygolrwydd y bydd
dosraniadau pellach.

PENDERFYNWYD DERBYN YR ADRODDIAD ER GWYBODAETH
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PWYLLGOR PENSIYNAU Dydd Mawrth, 10 Tachwedd 2015

GWYBODAETH A SGILIAU

Cyflwynwyd adroddiad y Rheolwr Buddsoddi yn hysbysu’r Aelodau am drefniadau
hyfforddi. Atgoffwyd yr aelodau fod y Gronfa Bensiwn wedi mabwysiadu datganiad
Sgiliau a Gwybodaeth i sicrhau bod gan yr holl staff a’r aelodau sydd yn gyfrifol am
weinyddiaeth gyllidol ac am wneud penderfyniadau o ran y cynllun pensiwn, yr holl
wybodaeth a’r sgiliau i ymgymryd &’r dyletswyddau a'r cyfrifoldebau a ddyrannwyd
arnynt.

O ganlyniad bydd y sefydliad yn darparu hyfforddiant priodol i'r unigolion hynny er mwyn
iddynt gynnal lefel briodol o arbenigedd, gwybodaeth a  sgiliau.

Amlygwyd y bydd y Cyngor, yn ymgymryd ag asesiad anghenion hyfforddiant. Y bwriad
yw cyflwyno holiadur hunanasesiad i aelodau’r Pwyllgor Pensiynau ac aelodau’r Bwrdd
Pensiwn iddynt nodi eu hanghenion hyfforddiant. Bydd canlyniadau’r holiadur yn
amlygu’r anghenion hyfforddi ar wybodaeth fydd ei angen arnynt. Y wybodaeth yn
sicrhau hyfforddiant priodol i'r unigolion drwy gyfarfodydd presennol, sesiynau penodol
neu gyrsiau allanol. Y bwriad yw dosbarthu'r holiadur ar 61 y Nadolig ac anogwyd yr
aelodau i gydweithredu.

PENDERFYNWYD DERBYN Y WYBODAETH A CHYDYMFFURFIO A GOFYNION
POLISI GWYBODAETH A SGILIAU

CYNNIG GWEITHREDU SYSTEM DELWEDDU INTEGREDIG GYDAG ALTAIR

Cyflwynwyd cais gan y Rheolwr Pensiynau am gymeradwyaeth y Pwyllgor i ariannu
pryniant system rheoli dogfennau integredig i storio dogfennau ac i ymateb i ofynion
adfer swyddfa weinyddu pensiynau modern. Defnydd o'r system rheoli EDRMS
corfforaethol, oedd y datrysiad gwreiddiol, ond amlygwyd na fyddai EDRMS yn cyflawni
gofynion llawn yr Uned Bensiynau fel y rhagwelwyd. Er mwyn addasu a gweithio yn
effeithlon i ymateb i ofynion cadw cofnodion unigol ar gyfer pob aelod presennol a
blaenorol o’r cynllun pensiwn, cynigiwyd symud i system ‘Altair Image’ gan Heywood
sydd yn system gwbl integredig gyda system llif gwaith cysylltiedig.

Yn unol ag aelodaeth y gronfa gyfan (sydd ar hyn o bryd yn fwy na 38,000), cynigiwyd y
prisiau canlynol ar gyfer gweithredu a rhedeg y meddalwedd arbenigol yma. Costau am
drwydded gychwynnol - £58,525 ynghyd a ffi gweithredu ac ymgynghori o £20,560.
Cyfanswm o £79,085. Nodwyd bod y swn yn sylweddol, ond argymhellwyd yr angen am
fuddsoddiad mewn system er mwyn i'r Uned Bensiynau symud ymlaen a gweithio yn fwy
effeithiol.

Mewn ymateb i gwestiwn, nodwyd y byddair arian yn cael ei ryddhau o gostau
gweinyddol y Gronfa Bensiwn. Anodd oedd rhoi swm ar arbedion effeithlonrwydd ond
rhagwelwyd arbediad o hanner swydd. Nodwyd hefyd y byddai angen ymgyfarwyddo a’r
system cyn gweld enillion ac felly awgrymwyd ail asesu'r sefyllfa mewn dwy flynedd.

Mewn ymateb i gwestiwn petai'r Uned Bensiynau yn gallu ymdopi heb y feddalwedd,
nodwyd mai gwaethygu buasai'r gwasanaeth.

PENDERFYNWYD CYMERADWYO’R CAIS | ARIANNU PRYNIANT MEDDALWEDD
‘ALTAIR IMAGE’ A'R FFIOEDD TRWYDDEDU BLYNYDDOL.

Manteisiodd y Cadeirydd ar y cyfle ar ran y Pwyllgor i ddiolch i Mr Gareth Jones,

Rheolwr Pensiynau am ei wasanaeth i'r Uned Bensiynau a dymunwyd yn dda iddo ar ei
ymddeoliad wedi 42 o flynyddoedd i'r Cyngor. Ategodd y Pennaeth Cyllid bod Mr Gareth
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Jones wedi bod yn rheolwr dibynadwy iawn ac yn aelod allweddol i'r Adran ac i'r Gronfa
Bensiwn.

DISGRESIYNAU'R AWDURDOD GWEINYDDU

Cyflwynwyd adroddiad gan y Rheolwr Pensiynau am gais i adolygu a newid polisiau yng
nghyd-destun y Rheoliadau Cynllun Pensiwn Llywodraeth Leol 2014. Amlygwyd vy
wybodaeth a oedd yn rhestru disgresiynau sydd ar gael o dan brif reoliadau’r Cynllun
Pensiwn ynghyd a rhestr o'r disgresiynau sydd ar gael o dan ddarpariaeth i’r rheoliadau
trosiannol a diogelu. Amlygwyd hefyd bod y wybodaeth yn ffurfioli'r drefn.

PENDERFYNWYD CYTUNO POLISIAU’'R AWDURDOD GWEINYDDU YN UNOL A'R
ARGYMHELLIAD.

STAFFIO'R UNED WEINYDDOL O IONAWR 2016
(Ymneilltuodd Mr Gareth Jones a Mr Nicholas Hopkins o’r ystafell)

Cyflwynwyd adroddiad y Pennaeth Cyllid i gymeradwyo gwariant ar gyfer sefydlu tim i
gysoni Isafswm Pensiwn Gwarantedig (IPG) a derbyn strwythur newydd i'r adain
weinyddu - cost a ragwelir o £53,573 yn y 12 mis cyntaf. Adroddwyd ym mhwyllgor
Pensiwn Mehefin 2015 bod angen i Gronfa Bensiwn Gwynedd gysoni IPG aelodau
unigol yn erbyn yr hyn a delir gan CThEM. Yn y cyfarfod hynny cytunwyd ariannu £8,300
y flwyddyn am feddalwedd pwrpasol i ddechrau'r gwaith rhagarweiniol o gymharu'r
ffigyrau CThEM gyda data’r gronfa. Mewn ymateb i gais Pwyllgor Pensiynau
Llywodraeth Leol amcangyfrifwyd cost yr ymarferiad o £200,000 yn seiliedig ar waith
ymchwil sylfaenol cronfeydd eraill oedd eisoes wedi dechrau ar yr ymarferiad, a’r nifer o
gofnodion sydd angen eu cysoni gan Wynedd.

Mewn ymateb i'r gofynion heriol hyn o gysoni’r IPG a Phrisiant 2016, gwnaed cais i'r
Rheolwr Pensiynau (sydd yn ymddeol ym mis Rhagfyr), ddychwelyd am ddau ddiwrnod
yr wythnos i sefydlu ac arolygu tim i ymgymryd &’r gwaith cysoni ac i rannu ei brofiad a’i
arbenigedd gyda'i olynydd. Yn ychwanegol, nodwyd yr angen am ddau aelod arall o staff
i ymuno a’r tim. Adroddwyd y byddai’r dasg yn cymryd o leiaf dwy flynedd i'w chyflawni,
gyda rél yr ‘Arolygwr yn diweddu ar 6l 12 mis wedi sefydlu’r gweithdrefnau .

Amlygwyd bod yr amserlen yn dynn a bod cyfle agored yma i ymgynghorwyr allanol
fanteisio ar y sefyllfa gan fod adnoddau annigonol o fewn awdurdodau i gwblhau'r
gwaith. Nodwyd bod y Rheolwr Pensiynau yn fodlon parhau am flwyddyn ac ategwyd
bod hyn yn gyfle euraidd i fanteisio ar brofiad unigolyn yn hytrach na thalu mwy petai
cwmni ymgynghorol yn ymgymryd &'r gwaith.

Mewn ymateb i'r adroddiad nodwyd y dylid manteisio ar yr adnoddau mewnol ac osgoi
defnyddio ymgynghorwyr allanol, costus. Derbyniwyd yr argymhelliad fel opsiwn da ac i
adolygu’r sefyllfa ymhen 6 mis.

PENDERFYNWYD CYMERADWYO’R GWARIANT | ARIANNU ADNODDAU STAFF
AR GYFER CYSONI ISAFSWM PENSIWN GWARANTIEDIG.

Dechreuodd y cyfarfod am 2.00 y.h. a daeth i ben am 2.45 y.h.

CADEIRYDD
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Eitem 5

CYFARFOD PWYLLGOR PENSIYNAU
DYDDIAD 11 CHWEFROR 2016
TITLE YMGYNGHORIAD LLYWODRAETH WESTMINSTER (DCLG)

AR DDIDDYMU A DISODLI’R RHEOLIADAU CYNLLUN
BENSIWN LLYWODRAETH LEOL (RHEOLAETH A
BUDDSODDI CRONFEYDD) 2009

AWDUR CAROLINE ROBERTS, RHEOLWR BUDDSODDI
1. CYFLWYNIAD
1.1  Mae Aelodau’r Pwyllgor yn ymwybodol bod gan y Gronfa Bensiwn Datganiad

1.2

13

2.1

Egwyddorion Buddsoddi sydd yn darparu fframwaith ar gyfer y buddsoddiadau.
Mae’n cynnwys unrhyw gynnydd i’r cyfyngiadau safonol yn y ddeddfwriaeth ar
gyfer mathau penodol o fuddsoddiadau.

Mae’r ymgynghoriad cyfredol yn cynnig diddymu’r rheoliadau ac na fyddai’n
cyfyngiadau yn weithredol bellach. Y rheswm dros y newid hwn yw galluogi
gronfeydd cymryd rhan mewn cyfuno buddsoddiadau heb dorri'r cyfyngiadau
cyfredol.

Anelir yr ymgynghoriad at yr holl bartion sydd gyda diddordeb yn y CPLIL a 19
Chwefror 2016 yw’r dyddiad cau ar gyfer ymatebion. Bydd yr ymatebion yn cael
eu dadansoddi a chyhoeddir ymateb y Llywodraeth o fewn tri mis ac yn amodol ar
ganlyniad yr ymgynghoriad, bydd y rheoliadau canlynol yn cael eu cyflwyno i’r
Senedd.

CYNNIG 1: MABWYSIADU DULL LLEOL I FUDDSODDI

Mae’r papur ymgynghori yn gosod y materion canlynol o dan gynnig 1:
o Dadreoleiddio a mabwysiadu dull lleol i fuddsoddi wrth symleiddio’r
rheoliadau sydd yn llywodraethu’r rheolaeth a buddsoddiad arian.

o Diddymu’r atodlen o gyfyngiadau ar fuddsoddiadau presennol. Yn lle
disgwylir i awdurdodau defnyddio dull cynghorus, yn arddangos eu bod
wedi ystyried priodoldeb y gwahanol fathau o fuddsoddiadau, wedi
sicrhau portffolio asedau amrywiol priodol, ac wedi sicrhau dull priodol i
reoli risg. Byddai hyn yn caniatau i ni fuddsoddi 15% yng nghronfa Insight
heb y droshaen DU sydd ei angen er mwyn cydymffurfio gyda’r
rheoliadau. Byddai’n rhoi rhagor o hyblygrwydd ar gyfer BlackRock wrth
fuddsoddi mewn cronfeydd goddefol yn ystod unrhyw gyfnod
trawsnewidiad. Byddai’n hwyluso croniad ar raddfa uwch yn unol a
gofynion y Llywodraeth.
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3.1

4.1

o Yn hytrach na’r Datganiad o Egwyddorion Buddsoddi, bydd gofyniad am
Strategaeth Buddsoddi i’w paratoi gan yr awdurdodau, ar 6l cymryd
cyngor priodol, a’i chyhoeddi. Byddai trefniadau trosiannol yn gofyn i
awdurdodau i gyhoeddi datganiad strategaeth buddsoddi dim hwyrach na
chwe mis ar 6l 1’r rheoliadau dod 1 rym.

. Mae’r Rheoliadau newydd drafft yn cynnwys darpariacth ar gyfer
awdurdodau gweinyddol, i gyhoeddi eu polisiau ar maint yw materion
amgylcheddol, cymdeithasol a materion llywodraethol yn cael eu ystyried
ar dewisiadau, dargadwadau a gwerthiant buddsoddiadau.

. Cadw dyraniad asedau gyda’r awdurdodau cronfa leol, a gwneud data
mwy tryloyw a chymharol ar gael, er mwyn adnabod y gwir gost
buddsoddi a chreu effeithlonrwydd bellach yn y Cynllun.

o Cynnig i beidio dilyn cyfuniad cronfeydd ar hyn o bryd.

CWESTIYNAU YMGYNGHORIAD
Mae’r cwestiynau ymgynghori ar y newidiadau i’r rheoliadau fel a ganlyn:

Q1. A yw’r dadreoleiddio arfaethedig yn cyflawni’r amcan polisi i ddiddymu
unrhyw reoliad dianghenraid tra dal i sicrhau bod buddsoddiadau’r
awdurdodau yn cael eu gwneud yn ddarbodus ac yn dilyn derbyn cyngor?

Q2. Oes unrhyw faterion penodol sydd angen cael eu hadfer? Esboniwch
pam os gwelwch yn dda.

Q3. A yw chwe mis y cyfnod priodol i’r trefniadau trosiannol aros mewn lle?

Q4. A dylid y rheoliad bod yn eglur dylid ond defnyddio deilliadau fel
offeryn rheoli risg? Oes unrhyw amgylchiadau pryd byddai defnydd o
ddeilliannau yn briodol?

CYNNIG 2: CYFLWYNO AMDDIFFYNIAD - YSGRIFENNYDD GWLAD
HAWL | YMYRRYD

Mae’r papur ymgynghori yn gosod y materion isod o dan gynnig 2:
. Hawl 1 ymyrryd os yw’r Ysgrifennydd Gwlad yn credu nad yw’r
awdurdod gweinyddol wedi cymryd sylw o’r arweiniad a rheoliadau.
o Wrth gyrraedd at y casgliad hwn bydd yr Ysgrifennydd Gwlad yn ystyried
y dystiolaeth sydd ar gael gan gynnwys;
o Tystiolaeth bod yr awdurdod gweinyddol yn anwybyddu
gwybodaeth ar ymarfer gorau.
o Tystiolaeth nad yw’r awdurdod gweinyddol yn dilyn y rheoliadau
buddsoddi neu heb ystyried arweiniad a chyhoeddwyd gan yr
Ysgrifennydd Gwlad, er enghraifft, gellir cynnwys peidio cymryd
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4.1

5.1

5.2

rhan mewn un o’r cronfeydd asedau mawr neu gynnig trefniant
cydgyfrannu nad yw’n cydymffurfio gyda meini prawf ac
arweiniad.

o Tystiolaeth bod yr awdurdod gweinyddol yn ymgymryd yn wael a
swyddogaeth arall perthnasol i bensiynau

. Os yw’r Ysgrifennydd Gwlad yn fodlon bod angen ymyriad, bydd o’n
ysgrifennu i’r awdurdod yn amlinellu’r ymyriad arfaethedig a’r dystiolaeth
a defnyddiwyd i wneud y penderfyniad.

. Rhoir amser 1’r awdurdod 1 ystyried y cynnig a chyflwyno ei ymresymiad
ar gyfer unrhyw newidiadau mae’n meddwl y dylid gwneud.

o Os, ar ddiwedd y cyfnod hwn, mae ymyriad yn cael eu cyhoeddi, unrhyw
gostau, ffioedd a threuliau sydd yn cael achosi yn cael eu talu o’r asedau’r
gronfa bensiwn.

o Bydd gan yr ymyriad dyddiad adolygu ffurfiol ond gellir darfod cyn
hynny os yw gwellhad digonol wedi ei gwneud.

CWESTIYNAU YMGYNGHORIAD
Mae’r cwestiynau ymgynghori ar y newidiadau i’r rheoliadau fel a ganlyn:

Q5. Oes unrhyw ffynonellau tystiolaeth gall yr Ysgrifennydd Gwlad a gellir
defnyddio er mwyn sefydlu os yw ymyriad yn ofynnol?

Q6. A yw’r ymyriad yn rhoi digon o gwmpas ac amser i awdurdodau er
mwyn cyflwyno tystiolaeth o blaid eu trefniadau presennol pan nail ai
penderfynu ymyriad yn y lle cyntaf, neu adolygu os dylid aros mewn lle?

Q7. A yw’r dull arfaethedig yn caniatau digon o hyblygrwydd i’r
Ysgrifennydd Gwlad I sicrhau ei gallu i gyflwyno ymyriad cyfatebol?

Q8. A yw’r cynigion yn cyrraedd amcanion y polisi, sydd i’w caniatau’r
Ysgrifennydd Gwlad gwneud ymyriad cyfatebol mewn gweithgaredd
buddsoddi'r awdurdod gweinyddol os nad oedd digon o ystyriaeth o’r
ymarfer gorau, arweiniad neu reoleiddiad?

YMATEB I’R YMGYNGHORIAD

Mae copi llawn o’r ddogfen ymgynghori ar gael ar
<https://www.gov.uk/government/consultations/revoking-and-replacing-the-local-
government-pension-scheme>

Gofynnir y Pwyllgor ystyried unrhyw farn neu faterion eu bod eisiau cynnwys yn
yr ymateb gan Gyngor Gwynedd.
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Eitem 6

CYFARFOD PWYLLGOR PENSIYNAU
DYDDIAD 11 CHWEFROR 2016
TEITL YMGYNGHORIAD LLYWODRAETH WESTMINSTER (DCLG)

AR GYNLLUN PENSIWN LLYWODRAETH LEOL: MEINI
PRAWF DIWYGIAD BUDDSODDIADAU AC ARWEINIAD

AWDUR DAFYDD EDWARDS, PENNAETH CYLLID
1. CYFLWYNIAD
1.1  Mae Aeclodau’r Pwyllgor yn ymwybodol o’r prosiect a ymgymerwyd gan Is-grwp

1.2

2.1

Pensiynau Gymdeithas Trysoryddion Cymru a chytunodd cefnogi gwaith pellach
er mwyn:
e Ymchwilio cyfleuon am ffioedd llai ar gyfer buddsoddiadau goddefol.
e Asesu'r achos busnes manwl ar gyfer fframweithiau pwlio ar gyfer
buddsoddiadau eraill ar y cyd.

Mae’r gwaith yn y ddau faes wedi parhau ac wedi cyrraedd y pwynt lle
apwyntiwyd ymgynghorwyr i symud ymlaen ar ran y wyth gronfa yng Nghymru.

YMGYNGHORIAD

Mae’ ymgynghoriad a chyhoeddwyd gan y Llywodraeth ym mis Tachwedd 2015
yn gwahodd awdurdodau i gyflwyno cynigion ar gyfer pwlio a bydd yn cael eu
hasesu gan y Llywodraeth yn erbyn y meini prawf yn y ddogfen ymgynghori.
Mae’r Canghellor wedi cyhoeddi dylid y cronfeydd bod hyd at chwe Chronfa
Cyfoeth Brydeinig, gydag o leiaf £25bn o asedau'r un, sydd gyda’r gallu i
fuddsoddi mewn isadeiladwaith a gyrru twf lleol. Dylai’r cynigion yn ystyried
pedwar meini prawf fel a ganlyn:

Pwls Ased sydd yn cyflawni buddiannau oherwydd maint
Llywodraeth a gwneud penderfyniadau cryf

Costau llai a gwerth am arian ardderchog

Gallu gwell i fuddsoddi mewn isadeiladwaith

COow>

Cynigion cychwynnol 1’w cyflwyno i’r Llywodraeth erbyn 19 Chwefror 2016.

Mae copi o’r ddogfen ymgynghorol ar gael ar
<https://www.gov.uk/government/publications/local-government-pension-scheme-
investment-reform-criteria-and-quidance>
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2.2

3.1

3.2

Rhan o’r briff i’r ymgynghorwyr y bydd yn asesu’r achos busnes manwl ar gyfer
fframweithiau pwlio yw cynhyrchu ymateb i’r ymgynghoriad hon ar ran yr wyth
cronfa yng Nghymru. Mae Hymans Robertson wedi cael eu hapwyntio i
ymgymryd y gwaith hwn a gyda’r Grwp Pensiynau Cymdeithas Trysoryddion
Cymru Society yn darparu ymateb i’r ymgynghoriad hon a danfonir copi i
aclodau’r pwyllgor hon erbyn 5% Chwefror 2016.

YMATEB I’R YMGYNGHORIAD
Cyflwynir yr ymateb gan fod un o’r wyth cronfa fel eu cynigion ar y cyd.

Gofynnir y Pwyllgor Pensiynau i gefnogi’r cynigion ar y cyd.
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EXECUTIVE SUMMARY

Background

The Local Government Pension Scheme in Wales has over 280,000 members and has
assets valued in excess of £2bn. In March 2010, the Pensions Sub Group of the Society
of Welsh Treasurers representing the 8 LGPS funds in Wales commissioned a study by
Price Waterhouse Coopers (PwC). The aim was to build on the existing collaboration
already undertaken in Wales and identify the potential for collaboration/partnership
working across the Welsh Local Government Pension Schemes.

The PwC study provided a base upon which some broad assumptions could be
made i.e. that the whole issue was worthy of further consideration. The work has been
taken forward by the SWT Pensions Sub Group with appropriate support. They
believed the PwC report was important in that it established a “prima facie” case to
look further at the organisational structure of the Welsh LGPS with the potential to
improve efficiency and service standards. It was recognised and important from the
outset that any further work was objective and positive in working toward the
production of an evidence backed outline business case. Due regard would be
given to work undertaken elsewhere, which could helpfully assist in this process, but
conclusions drawn elsewhere would not drive the conclusions of this report.

Objectives and Methodology

The purpose of this report is to set out the findings of the outline business case which
has considered the optimal number of LGPS funds in Wales and the most appropriate
organisational structure. This should also include proposals for enhanced
collaboration, including, joint procurement opportunities and other efficiency
measures.

In undertaking the work, and in order to keep the task to manageable proportions,
the Project Board determined that analysis should be focussed around four options;

1. An *"asis” option based on the current structure with 8 Funds which provides a
benchmark position.

An “as is” but with enhanced collaboration (Joint procurement, shared
working efficiencies etc.)

A mid range option based on a number of grouped Funds. The requirement is
to provide the solution that works best and so at the outset, the project was
not prescriptive regarding numbers and groupings which could be seen as
limiting the options for consideration.

4. An option based on one all Wales LGPS Fund.

There was no presumption that the optimum solution for one work stream (e.g.
administration) would also be the best for another (e.g. investments). The approach
was therefore to be totally objective and open minded and ensure analysis was
objective and robust to withstand scrutiny and challenge.

The Board adopted a collaborative approach utilising the resources across all 8 Funds
and the expertise of the in-house teams. Work stream groups were established
covering Administration, Investments and Funding, and Financial Modelling. The latter
also covered the subject of governance. Research was undertaken in all areas
commissioning a number of external reports in respect of investment performance,

3
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legal issues, funding and investments and transition costs. There was a need to co-
ordinate the research work produced by the work streams. To this end, it was
considered appropriate to provide a non prescriptive outline of what could be
included within each work stream’s plans. The research work of each work stream
therefore included but was not be restricted to:

» A review of the PWC Report and use of that report as the starting point,
subject to appropriate validation if, and where required;

» Updating and validation of core data

» Consideratfion of the 4 options, including implications relating fo governance
and fransition, and objective justification for those discarded and those
worthy of consideration.

Consideration of the service delivery options

Consideration of key components -e.g. service delivery and standards,
people, IT, accommodation etc...

Pros and Cons of different options
Barriers to change or implementation
Assessment of options against agreed design principles
Conclusions
Recommendations
Although originally included, the following have been held back in this interim report
but will be incorporated in the final version.
» Views of wider stakeholders
» Views on timing of any proposed changes
The design principles adopted below were generic rather than specific to Pensions
but the principles were sound and formed a backcloth to the work to be undertaken

by each work stream. These principles also acted as a “litmus test” of the
appropriateness of the proposals put forward.

Reducing costs and sustaining service

Improving front line service delivery

Delivering a timely and responsive service

Improving back office administrative consistency and efficiency of process
Achieving the most by appropriate collaboration

Improving the employee/pensioner experience

Comply with sound governance arrangements and stewardship controls.

Better information for better decisions

Findings of Investment Work

1. There is evidence that there are potentially significant financial benefits of
scale to be found from either merger or working collectively through a
common investment approach. The results of analysis demonstrate a general
statistical trend of higher investment returns when a larger amount of
investment assets is grouped together and invested. There are however no
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guarantees of improved returns and it does not appear to require
organisational change to benefit since enhanced collaboration would
achieve the same goal in a quicker and less disruptive way.

The potential benefits are not a direct relationship with the size of a fund but
rather the result of economies of scale that together with size allow improved
governance and the potential for increased return with a combination of
atiributes that larger funds tend to have such as

» More internal / specialist resources;
More internal / hands on management;
Better diversification — asset classes, managers;
More bargaining power on fees;

Better, more responsive governance structures and processes in place
enabling speedy decision making.

Changes introduced as a result of the findings of this paper would not impact
on employer contribution rates until the Actuarial Valuation after any changes
were implemented (i.e. earliest impact could be 2017/18,).

It is impossible to predict future investment returns with any degree of
certainty.

The variety of valid funding assumpfions and approaches adopted across
Welsh LGPS funds makes comparison difficult and has the potfential to
significantly cloud the interpretation of a Funds funding position.

Given other influencing factors at this time such as changing (increasing)
liabilities, changing membership profile, improving longevity and benefit
design changes, the impact of any investment benefits are more likely to be a
dampening effect on future upward contribution pressures resulting in slower
growth in the employer contribution rates rather than a reduction.

There are inherent difficulties in adopting a common investment/funding
strategy across all Funds whilst they remain independent legal entities. The
more appropriate option would be a common approach to the
implementation of a Funds sirategy rather than the Sirategy itself being
common.

Funding changes are the most complex and lengthy areas for change but
also have the greatest potential for cost saving.

Investment manager fees amount to some £22.3m per year across LGPS funds
in Wales. A common investment approach could provide some modest
savings which even if a low level of only 10% saving were achieved would
amount to a £2m saving across Wales; equivalent to 0.1% on employer
contribution levels. It is important to note however that to deliver such savings
would potentially incur significant transition costs at the outset.

. On the basis of the evidence, there is, from an investment standpoint, a prima
facie case for change and an appropriate programme of works should be put
in place to maximise the benefit which can be realised through greater
collaboration, including specifically managing Pension Fund Investment assets
on a collective basis.

Findings of Governance Work

11. There is much that can be done using a collaborative approach within
existing legal, organisational and governance arrangements.
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12.

13.

14.

15.

Merger cannot be undertaken without a change in secondary legislation at
UK level. This would be the most challenging option with the longest lead in
time, requiring engagement with both Wales Government and the DCLG.

Merger would distance Funds from local accountability and control unless
additional layers of governance were infroduced.

A common investment proposition is feasible within the existing investment
regulation framework but clarification on aspects of the Regulations from
DCLG would be helpful.

A Governance structure to develop and control future collaboration across
Wales needs to be established with agreed standards.

Findings of Adminisiration Work

16.

Building on existing collaboration and the additional impetus provided by this
Collaboration project, can achieve improvements in front line pensions
service delivery, consistency and efficiency whilst ensuring compliance with
sound governance arrangements and stewardship controls and regulations.

. Allocal presence is important for responsive service delivery.

. The absence of agreed service standards within the LGPS does not help

meaningful comparison either within Wales or across UK funds.

. Administration costs across the LGPS Funds in Wales amount to some £8m per

year. Financial benefits identified through the administration work are thus far
more modest than those identified elsewhere but should nevertheless be
pursued.

Findings of Costs and Transition Work

20.

21.

Both fund management fees and transition costs are significant factors but not
the fundamental drivers when considering investment strategy.

Merger to one Fund or the mechanism of a collective investment vehicle
would facilitate potentially lower management fees, but the overall reduction
in fees (if indeed achieved) as a percentage of market value across Wales
would be dependent on the new investment strategy and the method of
implementation.

. There would be very significant ‘one off’ costs of transitioning the assets to a

new organisational structure.

. An aftempt has been made to quantify the fee reduction and cost of

fransition but these should be used for illustrative purposes only as the
assumptions are many. In isolation, and prior to factoring in any improved
investment return due to size and associated attributes, it is reasonable to
conclude that tfransition costs will be significantly higher than any potential
reduction in management fees and thus it could several years to ‘pay back’
the cost of transition before any lower fund management fee benefits
accrued.




Conclusions

It is clear that there is no simple and quick solution that answers the question; what is
the opfimal number of LGPS funds in Wales and the most appropriate organisational
structure. Given the existing organisational picture, and the funding complexities, any
change will require careful planning and will take time to implement/achieve. The
work undertaken however clearly indicates that despite collaboration already being
part of the Welsh fabric for pensions, the “no change” option is not supported since a
more pro-active approach to consistency and service efficiency is required.

Enhanced collaboration is seen as the area where medium term savings can be
optimised. This is the optfion where the balance of service delivery and efficiency,
cost of change, time and resource can be blended in the most effective way and
should be pursued further. This should include proposals for enhanced collaboration,
including, joint procurement opportunities and other efficiency measures.

Analysis demonstrates that the potential financial benefit through any change varies
considerably with the smallest benefit in the administration area and increasing in size
through joint procurement, combining investments to benefit the level of fund
manager fees and larger investment mandates (via merger or a collective
investment vehicle) potentially achieving better investment returns. This latter option
could however be achieved in a less disruptive manner through a collective
investment vehicle across existing structures as opposed to new and larger structures.

The prospect of merger to regional funds or a single Welsh Fund is both complex and
the transition would be costly with a long lead in time and a loss of local autonomy.
Changing funding strategies could also have a destabilizing effect with a loss of local
accountability. Following any merger of funds a common set of actuarial assumptions
would also be needed for future valuations of the merged fund. This would have an
impact on employer conftributions. Whilst this may merit additional investigation in the
right environment, it is not recommended for further work at this time.

Key Recommendations

1. The “as is” or no change option is not supported. The pension’s environment
requires a more pro-active approach to managing service standards and
costs within the LGPS within Wales.

Enhanced collaboration is seen as the area where medium term savings can
be optimised. This is the option where the balance of service delivery and
efficiency, cost of change, time and resource can be blended in the most
effective way and should be pursued further.

To create a Full Business Case for a common investment approach to
encompass the common attributes that appear to benefit larger funds with
the aim of implementation thereafter.

To create an appropriate and responsive governance structure to drive and
manage future collaboration initiatives within Wales which will:

a. explore the potential in the longer term for consistent Valuation and
funding assumptions and standards.

develop minimum administrative service standards for Wales and an
agreed measurement framework.

take advantage of joint procurement inifiatives to help consistency
and efficiencies

The prospect of merger to regional funds or a single Welsh Fund is both
complex and the transition would be costly with a long lead- in time and a

.
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loss of local autonomy. Changing funding strategies could also have a
destabilizing effect with a loss of local accountability. Whilst this may merit
additional investigation in the future, it is not recommended for further work at
this time, especially where it is believed that the most significant gains can be
realised through greater collaboration and, specifically a common investment
approach.




Background and Context

Background

In March 2010, the Pensions Sub Group of the Society of Welsh Treasurers representing
the 8 LGPS funds in Wales commissioned a study by Price Waterhouse Coopers
(PwC)'. The aim was to build on the existing collaboration already undertaken in
Wales and identify the potential for collaboration/partnership working across the
Welsh Local Government Pension Schemes.

The initial study concluded that there was scope to generate further efficiency
savings along with achieving greater consistency in service standards across both the
administration and investment arms of fund management, suggesting that such
benefits would be optimised through either further collaboration or a reduction in the
number of funds. The savings provisionally identified could well be seen as small in the
context of the combined assets of the 8 pensions funds (£8.5bn plus at that time) but
they were considered large enough to merit further investigative work. The study also
recognised that all Funds had very different approaches and changes, whether at an
organisational level or restricted fo either Investments or Administration would be
complex and would take time fo achieve. Transition would also be complex and
would incur costs with payback periods varying according to the degree of change.
In addition, because contribution costs for employers in the respective funds are
generally only amended every three years (af the triennial valuation), the earliest
financial year when such savings might be identified, from even very prompt actions,
would be linked to the actuarial valuation cycle.

Governance arrangements were also identified as a significant issue in the context of
any further work to be carried out.

The PwC study however provided a base upon which some broad assumptions could
be made i.e. that the whole issue was worthy of further consideration. The Pensions
Sub Group of the Society of Welsh Treasurers acting as a Project Board agreed for
more detailed work to be undertaken to produce an outline business case around
proposals for a possible reduction in the number of Welsh Pension Funds, and/or the
possibility of further collaboration including joint procurement opportunities and other
efficiency measures. The Project Board commitment was evidenced by the fact that
the Project pre-dated but was then endorsed by its inclusion in the Compact
between the Welsh Government and Local Government (signed off at Partnership
Council on 5 December 2011).

The work has been taken forward by the SWT Pensions Sub Group with appropriate
support. They believed the PwC report was important in that it established a “prima
facie” case to look further at the organisational structure of the Welsh LGPS with the
potential to improve efficiency and service standards. It was recognised and
important from the outset that any further work would be objective and positive in
working toward the production of an evidence backed outline business case. Due
regard would be given fo work undertaken elsewhere, which could helpfully assist in
this process, but conclusions drawn elsewhere would not drive the conclusions drawn
here.

The purpose of this report is to determine via an outline business case, the optimal

! Price Waterhouse Coopers; Consultancy review of Welsh Local Government Pension
Funds October 2010




number of LGPS funds in Wales and the most appropriate organisational structure. This
should also include proposals for enhanced collaboration, including: joint
procurement opportunities and other efficiency measures.

Scope

The initial study by PwC provided a level of confidence that proceeding to an outline
business case was appropriate. Some concerns had been raised about the results
produced and there had been some feedback that the initial work had not been
sufficiently clear on the impact of any possible change on each pension fund. There
were also reservations expressed with regard to the validity of some of the data
comparisons. The ability fo address these concerns and ensure a high level of
engagement during the next stage was therefore of key importance.

In undertaking the next stage of work, and in order to keep the task to manageable
proportions, the Project Board determined that analysis should be focussed around
four opftions; two polar views and two mid range options with one based on
enhanced collaboration and one based on a reduced number of funds. These
options are:

1. An *"asis" option based on the current structure with 8 Funds which provides a
benchmark position

2. An "as is" but with enhanced collaboration (Joint procurement, shared
working efficiencies etfc.)

3. A mid range opftion based on a number of grouped Funds. The requirement is
to provide the solution that works best and so the Project Initiation Document
(PID) was not prescriptive regarding numbers and groupings which could be
seen as limiting the options for consideration.

4. An option based on one all Wales LGPS Fund.

There was no presumption that what was opftimum for one work stream (e.g.
administration) would also be the best solution for another (e.g. investments). The
approach was therefore a “blank piece of paper” approach aiming fo be totally
objective and open minded and ensure analysis was objective and robust fo
withstand scrutiny and challenge. The PWC report was used as an aid in formulating
ideas and options. Whilst the PwC report suggested that a reduction in the number of
funds would optimise the benefits, this project stage required consideratfion of all
possible outcomes including the status quo.

The Project Board at its meeting on 2nd December 2011 also set out additional
factors regarding the scope of the project. It was agreed that the project should be
contained within a Wales public sector model only (no outsourcing and third party
options) and that the potential for collaboration with English Pensions Funds should be
noted but is not considered part of this particular “Welsh” project.

Anticipated Benefits

A key deliverable for the project was the development of a clear vision for the future.
Although the underlying requirement to consider service standards, efficiency and
improvement, together with cost reduction was already clear, it was important to
consider whether any new approach was required and if so, the key outcomes that
would be delivered by any new approach. The establishment of a clear set of design
principles was therefore seen as important in ensuring a focus on an opfimum service
solution.
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It is accepted that the design principles adopted below are generic rather than
specific to Pensions but the principles remain sound and formed an important
backcloth to the work undertaken. These principles also helped test the
appropriateness of the proposals:

» Reducing costs and sustaining service

» Improving front line service delivery

» Delivering a timely and responsive service

» Improving back office administrative consistency and efficiency of process
» Achieving the most by appropriate collaboration

» Improving the employee/pensioner experience

» Complying with sound governance arrangements and stewardship controls.
» Beftterinformation for better decisions.

It is important to note that this review is not just about reducing cost, although that is
an important component but it is very much about improving value. Pension Scheme
member requirements should drive service standards and delivery, and the way
Funds collectively and consistently meet those requirements is at the heart of this
report. The goal was therefore to opfimise the current arrangements blending both
cost and service requirements in the best way. There was also recognition at the
outset that cost benefits could take the form of either an absolute reduction in cost or
a dampening of future cost growth that may prove less easy to quantify.

Objectives and Methodology

The objective of this report was fo set out the findings of the outline business case
which has considered the optimal number of LGPS funds in Wales and the most
appropriate organisational structure. This should also include proposals for enhanced
collaboration, including, joint procurement opportunities and other efficiency
measures.

In order to progress the work, three work stream groups with representation from each
LGPS Fund in Wales were established to undertake the following areas of work:

- Investments and Funding
— Financial Modelling (to include Governance and Transition)
— Pension Administration

A project team acted as a co-ordination point across the three groups and provided
the conduit through to the Project Board. Within this context, it was considered
appropriate to provide a non prescriptive outline of what could be included within
each work stream’s plans. Knowledge of this is helpful in providing readers with
appropriate context. The outline included but was not restricted to:

Review of the PWC Report and use of that report as a possible starting poinf,
subject to appropriate validation if, and where required.

Updating and validation of core data.

Consideration of the 4 options, including implications relating to governance
and fransition, and objective justification for those discarded and those worthy
of further consideration.

Consideration of the service delivery issues:

> Service components such as standards of service, people, IT,
accommodation efc...

» Pros and Cons of different options
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> Barriers to implementation/change

> Assessment of options against the design principles
5. Views of wider stakeholders or research undertaken.
6. Views on tfiming of any agreed change proposed.

7. Conclusions and Recommendations.

Overview of Current Position

The governance and management arrangements for the LGPS in Wales are a legacy
of the Local Government Superannuation Regulations 1974 made under the
Superannuation Act 1972. This prescribed that there should be separate LGPS funds
for each of the 8 newly created County Councils covering all local authority
employees and other eligible employees in Wales. The 8 Funds and their
administering authorities are as follows:

Cardiff and Vale of Glamorgan Pension Fund(Cardiff)
Clwyd Pension Fund (Flintshire)

Dyfed Pension Fund (Carmarthenshire)

Greater Gwent Pension Fund (Torfaen)

Gwynedd Pension Fund

Powys Pension Fund

Rhondda Cynon Taff Pension Fund

Swansea Pension Fund

Following the further re-organisation of local government in Wales in 1996, this
situation remained with the designation of administering authorities set out in the
Local Government Re-organisation in Wales Regulations 1995.

At the last Valuation in 2010 there were approximately 280 participating employers
across the 8 funds with 160 scheduled bodies (councils, police and fire authorities,
universities and colleges ) and 120 ‘other smaller employers’ such as Community
Admission bodies (local charities, community councils) and Transferee Admission
Bodies (typically short term contractors). In addition there are also nominal assets and
liabilities from previous employers such as the pre 1996 County Councils and District
Councils.

There is no single model of governance in operation across the 8 funds and in some
cases delegation has been made to a Pensions Committee, an Investment Panel or
directly to the Chief Financial Officer. In addition, representation also varies within
each structure. Some funds have other employers and member representation on
their  main committee/panel. Others have established consultative
panels/representative forums comprising elected members from the administering
authority, representatives from other unitary authorities and participating employers,
fund members and Trade unions. The 8 funds also have different independent
advisors, investment consultants and actuaries.

The LGPS in Wales as at 31t March 2011 had 288,882 members (282,615 as af 31
March 2012) (source: DCLG SF32) as follows:

2 Department of Communities and Local Government SF3 Pension Fund Returns
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125,596 ( 43.5%) Active contributors
75,758 ( 26.2%) Pensioners
87,528 ( 30.3%) Deferred members

The Funds have assets of £9.289 bn as at 31st March 2011 (SF3) with Fund size ranging
from £0.348bn to £1.661bn. Asset allocations and funding strategies vary
considerably. Investment management costs amounted to £29.158m in 2010/11 with
a further £8.880m spent on administration. Total staff numbers amount to over 140
including 131 administration staff. The full time equivalent is 128.




Investments and Funding

Background

The current 8 individual funds in Wales have Assets amounting to £9.289bn (value as
at 31st March 2011), which if combined would place it in the top 5 by market value
amongst LGPS funds. The respective total market value by fund and the Investment
Valuations (excluding year end adjustments such as creditors/debtors etc...) are
shown in the following tables.

Investment Valuations 2011
FUND Value By Fund (by Asset Class) £M
£M £M Equities 6,182
2011 2012 Fixed Interest 1,617
Cardiff 1,111 1,166 Property 520
Clwyd 1,052 1,061 Private Equity 285
Dyfed 1,348 1,401 Currency 45
Gwynedd 1,024 1,050 Global Tactical Asset Allocation 106
Powys 348 372 Hedge Funds 116
RCT 1,639 1,712 Commodities 19
Swansea 1,106 1,120 Timber 12
Torfaen 1,661 1,666 Infrastructure 21
Total 9,289 9,548 Cash / Transition 277
Total 92,199

Investments within each fund include different asset classes. The combined asset
class analysis of the 8 Welsh funds is shown in the following table.

All Wales Asset Allocation

M Equities
® Fixed Interest
N Property
M Private Equity
M Currency
m Global Tactical Asset Allocation
W Hedge Funds
m Commodities
Timber
® Infrastructure

Cash / Transition




Each fund has its own Funding Strategy currently based on the 2010 Actuarial
Valuation results as shown in the following table. These funding rates are based on
each fund’s individual actuarial assumptions agreed by each fund and its actuary
but which differ across the 8 Welsh funds.

Funding level | Employer Rate Actuary Deficit recovery
% % years
Cardiff 71 23.2 Aon 25
Clwyd 72 20.7 Mercer 20
Dyfed 21 15.2 Mercer 17
Gwynedd 84 22.1 Hymans 20
Powys 71 21.8 Aon 25
RCT 70 20.4 Aon 25
Swansea 71 20.5 Aon 25
Torfaen 74 19.0 Mercer 20

Practitioner discussion, knowledge sharing and joint research in this area examined
the four options and concluded the following:

1. “Asls”

e Existing arrangements provide a localised solution, which facilitates effective
communication and stakeholder engagement.

Risk is inherently diversified by the very nature of having 8 separate funds.

Maintaining the status quo provides consistency and confinuity, for example
all funds are currently in the process of implementing and seeking to deliver
their own investment strategies which have been duly and professionally
considered.

The do nothing option should not be viewed as such insofar as increasingly
greater collaboration is already happening, albeit mainly in the administration
area. There thus remain further opportunities to expand the existing
collaboration which might for example include fully exploiting procurement
opportunities through joint arrangements, particularly through those areas
such as fund management arrangements which are less well developed

There are no change management issues to deal with, such as staffing,
relocation, impact upon employment opportunities across Wales.

Corporate Impact — Pension Funds are already currently benefiting from
economies (and efficiencies) of scale, for example from Administering
Authority existing / embedded facilities, IT systems and services.

Enhanced Collaboration
There is a lack of collaborative examples in the Investment and related areas
(advisors) and there is thus the opportunity for increased and more specialised
procurement and development of Framework Agreements, with
— Potential savings in staff fime

— Facilitation of change options in aspects such as training, legal
support and actuarial advice
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The potential to consider beyond Wales

More suitable for legal, custodial, actuarial services

Enhanced Fund Management arrangements

Longer term partnership working with third party service providers

An oversight model where the 8 funds were retained but managed centrally
appears to have the disadvantages of one fund without any of the potential
advantages from mandate consolidation etc.

There is undoubted an opportunity to enhance (more formally) the sharing of
existing expertise and resources across the 8 Funds. This could be developed
specifically around systems, procurement and an expansion of the
communications work already undertaken

A Common Investment vehicle or Fund would provide an opportunity to
achieve the benefits referred to above. Such a mechanism could be applied
to specific assetfs types ranging from mainstream equities to alternatives such
as infrastructure. A development in this direction might increase the ability of
LGPS Funds to consider investments in a range of investments that have wider
economic benefits within Wales, or beyond.

The potential to enable the movement of investments between Funds to
maximise the utilisation of existing mandates does provide an opportunity to
reduce appointment costs, timescales and maximise existing arrangements.

All of the advantages of the “do nothing”/"as is” option.

Greater collaboration could also be viewed as part of a route-map toward
more formal merger at a future stage (if it is deemed viable to do so and
upon the satisfying of stipulated criteria — aka “state of readiness”). The
counterweight to this is that collaboration requires increased co-ordination
and administrafion and hence any gain must be justifiable and worth the
additional effort.

Grouped Funds

The basis of determining the optimal number of funds needs to be clearly set
out, for example, is it based on:

Asset Allocation

Geographical

Funding Strategies (recovery rate)
Funding Level

Contribution Rates

Different employer type

If Funding Level, Employer Rate and Recovery Period are accepted as key
drivers, then there are clearly well correlated Funds where merger could be
considered viable. Further work is needed however, to understand whether
there are other significant differences in factors such as life expectancy, age
profiles, risk profiles etc.

Many of the issues of merger which need to be considered will apply equally
for a regionalised model as for the one fund model. The cost benefit of a
number of mergers needs to be carefully examined against the cost benefit
of a merger to one fund for Wales.
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Subject to the extent of change, transition costs (investment related) are most
likely to be significant. The extent to which these would be the same for any
merger (be it regionalised or one Wales) would clearly be dependent upon
the basis of the "from™ and “to".

Existing arrangements have a variety of different risk appetites.

The extent to which closure valuations may be triggered needs to be carefully
considered.

Investment expertise is currently attached to each of the 8 Funds, any
regionalised merger would need to consider retention / recruitment issues and
in particular continuity. Physical location is clearly a factor to consider in this
regard.

Merger to One Fund

¢ Notwithstanding the complexity of change - legislative etc., one Fund for
Wales would have a “status” which could be helpful in attracting staff (such
as “specialists”) and in having a voice at a national level. The Fund size would
make it one of the largest LGPS funds in the country.

There could be a removal of some small scale duplication, and increased
conformity and consistency.

While equities form the majority of assets for 6 out of the 8 Funds, a range of
asset allocations and investment strategies has been adopted. Organisational
change would mean a reduction of diversification of risk at a manager level
which is inherent in the current arrangements.

Organisational change would also incur some significant transition costs —
investment, change management (staff etc.), together with a potential
corporate impact upon current administering authorities back office
structures. These aspects are dealt with in more detail within the Costs and
Transition chapter of this report.

Perhaps the key questions in order to justify this proposal Is whether there is
evidence to support larger mandates having lower level of fees and whether
there is evidence to support improved investment performance of bigger
funds?2 These maftters are dealt with later in the report.

From a purely Investment standpoint, issues of localism are not considered to
be a barrier and are less of an issue that what the group perceive might be
the case for fund administration.

The results of this practitioner discussion, knowledge sharing and joint research
identified the importance of a number of key funding and investment questions
encapsulated within the requirement to provide a high level estimate of the impact
on confribution rates and funding levels of using revised or common assumptions
under the various collaboration options. A piece of work was thus commissioned to
address via specialist actuarial advice the questions (Appendix 1) which were
deemed as critical to the assessment of the opfimum way forward. Hymans
Robertson produced a report in response to this brief which rebased comparisons

17

Tud. 26




between the 8 Welsh funds using a common set of financial assumptions. In response
to the questions raised, they concluded that:

¢ A common funding and investiment strategy could, but need not be applied
across all of the Welsh funds since it is not seen as a necessity to gain financial
benefits. There are other options referred to in this report that achieve the
benefits in a less disruptive way without having to reach a common funding or
investment strategy. A move to such a strategy would be a long term target
and the transition to a common strategy could take place over a period of
time with different paces of funding and different levels of risk for any Fund
making a change.
If the number of Funds were to be reduced, then the two most likely criteria for
grouping funds to minimise impact on long-term funding arrangements would
be grouping to optimise operational capabilities or grouping by funding level.
Differences in approach to setting financial assumptions are likely to have the
most impact on the funding level but it is understood why there are local
differences (e.g. aftitude to risk and historical local differences). Thus
standardisation of actuarial assumptions and funding strategies would have
an impact on employer’s confributions.
To reduce employer contributions by 0.1% of pay would require savings of
circa £2m per annum.
Ten year historic investment returns for LGPS funds in England and Wales show
evidence of some correlation between size of investment funds under
management and net of fees performance. Research suggests however that
larger funds have better governance and alignment with objectives and it is
not merely to do with scale.

This latter aspect was endorsed via statistical analysis and commentary that was
obtained from State Street Investment Analytics (WM Company) which corroborated
the frend that larger funds tend to produce higher investment returns (net of fees)
over the longer term.

The evidence collected appears to show that from an investment management
standpoint; there are no insurmountable barriers to merger, although a collective
investment vehicle could provide most of the same benefits over a shorter period with
less risk than full merger. Key considerations include:

e impact on contribution rates for employers
e cCross subsidy issues arising from pre merger positions

Closer examination of the results, together with the external advice provided,
enabled further comment to be made on the funding and investment issues. These
are outlined in the following paragraphs grouped around the areas of strategy(S),
investment return (IR) and cost(C).

Investment Strategy(S)

In order to undertake the modelling within this report it is necessary to note that an
indicative investment strategy was used which seeks to achieve a required level of
return at an appropriate level of risk. This is illustrative only but is set out as in the Costs
and transition section of the report.




Standardising Actuarial Assumptions(S)

There are no significant differences in the membership or liability profiles of the
individual Welsh Funds.

Peraentage of Membership
s B HBERAEEERG
53558

" P

Percentage of Liabilithes

- -

All eight funds have broadly similar profiles, whether measured by numbers of
members in each category, or liabilities. In terms of numbers, around 45% of members
are actives, with the remaining 55% split broadly equally between deferred and
pensioners.

However, there are a range of different sets of actuarial assumptions used which
reflect local circumstances such as appetite for risk. Re-basing fo a common set of
actuarial assumptions shows a greater disparity between funds, in relative terms,
albeit this does not mean that merger would prompt an immediate increase in
conftribution rates.

In practice, a move to a single funding strategy, using a common funding target on
the same assumptions, could still permit retention of the current contribution rate
strategies in the shorf term.

Following any merger of funds a common set of actuarial assumptions would be
needed for future valuations of the merged fund. This would have an impact on
employer confributions.

Benefits of Size (IR)

From the advice commissioned, it is apparent that there are benefits of size in large
funds, although better returns cannot be guaranteed. Hymans' analysis over the 10
years to 31st March 2011 suggests that benefits of size accrue incrementally in funds
greater than £5 billion in value. These benefits come from wider characteristics rather
than simply the quantum of funds invested.




Performance

2,000 3,000 4,000

Size

The table shown excludes the 3 largest funds, partly because the x-axis scale would
be dragged to the right and partly to ensure that the chart was not overly influenced
by these three Funds. Including the three funds would not however have changed
the picture. There is significant dispersion of returns around the line of best fit. It is
believed that it is the economies of scale that can result, together with size which can
lead to improved investment return. Any improved return is likely to be a function of
improved governance, as larger Funds are likely to have greater resource applied to
aligning the interest of managers with the Fund objectives.

The wider characteristics include governance structures which enable more timely
decision making, more internal specialist resources, hands-on management and in-
house management of investments.

It is also important however to understand the extent to which benefits of size and
scale can be achieved through greater collaboration more quickly than might be
the case through a full merger. It is possible to achieve some of these benefits
through pooling investment resources and managing investment funds collectively
across Wales as an alternative to a full merger intfo one fund.

Maximising Investment Returns at Lower Risk (IR)

There are clearly significant risks associated with forecasting future Investment return.
However there is a stafistical correlation between size of fund and investment return,
whereby larger funds appear to be able to achieve higher returns at lower risk. This
has been analysed over a 10 year period (see above) and appears likely to be the
result of economies of scale that together with size allow improved governance and
the potential for increased return.

Further analysis and comparison of the average of a group of "“very large” funds
against the "“all Wales” average undertaken by State Street (WM) (see chart below)
showed outperformance in the region of 0.6% with lower levels of relative risk for very
large funds as illustrated in the chart below. If simply replicated in practice, a
theorefical outperformance of 0.6% on £9 billion would amount to an additional £54
million of investment assets being generated.
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UNIVERSE RISK & RETURN - TEN YEARS

o

EE

Return (%p.a.)

Relative Risk (%p.a.)
|<J Peer Group &VerylLarge A Large A Medium A& Small li.‘4'\.|'elsh|

This chart shows the ten year risk and return for the peer group this time
overlaying the median oufcomes by size band. What this shows is that the
very largest funds have delivered the best return at considerably lower risk.
(Source WM Company)

Hymans also analysed all fund performance and size and plotted the linear, again
demonstrating a general statistical frend of higher investment returns when a larger
amount of investment assets is grouped together and invested.

Whilst additional investment return cannot be guaranteed, any improved
performance, however marginal, is likely to result in significant benefits in monetary
terms given the aggregate value of Welsh Funds. For example, improved investment
performance of around 0.22% - about one third of the outperformance observed
above equates to 1% of employer contribution rates across Wales and given the
uncertainty of investment refurns and organisational change requirements, it is not
unreasonable to moderate expectation. This is particularly true given the lead in time
to progress any changes, the wider changes in the pensions industry and the fact
that some of the benefits of size might not be realised in the short term if there is a
need to create a new investment organisation. The result via enhanced collaboration
or a merger could be gradual improvement over a number of years but this would
only be reflected from perhaps 2017 (after the next Actuarial valuation). It is also
important to emphasise that the evidence supports higher investment returns when a
larger amount of investment assets is grouped together and invested. This does not
require organisational change and can be achieved with existing organisational
structures through enhanced collaboration. This is an important area that requires a
more in depth examination in order to produce a detailed business case.




Transition (C)

Transition costs will be incurred when funds move from one investments allocation to
another. These costs should not be underestimated and can form a significant cost
component affecting any change proposals. The illustrative costs of moving from
different types of current investment structures to the above model are shown in the
Financial (Costs and Transition) section of this report. This illustrates the short term
impact of merging current investments intfo one investment strategy.

In practice the transition could be undertaken over a short period or extended over a

longer period to spread the impact of these costs. Details of potential fransition costs
are included in the Costs and Transitions section of this report.

Fund Management Cost (C)

Fund manager fees are inherently complex with some performance related drag and
some elements of fees not being transparent (e.g. pooled funds). They are also not
the key determinant in fund manager and asset allocation decisions, typically
attracting a small weighting (20-30%) in manager appointment processes.

Details of the potential savings on Fund Management Costs are included in the Costs
and Transitions section of this report.

In House Investment Management Costs (C)

These are currently minimal at around £0.6 million.

One of the characteristics of larger funds appears to be the extent to which
investments are managed in-house. Larger fund size appears to attract increased
levels of in-house management, with appropriately skiled and experienced in house
staff. Welsh funds do not generally invest in this way and do not have the necessary
skills currently in place to do so.

Realising Cost Savings at an Employer Level (C)

The prospect of employers being able to realise the impact of any “savings” (from say
increased investment return or from cost savings) is one step removed due to the
funded nature of the LGPS which involves the triennial valuation process and the
associated setting of contribution rates. The issue of materiality of savings relative to
£9 bilion of investments and the many other continuously moving assumptions and
asset valuations is also of relevance.

In order to be able to get a measure of impact, the question was addressed with
Hymans that assuming everything else stayed the same what level of savings within
funds would be required to achieve a 0.1% reduction in employer contribution rates.
It is recognised that this is wholly hypothetical in terms of many things having
changed significantly since the 2010 valuation and indeed any savings within pension
funds might actually be more about cost avoidance than cost savings — but for the
purpose of the report it is helpful in terms of any positive impact upon employers, and
their pension confributions.

The pensionable pay bill for those in the LGPS across Wales amounts to circa £2
billion, and to achieve a 0.1% saving on contribution rates (which would save
employers £2 million) would require a corresponding saving in pension funds, either
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through reduced cost or increased income. Thus, for every £1 improvement in the
finances of pension funds, this can be seen to pass through into contribution rates, so
employers will see the benefit of reductions in pension fund costs / improved
investment returns.

It needs to be stressed that the current outlook and reality is a potential worsening
funding position across all funds (noft just Welsh funds) and that any cost benefit which
might be achieved is likely to be more about future cost avoidance or dampening
future cost increases

At this juncture it is important to recognise that for any merger proposition, the lead
time to benefit realisation is protracted and a number of steps removed. The
legislative framework would require changes to legislation which are within Central
Government control (not Welsh Government) and may well be complex and involve
lobbying of central government. This aspect is covered in more detail in the
Governance section of the report.

Conclusion

Each pension fund is seeking to achieve a return on its investments in line with its own
investment strategy (funding strategy statement). It does not necessarily follow that
each fund is aftempting to solely maximise return, since any investment return
achieved must be within appropriate levels of risk.

At its basic level however, if large funds are able to deliver increased returns af the
same or lower levels of risk than the existing 8 Welsh Funds then this is something which
needs further consideration.

Fund manager fees, whilst relatively minor in comparison with assets under
management (£22.3 million fees on AUM of £9.2 billion), are nonetheless a significant
monetary value. The results of analysis demonstrate a general statistical frend of
higher investment returns when a larger amount of investment assets is grouped
together and invested. This is in part due to the potential for larger funds to be able to
access lower fund manager fees which whilst not material to the value of assets
under management are nonetheless significant in monetary terms and the potential
cannoft be discounted.

Whilst additional investment return cannot be guaranteed from combining funds any
improved performance, however marginal, is likely to result in significant benefits in
monetary terms given the aggregate value of Welsh Funds. Improved investment
performance of only around 0.22% equates to 1% of employer contribution rates
across Wales and appears a more realistic target or aspiration. This is because of the
uncertainty of investment returns and organisational change requirements, the lead
in fime to progress any changes, the wider changes in the pensions industry and the
fact that some of the benefits of size might not be realised in the short term if there is
a need to create a new investment organisation.

The results brought about by any enhanced collaboration or merger would only be
reflected from perhaps 2017 (after the next Actuarial valuation). It is also important to
emphasise that the evidence supports higher investment returns when a larger
amount of investment assets is grouped together and invested. This does not require
organisational change and can be achieved within existing organisational structures
through enhanced collaboration. This is an important area that requires a more in
depth examination in order to produce a detailed business case.




It does not necessarily follow that full merger is the way forward. Enhanced
collaboration is a vehicle through which many of the benefits of scale might be
achieved, whilst retaining an element of local control within existing governance
structures, and with realisation of benefit being possible over a shorter fimeframe. This
would also allow individual funds to continue with their existing actuarial assumptions
based on local decision making removing the risk of adverse impact on employers’
contributions following change of assumptions on a merger.

On the basis of the evidence we have seen however, there is, from an investment
standpoint, a prima facie case for change and an appropriate programme of works
should be put in place to maximise the benefit which can be realised through greater
collaboration, including specifically managing Pension Fund Investment assets on a
collective basis.




Governance

Background to LGPS Governance

The LGPS is a common scheme throughout England and Wales. As a statutory public
service scheme, the LGPS has a different legal status compared with trust based
schemes in the private sector. Matters of governance in the LGPS therefore need to
be considered with proper regard to the legal status of the scheme. This includes how
and where it fits in the local democratic process through local government law and
locally elected councillors who have final responsibility for its stewardship and
management and have a clear fiduciary duty in the performance of their functions.

Eighty nine local authorities have been given statutory powers by UK Government to
administer the scheme. Under legislation a local authority can delegate their
functions through their own constitution to the council, committees, sub-committees
or officers. However, the statutory decisions are not the responsibility of the Executive
arrangements of the council.

The appointing council decides upon the number of members of a committee and
their terms of office. They may include committee members who are not members of
the appointing council. The formal committee structures operated by individual
pension fund authorities reflect local circumstances and priorities and it has not been
the aim of Government to prescribe a ‘one size fits all' approach. The evidence
collected by the CLG in 2006, and included as part of CLG’s Statutory Guidance on
Governance Compliance Statements issued on 3rd December 2008 indicated that
the overwhelming maijority of these committees operate efficiently and effectively
despite their variations in constitution, composition and working practices.

Over recent years, CLG, Lord Hutton and CIPFA have published guidance on
governance; CLG's being statutory guidance on Governance, where each authority
is required to publish a Governance Compliance Statement on a ‘comply or explain’
basis. The intention as explained by the CLG was not 1o ‘level out these differences’
but instead to ensure that different structures reflect best practice principles. More
detail on these publications is set out in Appendix 1.

The Public Service Pension Bill will also include consideration of LGPS Governance and
overall scheme cost management, which is known as work stream 2 of LGPS 2014.
The LGA and frade unions alongside Government have released a joint statement
with 12 proposals and those relevant to governance are set out in Appendix 2a.

It appears that changes to Regulation will be forthcoming which will reduce the level
of discretion in local governance structures, retaining local democracy but with
greater scrutiny. This will question different approaches, working practices and the
knowledge and skills of those making and advising on the decisions. These proposals
on the whole simply underline and possibly impose earlier best practice from the CLG.

There are specific governance issues to consider within the Local Government
Pension Scheme (Management and Investment of Funds) Regulations 2009.
Throughout these Regulations reference is made fo the requirement for an
administrating authority to take ‘proper advice’ when considering investment policy,
investment manager appointments and monitoring. It is usual practice for an
administering authority to appoint an investment consultant to provide this ‘proper
advice’ and an independent advisor fo consider the quality of this advice.




Officers of the administering authority should as a minimum have sufficient
knowledge to advise on any conflict of interests with advice received. Some larger
LGPS funds employ investment specialists who manage some of the fund internally
(instead of through external fund managers) and hence they should have the
knowledge and skills to provide ‘proper advice’, but these funds are in the minority.

As required by the above Regulation an administering authority must publish a
Statement of Investment Principles (SIP) which must include the extent to which it
complies with guidance given by the Government. This guidance includes CIPFAs
Investment Decision Making and Disclosure, which is a guide on the application of
the six Myner’s Principles (Appendix 2b).

To complete the governance picture as well as the Governance Compliance
Statement and SIP discussed above, LGPS Regulations require an administering
authority to publish a funding strategy (after taking advice from an Actuary) and a
Communication Policy. In addition Regulations allow administering authorities fo
establish a Pensions Administration Strategy which includes the power to infroduce
local performance targets and to measure performance against them. All these
measures are designed to make the administration and stewardship of the scheme
fransparent and accountable to its stakeholders. The best practice guidance assists
administering authorities with managing LGPS risk areas (Appendix 2¢)

LGPS Governance in Wales

In Wales, as with England, there is no single model in operation across the 8 funds and
in some cases delegation has been made to a Pensions Committee, an Investment
Panel or directly to the Chief Financial Officer. In addition, representation also varies
within each structure. Some funds have other employers and member representation
on their main committee/panel. Others have established consultative
panels/representative forums comprising elected members from the administering
authority, representatives from other unitary authorities and participating employers,
fund members and Trade unions.

The 8 funds have different independent advisors, investment consultants and
actuaries. In addition the roles and responsibilities of the officer support for pension
fund finance varies across the funds and most officers also have none pension fund
duties and responsibilities. Working practices vary but none of the funds employ
investment specialists to manage investments in house. The funds have a range of 3
to 5 individuals involved with accounting, investment and governance but this
equates to only 1 to 3 FTE's (about 18 FTE across Wales) which reflects the differing
working practices and fund size.

Each Administering Authority has a section which administers LGPS benefits. These
vary in size from 8 to 26 individuals dependent in the main on fund size. However,
organisation structures, operational models and working practices vary across these
sections.

Hence in Wales, as across the whole LGPS, local decision making, based on advice
from different advisors, has lead to different outcomes especially in terms of
investment structures, funding positions, employer contributions and consistency of
the administration (benefit) service provided to members. This should not alarm or
surprise stakeholders as the governance structure explained above is designed fo
provide for local decision making and accountability and differences are an
inevitable and acceptable consequence. As noted earlier it appears that the LGPS
will still be managed locally in England but with more collaboration between Funds
and greater scrutiny on the need for differing approaches to the risks outlined above.
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The various governance options for the management of the Scheme in Wales are
now considered.

As Is

The current governance arrangements in Wales have been in place since 1996 and
there are differences in strategy, organisation, working practices and outcomes
across the funds. |If there is a desire to have a more consistent approach, as the
benefit of these local differences comes under closer scrutiny, those charged with
current governance must be satisfied that the benefits from collaboration can be
implemented on a piecemeal basis without a change in the governance structure.

CIPFA has led on initiatives and advice for practitioners through the CIPFA Pensions
Panel and CIPFA Pensions Network and there are many opportunities available for
elected members and officers to network and share ideas. The CIPFA Knowledge
and Skills Framework and Code of Practice should also improve governance. A
number of framework agreements for efficient procurement of third party services are
also now available.

There are already good examples of collaboration within the current structures
especially joint initiatives in pension administration and on responsible investing
through the Local Authority Pension Fund Forum. These tend to come about as a
result of external drivers providing opportunities for change and collaboration rather
than through a programme of collectively planned collaboration.

It should be noted that in ferms of governance it is unlikely that ‘as is’ will be an opfion
because of changes driven from LGPS 2014 as detailed in the Background section. It
could be argued that this change alone will be a driver for improvement in the
governance of the Scheme.

Enhanced Collaboration

In this scenario each of the 8 Council's would maintain their administering authority
status and each would have a Committee (or Board) which safisfies the requirements
of LGPS 2014 in terms of structure and representation. These ‘Boards’ would confinue
to determine and implement strategy locally.

The key question is what sort of governance mechanism would drive such
collaboration, especially if it were for example focussed on investment related
matters. One approach is a Joint Sub Committee (JSC) that could be formed with the
principle aim of driving and implementing collaboration

There is more than one optfion within this approach that could be considered,
together with various issues for discussion and resolution:

i A Joint Sub Committee could either be elected members advised by officers

or a more autonomous group of elected members who appoint a third party
or specific officer(s) who would report and be accountable to them. In effect,
it could be a specialist unit advising and delivering investment related
procurement solutions on behalf of any of the 8 pension Funds who wished to
participate.
A further option might be create a JSC of the current Chief Finance officers of
the 8 administering authorities (with other senior pension officers as substitute
members). This JSC and its delegated powers would be recorded in each of
the administering authorities’ constitutions.
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Another model could simply be that each pensions committee has to agree
to a proposed investment and that decision is actioned by the collaborative
body.

Whichever option was favoured, much detail would need to be worked through.
Regardless of the option, these would include matters such as:

The level of delegation from the 8 main committees (it would need to be
decided and documented)

the level of consistency across the whole of the eight funds.(or is it simply a
Fund chooses to be in the collaboration or not)

Given that Strategic decisions would remain with the main committees, does
the JSC only have the power to recommend, depending on how it was set up
and constituted.

Other, operational decisions would need to be determined. Dependent on
the structure, this could be perceived as a loss of control by the administering
authority and there will be some debate on what is strategic and what is
operational but the concept requires more detailed examination through the
production of a detailed business case.

The JSC may also wish to consider the use of a single investment consultant
and/or independent adviser. As stated earlier these organisations or
individuals are key in the decision making process and if all eight
administering authorities (via the JSC) receive consistent advice then over
time logic would suggest that strategy should become more consistent, where
appropriate. This could be extended with the joint procurement over time of
other third parties such as actuaries, fund managers, custodians, legal
advisors, tax advisors etc. As well as the advantages of consistency, joint
procurement may result in lower overall cost and a reduction of the
operational burden on finance sections.

In addition there could be two pension practitioner groups’ who would
research and recommend collaborative opportunities to the JSC, overcome
barriers and implement. Groups might include an Administration Group
(current Pension Officer Group) and a Finance Group (covering governance,
investments, funding and accounting), both with practitioners from the eight
administering authorities.

For this governance structure to work the principle of collaboration must be agreed
across the 8 funds. Those Funds which choose not to participate in certain
collaborative projects will be accountable locally to their stakeholders for this. In
simple terms the starting point when considering a collaborative project would be
‘why are we not collaborating’ rather than ‘why should we change current
practices’.

The legal advice received considered collaboration and concluded that ‘existing
legislation provides the Authorities with broad powers to discharge their functions
through joint committees for procurement, administration and investment’'. This
provides some flexibility in terms of how these governance arrangements could be
structured.

The legal advice received did however express a note of caution in any merging of
investments. Under the Local Government Pension Scheme (Administration)
Regulations 2008 there is a requirement to ‘maintain’ the fund and it must be possible
to identify the individual funds investment assets. This can be achieved by creating a
separate section for each Authority within a ‘common investment fund’ or by unitising
the assets. However due to the perceived "vagueness” of the wording, there is a
concern that such an approach could be interpreted as an over-allocation to a
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particular asset class within the Investment Regulations. Consultation with CLG would
be recommended here to clarify the intent and interpretation within the existing
Investment Regulations. For the implementation of a common investment fund there
may be a need to amend secondary legislation. In the current spirit of collaboration
across the LGPS it appears unlikely that barriers would be put in place by the CLG,
but if change is required, it may not be a quick change due to the existing LGPS
legislative workload.

For completeness, although the scope of the above was to consider governance as
a whole a JSC could be set up just for specific areas of work such a JSC for passive
equity investment or JSC for administration. The options are wide ranging and require
further investigation.

Merger — (2 - 7 Funds)

Independent, external legal® advice was received on the merger of the 8 pension
funds. This concluded that only the UK Government (Secretary of State) has the
power to amalgamate funds as a change to secondary legislation is required. The
Secretary of State would consider whether it is in the interests of members’ and
ratepayers’. The legal advice suggests that the Secretary of State may consider a full
merger may not be in members’ and ratepayers’ best interest if the eight Funds
funding levels are different. The logic used to support this contention is that such a
move may not be seen as being in the interests of the better funded schemes to
merge with a less well funded scheme, which could effectively dilute their fund.

Separately, actuarial advice considered the funding levels of the eight Funds using
common assumptions identified that there are differences; hence, there is a risk that
the Secretary of State could reject a full merger on these grounds.

The legal advice recommended that if the merger option was to be pursued the 8
Councils with responsibility for administering the Pension Funds would need to lobby
the Secretary of State. Although they do nof have a direct responsibility for the
administration of the Scheme, it would be sensible to approach DCLG with the
support of Welsh Government but given the heavy legislative workload of the DCLG
at present, it may add considerably to the timing of any proposed change in order to
implement the required changes in secondary legislation.

Although legal and actuarial advice from one source can always be challenged this
approach to change does seem consistent with the democratic governance
arrangements for the LGPS explained earlier in the Background section.

The legal advice above applies equally to a merger involving two Pensions Funds as
all eight. In essence however, the message here in a legal sense is clear.
Collaboration is achievable in a fimely manner within the existing legislative
framework whereas any proposal for merger will take considerably more time to
achieve due to the secondary legislative requirements.

There would be a number of options for structuring the governance arrangements for
merged funds including:

e A new corporate body (The Northern Ireland Model)
e One Lead Authority (a current Council would take responsibility for the LGPS
for the whole of Wales)

3 SACKERS; All Wales Pension Funds collaboration Study-Overview Paper On Legal Issues
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e A Mutual Model (The civil service pension scheme model)

These are equally applicable to a single merged fund, but logic suggests that in the
interests of time and cost the larger the number of remaining funds the more likely the
lead authority option would be the most appropriate.

In ferms of governance specific issues of compliance with statutory guidance etc.
logic also suggests that complexity and size will be more easily managed and the risks
and costs of change lower than with a full merger to a single fund.

This option does raise a new dynamic in terms of how these funds could be grouped,
other than the obvious various geographical splits. Hymans Robertson considered two
options ‘worthy of further consideration’:

e Grouping funds with similar funding levels
¢ Operational capabilities (identify strengths of individual authorities)

However, they do then comment that whichever opftion is chosen the governance
challenges of retaining local accountability and input info decision making should
not be under-estimated. Another consideration of non-geographical opfions is that
this may result in an anomaly in the future if there was another re-organisatfion of local
government in Wales. The other dynamic to consider within this aspect is the
perceived or real loss of local accountability from any reduction of Funds and how
this could be managed across the 280 or so employers if any change process was
initiated.

Full Merger — One Local Government Pension Fund in Wales

As stated above, the legal advice received applies equally to a merger of two funds
as to all eight

Similarly, the options for structuring the governance arrangements remain the same
as with any merged funds.

The Administration and Investment sections of this report consider to what extent the
advantages of merging organisations applies fo LGPS funds but there are some
specific governance issues to be considered.

However any new structure would need to satisfy the principles of good governance,
the current statutory guidance and/or the changes under consideration through
LGPS 2014. There is a clear challenge here to develop a governance structure that
allows for the representation of stakeholders across the whole of Wales (with the
potential to be a structure of great complexity and size) which sfill allows for effective
and timely decision making.

In addition, there will be a period of transition which will incur costs (especially asset
transfer costs) and risks. A full assessment would be required on the impact on all the
risks which were listed earlier from the lead in period post the formal decision of
merger, the transitional period and post the merger.

The whole process from gaining agreement of the 8 Councils, Secretary of State
approval and the sefting up of the new governance arrangements will take fime and
cost which are both difficult to estimate. The timing of such a major change, given
the implementation of a new scheme from April 2014, the 2013 Actuarial Valuation
and current financial market risks needs due care and aftention by those currently
charged with governance.
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Governance Conclusion

Although any changed governance arrangements in Wales will be largely dictated
by the results of detailed consideration of change across administration, investments
and broader financial considerations, there remain some specific governance
considerations which should not be underestimated.

In terms of merger, following legal advice this can only be achieved with the
agreement of the Secretary of State and a change in secondary legislation. There are
also ofher risks and costs fo consider. Specifically, determining a governance
structure to satisfy statutory guidance or the future LGPS 2014 principles (or regulation)
would be challenging, but not impossible. The timing of any change given LGPS 2014
and the impact on ofher risks must not be overlooked by those currently charged
with governance.

Due to both the development of LGPS 2014 and the current focus on collaboration it
seems unlikely that the ‘asis’ will be a viable option. However setting this aside, those
currently charged with governance, would need to be satisfied that, if there are
benefits from collaboration, then this could be managed in a transparent way, and
indeed that the end results will justify the change process.

A governance structure to develop and enable enhanced collaboration was
considered which included a joint sub committee. There are few legal barriers with
this option and there are advantages of relative speed of implementation, simplicity
and low cost. This governance structure would drive collaborative projects in @
collectively strategic and planned manner over fime. In the short to medium fterm this
could enable a more consistent and cost effective approach to managing the
scheme across Wales, without losing the local accountability which underpins the
statutory governance guidance. In the longer term the increased consistency may
allow for more logical mergers, either from choice or driven by any future re-
organisation of the 22 unitary authorities in Wales.




Administration

Background to LGPS Administration

With 4.6 million members, the Local Government Pension Scheme is one of the largest
public sector pension schemes in the UK. The LGPS is a nationwide scheme and is a
valuable part of the pay and reward package for employees working in local
government or working for other employers participating in the Scheme and for
councillors. The scheme regulations are made under the Superannuation Act 1972.
Changes to the Scheme are discussed at national level by employee (trade union)
and employer (LGA) representatives but can only be amended with the approval of
Parliament.

The LGPS has a diverse workforce confributing to the scheme, which requires varying
degrees of support and communication.

Benefits Administration feams provide a range of services for current and former
employees of local government and other employers participating in the scheme.
Their core activities are calculating and paying pension benefits to scheme members
but their role extends far beyond this, providing support and guidance to scheme
members, often at times of personal change or upset for the member, keeping them
informed of the latest developments in the scheme and also ensuring that payments
are correct, which means working closely with scheme employers to ensure that
information is accurate.

In order to ensure that the scheme is reactive to the extending longevity trends and
the subsequent cost implications, the LGPS was subject to regulatory change in April
2008. These changes afforded members specific protections, the result of which
increased scheme complexity. Future challenges for the Funds in Wales will, in
conjunction with Employers, ensure the implementation of auto enrolment and
following consultation and regulation being laid before Parliament (intended to be
by 31st March 2013) the ‘New LGPS 2014'. The 2014 New Scheme is designed to help
address the immediate affordability concerns; however, it will infroduce yet another
layer of complexity to the existing LGPS administration and as a direct consequence
increased membership contact.

LGPS Administration in Wales

The 8 regional Welsh pension funds are responsible for administering the Pensions for
the 22 local authorities in addition to the fown, community and other bodies
admitted under separate admission agreements. 131 staff are employed across 8
local authority areas providing services for a total of 296 Employers and some 289,000
scheme members. All funds hold local surgeries with their Employers and the
availability of face to face support for scheme members.

In terms of the financial context, the existing Funds’ Administration charges within
Wales compares favourably with Private Sector Administration charges i.e. less than
0.12% of total Funds’ assets (Source: Mercer HR).

As part of this review, an Administration Workstream, represented by each of the 8
Funds was identified, with the objective of establishing the current baseline data and
level of service delivery at each Fund. The Administration Workstream would use this
information to objectively challenge the ‘status quo’, and identify opportunities to
improve efficiency and service to the Welsh LGPS membership, in context of the four
service models defined by the Project Board.
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All options were tested as part of the work stream’s analysis and the Administration
work stream concluded the most beneficial option to the delivery of the LGPS
Pensions Administration throughout Wales would be through expansion and
development of collaborative work. In this context it was felt that the alignment of
Pensions Administration and Pension Funds should continue; as a single or grouped
Administratfion Service operating a multiple number of Funds would present significant
inherent risks. The work of the team is presented in tabular format at Appendix 4 but in
essence the conclusion drawn was due to the following key points:

Whilst the Collaborative model is unlikely to generate significant financial
savings, there are tangible improvements to service delivery that can be
achieved with minimal risk and disruption to stakeholders, within existing
organisational structures.

The Welsh Pensions Officer Group has been in place for several years, and has
proactively sought to collaborate on a number of inifiatives. This has
successfully delivered and ensured a consistent interpretation and application
of Regulations across Wales, whilst also enabling all participants to benefit
from cost efficiencies.

The Pensions Officer Group has already identified that the development of a
set of All Wales Service Standards along with the implementation of the 2014
LGPS Scheme is a key juncture for future collaboration and anficipates joint
communication, presentations and training for the latter.

This option would ensure that risks such as provision of varying support and
‘face to face' communication needs to the diverse membership is
maintained and also continues to address the necessity to provide the service
in the medium of Welsh locally.

There is no real evidence to support groupings or a single entity fo be more
cost effective or efficient than the current operational arrangements

Comparison with other LGPS Funds was possible utilising data from the DCLG's “SF3”
return (below) although there was no data that allowed the workstream to identify in
a justifiable way an optimum size of fund.

Table: Fund Membership Size 2010/114

Bandings of Less
Member than 12.5k - 16k - 18k -
numbers 12.5k 16k 18k 20k

Total Funds in

Banding 10

Wales Fund
Banding
Profile

* Source: SF3 return data for 2010-11




As Is

While there are some broad similarities between the funds, the current administration
arrangements have developed since local government reorganisatfion in 1996. For a
number of years, the implementation of significant changes to scheme administration
have been discussed and developed collaboratively through the Pension Officers
Group enabling the sharing of experience and skills.

The current arrangements allow service delivery to be alert to scheme member and
employer requirements based on agreed local measures; however number, variation
in, and consistency of local measures hinder wider benchmarking and sefting of
service standards. This appears a current weakness that could be addressed via
merger or more efficiently and quicker via enhanced collaboration

Comparison with CIPFA benchmarking data for ratios of administration staff fo
scheme members showed that there were only marginal opportunities to reduce the
number of staff currently employed in administration (maximum of 6.82 FTEs).In total,
this might generate savings of up to £120,000 per year but this may not materialise as
Regulatory complexity increases with the infroduction of auto enrolment in 2013 and
the new LGPS in 2014. The sum is also small in the context of the 8 Funds (£15,000 per
Fund) and secondary to anything that could be achieved around investments.

The ability to provide a local face-to-face service appears to be appreciated by
scheme members where available. Whilst difficult to quantify, letters of appreciation
from scheme members are not uncommon.

Each fund use the same base IT system but there are some significant differences in
the versions used and the way in which the system is configured and utilised that
have resulted from local system development.

While there is some scope for further collaboration and potentially some cost
avoidance, this can be limited by local resource availability and experience.

Enhanced Collaboration

The option of Enhanced Collaboration would build on existing collaborative networks
but with the addition of greater governance allowing collaboration to be driven in a
planned and strategic way. This would allow greater cost avoidance and improved
consistency of service while minimising fransition costs and the risk to current service
delivery. It would allow local face to face service delivery to continue and maintain
the local responsiveness of the existing arrangements.

The implementation of the LGPS 2014 scheme would be delivered collaboratively
and greater consistency in the use of IT would be possible. Sharing experiences of
system development and implementation would allow for the maximisation of
technological advances. Other collaborative changes may be possible during the
implementation of LGPS 2014.

One of the greatest limitations found in the undertaking of this project was the
inherent difficulties in collating any meaningful comparable Service Standards and
subsequently the inability to identify a potential ‘Best in Class’ Fund for LGPS
Administration across the UK. The following observations were drawn from the project
review:

= There are no nationally agreed Pension Administration Service Standards that
can be used for performance measurement

= Individual funds set a range of locally determined targets and measures
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IT capabilities to record and report on measures are not fully implemented
across all funds in Wales

Calculation of measures varies considerably (for example: some funds publish
percentage completed on target, others the actual number completed, or
the average number of days taken to complete; different start and end points
are used to capture performance measures making comparison meaningless)

Publication of targets and measures varies considerably (for example: some
publish their target standards but no results)

CIPFA Pensions Benchmarking Club does not compare Service Standards (in
order for this to be successful and a meaningful comparison Service Standards
need fo be set the same. The current omission by CIPFA is a reflection of the
existing inconsistency)

This issue would be addressed through enhanced collaboration and the
development of common service standards.

Merger (2-7 funds)

As discussed above, there are marginal opportunities for reducing costs based on
staff-member ratios, but there may be the opportunity to develop specialist roles (e.g.
systems or communications officers).

The scope for making savings through merging the use of a single IT system are
limited, in part because all the Funds already use the same IT provider and as costs
are based on the number of scheme members which would not change on merger.

There is a risk that the current levels of local access may no longer be possible, with a
further risk that the service may become less responsive to local issues and be seen as
increasingly remote.

There is also a timing issue since the implementation of LGPS 2014 would through
necessity have to take precedence over the implementation of fund merger. The
current level of resources would mean that it would not be possible to implement
both concurrently.

Greater consistency and some cost avoidance would be possible through the
merger of funds, although this would not necessarily be across the whole of Wales
and would depend on the groupings to be merged. Savings, if realised would be
extiremely small in the context of the service and it is questionable whether the costs
of change would justify the level of savings potential.

Common service standards would be developed within the newly merged funds and
potentially across Wales.

Existing service delivery is considered to be at greatest risk given the degree of
complexity involved in merging and local accountability would be diluted.

Full Merger

Many of the conclusions reached under the consideration of grouped mergers also
apply to a full All Wales merger.

Common service standards, procedures and documentation would apply across
Wales but local responsiveness and accountability would be severely diluted.
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Again, the implementation of LGPS 2014 would need to take precedence over the
implementation of fund merger, and it is questionable whether the quantum of any
possible saving would justified through the upheaval of change. The other important
facet here is the legislative and governance issues to be addressed which is dealt
with elsewhere in this report.

Administration Conclusions

The following overall conclusion has been drawn together by the Administration
Workstream based on the evidence gathered for each of the four options.

Whilst the Collaborative model is unlikely to generate significant financial savings,
there are tangible improvements to service delivery that can be achieved with
minimal risk and disruption to stakeholders, within existing organisational structures.
This is therefore the option that is recommended.

There is no real and supported evidence that demonstrates that groupings or a single
merged fund would be significantly more cost effective or efficient than the current
operational arrangements. The overall quantum of cost in respect of administration
also results in this area being less attractive as an area to achieve meaningful
financial benefit.

There is a serious risk that any major relocation or change from the current Fund
deployment would result in a loss of key personnel and ensuing recruitment
difficulties, due to the geographical nature and infrastructure within Wales.

All eight Funds use the same software supplier (who is the market leader in LGPS
Pension Software). Evaluation of the systems costs idenfified that reduction in the
number of Funds would not generate material savings. Whilst it is conceivable that
some non-direct central recharges may be reduced through economies of scale,
any such contrast between the support service requirements of a much larger entity
would need to be determined.

Furthermore, the review identified that whilst all Funds use the same administration
software, utilisation of the system and processes are configured differently o meet
funds individual service requirements. This has created difficulties, particularly in
respect of data records in the past where organisations previously regionalised in
Wales have been merged into a single body.

Recommendations

Having given due consideration to the four options and associated risks, the
Administration Workstream concluded that the most beneficial option to the delivery
of the LGPS Pensions Administration throughout Wales would be through expansion
and development of collaborative work, as further identified during this project.

This option would ensure that risks such as provision of varying support and ‘face to
face’' communication needs to the diverse membership is maintained and also
continues to address the necessity to provide the service in the medium of Welsh
locally.

The Pensions Officer Group has already identified that the development of a set of All
Wales Service Standards along with the implementation of the 2014 LGPS Scheme is a
key juncture for future collaboration and anficipates joint communication,
presentations and training for the latter.
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Costs and Transition

Background

The costs incurred by pension funds include investment management fees, custodian fees,
specialist advisors fees and in-house administration, investment management, accounting
and management. The investment management fees are the single largest regular costs
incurred by each fund and are therefore most relevant for consideration when looking for
improvements and efficiencies.

In addition to these annual costs, any decisions which involve the fund moving from one
investment allocation to another, or from one investment manager to another, will result in
transition costs. These costs can be significant and therefore need to be considered as part of
the assessment of a move to collaboration on investment management. The potential gain
however within this context is a possible improvement in investment refurns.

Investment Strategy

In order to undertake the modelling within this report, an indicative investment strategy was
used which sought to achieve a required level of return at an appropriate level of risk. This is
purely illustrative only but is set out as follows:

Asset Category Weight Approach to Management

UK Equities 18 Largely Passive

Regional Equities 20 Largely Passive

Global Equities 25 Themed active (e.g. income or value)

Private Equity 5 Existing fund of funds for now

Property 7 Pooled UK Property funds

Credit Emerging market passive and high yield
10 - .
active — no UK investment grade

Nominal gilt 15 Short duration (less than 5 years)

Index linked gilts Long dated I-L (over 15 years)

In practice it would be difficult to agree a common investment strategy due o the diverse
investment strategies in the Welsh funds which provide different starting points, and the local
circumstances for each fund both currently and brought about over fime and the appetite
for risk of each Fund which is influenced by these various factors.

Fund Managers Fees

Each Fund sets its own investment strategy relative to its own liabilities. Fee levels will
therefore differ for Fund specific reasons. For example, a more mature fund aiming to
minimise volatility will have a different asset allocation to one targeting higher returns; hence
each Fund will invest in different asset classes, with different amounts in active versus passive
approaches.

Investment strategies consider returns net of fees, and also the additional return which may
be possible from performance fees. All large investors pay the same low fee within most
fracker funds and then consider the relative value of paying additional fees for some active
management with the aim of increasing returns. However, fees are usually of limited
importance when deciding whether to adopt active management compared o the excess
returns and risk-refurn characteristics of the active strategy. Many investment manager
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contracts have performance related fees which can vary significantly according to the
returns achieved against the relevant benchmark.

Thus it is difficult to make comparisons between the fees in different funds when there are
many variables affecting their calculation.

At an all Wales level, Fund Manager Costs (excluding custodians, specialist advice etc...)
amount to over £22 million. A study carried out by WM of their LGPS Funds over a 10 year
period identified fund manager fee ranges that did appear dependent upon size of fund. This
concluded that funds over £5 billion do have lower levels of fees than funds of between £1
billion and £2 billion. The differential within those funds which are externally managed is circa
0.07%. On assets under management of £9 billion, this statistical trend, if actually realised,
amounts to a potential financial differential of £6.3 million.

Many larger funds also undertake more investment activity in-house which further reduces
their costs. The differential in fees at an all fund level increased to circa 0.20%. On assets
under management of £9 billion, this amounts to a potential financial differential of £18
million.

Hymans have similarly commented on fund manager fees and imply a potential cost saving
being achievable from having bigger mandates. Part of these savings could be realised due
to the higher bargaining power of larger investors but larger funds do appear to have certain
economies of scale that may influence investment returns in a positive way.

The extent to which lower fee levels might be associated with older mandates is a key
observation here, and one which through greater collaboration might be exploited within
existing fund structures. This is due to some mandates being in place over many years and
negotiated at times of historically low management fees.

To further explore possible fee savings, the investment strategy provided by Hyman's was
used as a base case and independent third party advice was sought on the range of fees
currently in the market for these larger mandates. Many assumptions as fo the number of
fund managers and types of mandates have been made to enable any such comparison to
take place so results should be interpreted with care. The market value used for the eight
Funds was the mid point of the March 2010 and March 2011 market value to enable some
comparison with the £22.3m (total fees for 2010/11). The results are summarised in the table
below:

Assumed Fund Low Fee Range | Mid Fee Range | High Fee Range
Value

Fund
Management £8.9bn £17.2m £19.4m £24.8m
Fee

Therefore, these results broadly further support the hypothesis and some survey findings that
larger pension funds can achieve lower fees, of between £3-7m per annum in this example.
Albeit should be noted that using all the higher range of assumptions, current fee levels in
total are lower. This may reflect current low fees paid for some older mandates or simply the
range of assumptions made to enable the comparison.

Asset Transition Cost

Theoretically, if the current assets of the individual eight funds were being employed using
the same investment strategy and implemented through the same fund managers then a
merger or some kind of pooling or grouping of these assets would result in no change or cost.
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However, in practice, for reasons outlined in the Governance section of this report the eight
fund have different investment strategies implemented through many different fund
managers. Hence, to achieve any potential benefits from merger or collaboration there will
inevitably be some fransitional cost and risk.

Transition management (i.e. the moving of monies from one asset class to another or from
one manager to another) is a specialist area and it is usual for any institutional investor to
employ a fransition manager to manage costs and risks where a major change in investment
strategy is fo be implemented. As part of this report, three Transition Managers were
approached both to provide some further understanding on the components of the costs
and quantify these costs.

The costs are briefly outlined below:

e Commission fee charged by a broker to execute a buy or sell.

e Toaxes and fees levies charged by some countries for equity trades e.g. UK stamp
duty.
The ‘spread’ which is the difference between the purchase and sell price of an
investment.
The market reaction to a buy or sell order and the resulting impact on the price.
Specific high asset costs in some fixed income securities due to the limited number of
counterparties.
Alternative assets where transactions may be difficult fo achieve or at a high cost or
discount to market value.

In addition there is also the ‘Opportunity Cost or Risk’ which is the market movement during
the transaction while the investor is ‘out of the market’. This can be a positive impact on
performance if the market falls during the transaction or negative if the market rises. In times
of volatile markets, this can be a significant positive or negative effect.

As referred to earlier in this section, Hymans provided an indicative optimum investment asset
allocation structure for a consolidated investment structure at an all Wales level.

Whilst for the reasons provided above, transition costs can vary considerably due to timing
decisions, it is nonetheless important to understand the scale of costs which might arise. This is
shown in the table below and suggests fransition costs of £11m.

Transition Transition to Amount to be Estimated Estimated
from fraded cost cost
£'000 £'000 Basis points

Existing Hymans  Report 5,815,030 10,979 12
Allocation

A number of other “transition to” scenarios were also modelled, in order to further understand
the range of potential costs. These additional scenarios were identified as representing the
two ends of the current spectrum of investment strategies currently used by the Welsh funds.
The transition cost estimates for these movements were £21M and £46M, as compared to the
£11M cost of moving to the Hymans indicative allocation. These costs are substantial and
would have to be factored into any proposals for organisational change.

The fransition managers stress the large number of assumptions made in arriving at the
indicative costs and that in reality costs may be significantly different from those above but
the important conclusion is that under all scenarios, transition costs are significant monetary
sums.
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Clearly it is difficult to be precise about the cost of a transition but it is important to recognise
there is a ‘one off' cost and risk, the quantum of which need to be considered relative to
potential cost savings.

Investment Returns

The Investment and Funding Chapter of this report has already dealt with the issue of size of
Fund and the afttributes of larger funds that may help improve investment returns. Whilst
additional investment return cannot be guaranteed from combining funds through merger or
enhanced collaboration, any improved performance, however marginal, is, as previously
stated, likely to result in significant benefits in monetary terms given the aggregate value of
Welsh Funds. Improved investment performance of only around 0.22% equates to 1% of
employer contribution rates across Wales and this is a goal worth pursuing.

Conclusion

Whilst fund management fees and transition costs are significant in terms of value they are
not the fundamental drivers of an investment strategy or of changing a strategy.

If the eight Welsh Funds were to merge, the buying power of one new Fund would enable
the Fund to purchase mandates at a lower management fee, but the overall reduction in
fees (if indeed achieved) as a percentage of market value across Wales will be determined
by the new investment strategy and the method of implementation. Equally the evidence
would suggest that it is the grouping of assets which is important, not necessarily changing
organisational structures. A collective investment approach by Funds would appear to have
the same potential to achieve improved investment returns

There would be a significant ‘one off cost’ of transitioning the assets to these larger
mandates under any of the scenarios modelled within the report.

An aftempt has been made to quantify the fee reduction and cost of transition but these
should be used for illustrative purposes only due to the extent of assumptions made.
However, it is not unreasonable to conclude that it could take several years to ‘pay back’
the cost of transition before any lower fund management fee benefits may accrue.

Whilst additional investment return cannot be guaranteed from combining funds through
merger or enhanced collaboration, any improved performance, however marginal, is, as
previously stated, likely to result in significant benefits in monetary terms given the aggregate
value of Welsh Funds. It is therefore a goal worth pursuing, particularly if it is afttainable
without significant organisational upheaval.




Overall Conclusions and Recommendations

Findings of Investment Work

1.

There is evidence that there are potentially significant financial benefits of scale to be
found from either merger or working collectively through a common investment
approach. The results of analysis demonstrate a general statistical trend of higher
investment returns when a larger amount of investment assets is grouped together
and invested. There are however no guarantees of improved returns and it does not
appear to require organisational change to benefit since enhanced collaboration
would achieve the same goal in a quicker and less disruptive way.

The potential benefits are not a direct relationship with the size of a fund but rather
the result of economies of scale that together with size allow improved governance
and the potential for increased return with a combination of aftributes that larger
funds tend to have such as

» More internal / specialist resources;
More internal / hands on management;
Better diversification — asset classes, managers;
More bargaining power on fees;

Better, more responsive governance structures and processes in place
enabling speedy decision making.

Changes infroduced as a result of the findings of this paper would not impact on
employer confribution rates until the Actuarial Valuation after any changes were
implemented (i.e. earliest impact could be 2017/18.

It is impossible to predict future investment returns with any degree of certainty.

The variety of valid funding assumptions and approaches adopted across Welsh LGPS
funds makes comparison difficult and has the potential to significantly cloud the
interpretation of a Funds funding position.

Given other influencing factors at this time such as changing (increasing) liabilities,
changing membership profile, improving longevity and benefit design changes, the
impact of any investment benefits are more likely to be a dampening effect on future
upward contribution pressures resulting in slower growth in the employer contribution
rates rather than a reduction.

There are inherent difficulties in adopting a common investment/funding strategy
across all Funds whilst they remain independent legal entities. The more appropriate
option would be a common approach to the implementation of a Funds strategy
rather than the Strategy itself being common.

Funding changes are the most complex and lengthy areas for change but also have
the greatest potential for cost saving.

Investment manager fees amount to some £22.3m per year across LGPS funds in
Wales. A common investment approach could provide some modest savings which
even if a low level of only 10% saving were achieved would amount to a £2m saving
across Wales; equivalent to 0.1% on employer confribution levels. It is important to
note however that to deliver such savings would potentially incur significant transition
costs af the outset.

. On the basis of the evidence, there is, from an investment standpoint, a prima facie

case for change and an appropriate programme of works should be put in place to
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maximise the benefit which can be realised through greater collaboration, including
specifically managing Pension Fund Investment assets on a collective basis.

Findings of Governance Work

1.

12.

There is much that can be done using a collaborative approach within existing legal,
organisational and governance arrangements.

Merger cannot be undertaken without a change in secondary legislation at UK level.
This would be the most challenging option with the longest lead in time, requiring
engagement with both Wales Government and the DCLG.

. Merger would distance Funds from local accountability and control unless additional

layers of governance were introduced.

. A common investment proposition is feasible within the existing investment regulation

framework but clarification on aspects of the Regulations from DCLG would be
helpful.

. A Governance structure to develop and control future collaboration across Wales

needs to be established with agreed standards.

Findings of Administration Work

16.

17.
18.

19.

Building on existing collaboration and the additional impetus provided by this
Collaboration project, can achieve improvements in front line pensions service
delivery, consistency and efficiency whilst ensuring compliance with sound
governance arrangements and stewardship controls and regulations.

A local presence is important for responsive service delivery.

The absence of agreed service standards within the LGPS does not help meaningful
comparison either within Wales or across UK funds.

Administration costs across the LGPS Funds in Wales amount to some £8m per year.
Financial benefits identified through the administration work are thus far more modest
than those identified elsewhere but should nevertheless be pursued.

Findings of Costs and Transition Work

20.

21.

Both fund management fees and transition costs are significant factors but not the
fundamental drivers when considering investment strategy.

Merger to one Fund or the mechanism of a collective investment vehicle would
facilitate potentially lower management fees, but the overall reduction in fees (if
indeed achieved) as a percentage of market value across Wales would be
dependent on the new investment strategy and the method of implementation.

. There would be very significant ‘one off’ costs of transitioning the assets.

. An attempt has been made to quantify the fee reduction and cost of fransition but

these should be used for illustrative purposes only as the assumptions are many. In
isolation, and prior to factoring in any improved investment return due to size and
associated aftributes, it is reasonable to conclude that transition costs will be
significantly higher than any potential reduction in management fees and thus it
could several years to ‘pay back’




Key Recommendations

The “as is” or no change opfion is not supported. The pension’s environment requires a
more pro-active approach to managing service standards and costs within the LGPS
within Wales.

Enhanced collaboration is seen as the area where medium term savings can be
optimised. This is the option where the balance of service delivery and efficiency, cost
of change, time and resource can be blended in the most effective way and should be
pursued further.

To create a Full Business Case for a common investment approach to encompass the
common attributes that benefit larger funds with the aim of implementation thereafter.

To create an appropriate and responsive governance structure fo drive and manage
future collaboration initiatives within Wales which will:

a. explore the potential in the longer term for consistent Valuation and funding
assumptions and standards.

b. develop minimum administrative service standards for Wales and an agreed
measurement framework.

take advantage of joint procurement initiatives to help consistency and
efficiencies

The prospect of merger to regional funds or a single Welsh Fund is both complex and
the transition would be costly with a long lead- in time and a loss of local autonomy.
Changing funding strategies could also have a destabilizing effect with a loss of local
accountability. Whilst this may merit additional investigation in the future, it is not
recommended for further work at this time, especially where it is believed that the most
significant gains can be realised through greater collaboration and, specifically a
common investment approach.
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APPENDIX 1

KEY FUNDING AND INVESTMENT QUESTIONS

1. Based on the current funding strategies and membership structures across existing
Funds, is it possible to model, in outline terms, a funding strategy to balance existing funding
objectives across a single Wales Pension Fund? Following on from that, is it then possible to
suggest a basic investment strategy (asset allocation, risk and return targets) to meet that
funding scenario?2 This is for illustrative purposes only (we are not seeking to undertake a
wholesale asset / liability study/review) but could be something which might be used for
modelling purposes to demonstrate what a potential strategy might look like, and how we
can model the fransition costs with our transition managers.

2. Are there any basic funding rules, or a template or checklist, which might be
appropriate to determine any best fit for a regionalised model across Wales?2 Based on
existing funding assumptions, membership structures etc., have you any views upon which, if
any, Funds might be more aligned so as to minimise the impact on long-term funding
arrangementsg  Could we then carry out the same analysis as in point 1 above for the
suggested regional groupings?

3. For enhanced collaboration as well as the status quo option, are there particular
actuarial assumptions or aspects of funding strategies which could usefully be standardised?
Is it possible to quantify the impact of this on employer confributions?

4, Based upon any cost savings being identified as achievable, is there a calculation
which could be carried out to demonstrate the absolute or relative level of administrative
cost savings would be required to have a positive impact upon employer contribution rates
of 0.10% (ie 10bps). That is, if everything else stayed the same, then at the 2010 valuation
what level of long-term cost savings would have been required to have reduced employer
confribution rates by 10bps?

5. The guestion of Fund size also needs to be explored if possible. Are there any factors
from a funding or investment perspective which you feel are generally linked to Fund size? Is
it possible to value any such factors, whether positive or negative, and to provide estimates
of the potential impact on employer contributions under different scenarios?




APPENDIX 2

Guidance on Governance

There are nine principles to the CLG statutory guidance but underlying these principles is the
democratisation of LGPS committees and governance arrangements. The principles are on
structure, representation, selection and role of lay members, voting, training/facility
time/expenses, meetings (frequency and quorum), access (to reports), scope (to include
investment and administration) and publicity (of governance arrangements).

Although compliance with all the above principles is relevant to any changes proposed in
this project the first two principles are shown in more detail as they will require particular
attention.

. Structure

The management of the administration of benefits and strategic management of
fund assets clearly rests with the main committee established by the appointing
council.

That representatives of participating LGPS employers, admitted bodies and scheme
members (including pensioner and deferred members) are members of either the
main or secondary committee established to underpin the work of the main
committee.

That where a secondary committee or panel has been established, the structure
ensures effective communication across both levels.

. Representation

That all key stakeholders are afforded the opportunity to be represented within the
main or secondary committee structure. These include:-

(i) employing authorities (e.g. admitted bodies)

(ii) scheme members (including deferred and pensioner scheme members)
(iii) independent professional observers, and

(iv) expert advisors (on an ad hoc basis)

More recently Lord Hutton considered LGPS governance as part of his report on Public Sector
Pensions. His recommendation did not change the local approach to the management of
the LGPS when there was an opporfunity to do so. However, amongst other
recommendations on properly constifuted, frained and competent Pension Boards, greater
consistency, fransparency and scrutiny, there was also mention of cenfral and local
government closely monitoring the current co-operative projects within the LGPS, with a view
to encouraging the extension of this approach.

In light of this CIPFA published a document ‘Buying Time' which described a number of co-
operative projects which are on-going across the LGPS and published a Code of Practice on
Knowledge and Skills in Public Sector Pension Finance for elected members and officers.




APPENDIX 3

Extract from Joint Statement relating to Governance

Both governance and cost management are equally essential to the future
sustainability of the scheme and should not be considered in isolation

A national LGPS Board would be set up to include representatives of scheme
employers, scheme members, the government and professional bodies. The remit of
the board would be to extend best practice, increase transparency, co-ordinate
technical and standards issues and provide an effective liaison with the scheme
regulator.

At a local level we propose that boards provide a greater degree of segregation
between funds and administering authorities and that the potential for conflict of
interest at both member and officer level is reduced.

Membership of local boards is proposed to require a minimum recognised level of
skills and knowledge and to include representation for fund employers and frade
unions.

We also propose that best practice with regard to fransparency and accountability is
extended across all funds.

Myner’s Principles

Effective Decision Making

Setting Clear Investment Objectives

Managing liability risks

Measurement and reporting on investment and governance
Responsible ownership

Communication and transparency to stakeholders.

LGPS Risk Areas

Investment risk

Liability risk

Employer risk

Resource and skill risk
Administratfive Risk

Regulatory and compliance risk
Reputational risk




Summary of Key Points re Administration

APPENDIX 4

Option 1

As is

Option 2

Greater collaboration

Option 3
Merger of grouped funds

Option 4

Single merged all Wales
LGPS Fund

Opportunity for
reducing costs

Minimal

Minimal

Minimal

Risks to sustaining
current service

None / Minimal

Medium / High

High

Opportunity to
improve front line
delivery

Limited

— subject to local
resource availability

Medium / High
— shared resources

— develop minimum
standards

some specialisation

Limited
— some specialisation
— reduced local access

— medium risk of loss of
experienced staff

Low / Medium
— specialisation

— reduced local
access

high risk of loss of
experienced staff

Delivering a timely
and responsive
service

Medium / High

— dlert to local member
and employer needs

based on agreed local
measures

alert to local member
and employer needs

agree consistent
service standards

Medium

— lessresponsive to local
member and
employer needs

agree consistent
service standards
within groups

Medium / High

— lessresponsive to
local member and
employer needs

single set of service
standards for Wales

Improve back office
administrative
consistency

currently based on
local resource

Medium / High

— develop standard
processing practices

Medium

— develop standard
processing practices

Medium

— standard
processing




availability and
experience

develop standard
documentation

develop standard
documentation

risk of difficulties in
data collection due to
remoteness from
employers

practices

standard
documentation

risk of difficulties in
data collection
due to remoteness
from employers

Achieving the most by
appropriate
collaboration

Medium

some already
achieved through
Pensions Officer Group
(POG) and Pensions
communication forums

collaborative
opportunities across UK

enhanced
governance

LGPS 2014 further
opportunity to
collaborate

maximise utilisation of
specialists eg systems
officers

maximise utilisation
and development of IT
systems

collaborative
opportunities across UK

further collaboration
between merged
funds

collaborative
opportunities across UK

collaborative
opportunities
across UK

Improve employee /
pensioner experience

High

local access
maintained, including
face-to-face service

local access
maintained, including
face-to-face service

shared
communications
events

Medium
— dilution of local access

— shared
communication events

Medium

— dilution of local
access

shared communication
events




Comply with sound
governance
arrangements and
stewardship controls

Medium

— Currently dependent
on each Funds
interpretation and
application of
governance
arrangements.

Local accountability is
maintained

Shared resources for
governance,
interpretation and
further opportunity to
expand the existing
collaboration
arrangements in
respect of ‘Internal
Dispute Resolution
Procedure’ and
Discretions Panel.

Local accountability is
maintained

High

— More consistent
approach to
Governance

Local accountability
diluted

High
— More consistent

approach to
Governance

Local
accountability
diluted

Better information for
better decisions

Network of information
already available, LGA, CLG,
etc. Collaboration with other
pension officers through All
Wales POG and other user
groups

Network of information
already available, LGA, CLG,
etc. Collaboration with other
pension officers through All
Wales POG and other user
groups

Network of information

already available, LGA, CLG,

etc. Collaboration may be
required with English Funds
due to the reduction in the
number of Welsh Funds to
interpret pension legislation.

Network of information
already available, LGA,
CLG, etc. A single welsh
Fund will be required to
collaborate with English
Funds to interpret pension
legislation.




Proposed Next Steps

This report is regarded as being “Interim”

One of the most important perspectives still to be factored into the narrative, findings and
initial conclusions are the views of our wider stakeholders. This element was always regarded
as being essential in any final proposals. It is however easier to provide constructive
comment upon a set of definite propositions and so this report in its current guise provides
that opportunity. This report is therefore now being circulated for wider consultation and to
invite comments on the findings. The following setfs out the broad approach.

Why is information being communicated?

This is critical. The report as drafted provides interim conclusions and recommendations. The
consultation invites views on the conclusions reached and includes specific questions based
on the direction of the report. We are inviting specific responses, together with the
opportunity to make more general comment. This gives more focus for consultation rather
than a wide ranging general discussion.

What is being communicated?

4 separate documents have been prepared:

i) The Full Report (excluding background research papers and analysis)
i) An executive summary
i) A short briefing or context note that may be used for wider communication purposes

iv) Aninvitation to provide comments and views on the findings of the report fogether
with a set of specific questions on which we are seeking consultation responses.

The production and completion of the draft Report is the end of one phase but also the start
of another. This next phase is important in giving the conclusions ultimately reached wider
credibility and so it is important that the consultation involves an approach that is clear and
consistent and that the mechanisms to be used for wider engagement and consultation are
effective in allowing all stakeholders the opportunity to comment.

How and When?

The consultation process and how to respond

Scope of the consultation Topic Proposals relating to the optimal number of
of this consultation: LGPS funds in Wales and the most appropriate
organisational structure

Scope of this consultation: This consultation seeks responses from
interested parties, including officers and
councillors and their representative bodies,
together with any wider interests

Geographical scope: Wales

Body responsible for the The Society of Welsh Treasurers (Pensions Sub
consultation: Group) is responsible for the draft report and
the consultation exercise.




Duration:

One calendar month. (From 1st March 2013 to
31st March 2013).

Consultation Bodies :

This consultation is seeking views from the
following parties with an interest in the Local
Government Pension Scheme in Wales:

LGPS Administering Authorities in Wales and
those charged with Governance of those
Funds

The Chief Executives of County and County
Borough Councils in Wales

Fire and Rescue Authorities in Wales
Police and Crime Commissioners in Wales
National Probation Service in Wales

Other scheduled and admitted bodies to the
LGPS Funds in Wales

GMB

UNISON

Unite

Welsh Government

Department of Communities and Locall
Government

Welsh Local Government Association (WLGA)
CIPFA in Wales

Association of Consulting Actuaries

How to respond

You should respond to this consultation by 31t
March 2013. You can respond by going to the
hyperlink included in the covering
correspondence associated with this report.

This link will open from 1st March 2013.

Alternately you can write to:
WELSH LOCAL GOVERNMENT PENSION FUNDS-
WORKING TOGETHER
c/o WLGA Data Unit
3-7 Columbus Walk
Cardiff, CF10 4SD

When responding, please state whether you
are responding as an individual or representing
the views of an organisation.
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Status of report

This document has been prepared for the internal use of the Welsh Government.

No responsibility is taken by the Auditor General or the staff of the Wales Audit Office
in relation to any member, director, officer or other employee in their individual capacity,
or to any third party.

In the event of receiving a request for information to which this document may be relevant,
attention is drawn to the Code of Practice issued under section 45 of the Freedom of
Information Act 2000. The section 45 Code sets out the practice in the handling of requests
that is expected of public authorities, including consultation with relevant third parties.

In relation to this document, the Auditor General for Wales and the Wales Audit Office are
relevant third parties. Any enquiries regarding disclosure or re-use of this document should
be sent to the Wales Audit Office at infoofficer@wao.gov.uk.

The team who delivered the work comprised Anthony Barrett from the Wales Audit Office
and Mark Packham and Justine Davies, from PwC.
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Executive summary

Introduction

1.

At the request of the Minister for Public Services, the Auditor General has carried out a
review of the costs, structure and management of Local Government Pension Scheme
Funds (LGPS) in Wales.

Background and context

2.

The LGPS is under intense scrutiny to ensure it remains sustainable for the future,
whilst at the same time ensuring that it is both efficiently run and cost effective and
clearly accountable to all its members and stakeholders.

The Department for Communities and Local Government (DCLG) currently has overall
responsibility for regulatory oversight of the 89 LGPS funds in England and Wales. The
DCLG identified a couple of years ago that improvements in managing the investments
of the LGPS were likely to generate efficiencies several times (ie, six to 10 times) greater
than improvements in member administration. The DCLG commissioned research on
various options, comparing the use of Collective Investment Vehicles (CIVs) and LGPS
fund mergers. Hymans Robertson reported on these options in March 2014, concluding
that CIVs were likely to be somewhat more effective than LGPS fund mergers in
delivering substantial investment cost efficiencies. A high level of CIV take up, whether
by mandation or encouragement of voluntary participation, was recognised as essential.

The DCLG then initiated a consultation on efficiency indicating that it did not intend to
impose mergers on the 89 LGPS schemes in England and Wales. The consultation,
entitled ‘opportunities for collaboration, cost savings and efficiencies’ primarily
considered the case for ClVs and possible structures for them. However, the
consultation gave no steer on whether their use would be voluntary or with some
mandation imposed on funds.

Consultation closed in July 2014 and the DCLG’s response is expected in June 2015 or
later.

Under the Public Service Pensions Act 2013, advice on the LGPS is provided to the
DCLG by the LGPS Scheme Advisory Board (SAB) from April 2015. Before that, the
Shadow Scheme Advisory Board (SSAB) started work on the SAB remit: its Investment
and Engagement Sub-Committee has, for example, a work programme on management
fees, charges and transactions costs across the 89 funds. Another of its sub-committees,
Governance and Standards, decided in February 2015 to consider three options by
which the scheme manager function might best be separated from the employer
functions of the relevant administering authority. One of these governance options would
involve the establishment, by groups of funds, of joint committees under Section 102(5)
of the Local Government Act 1972. An option such as this would potentially generate
new ways of delivering investment efficiency via increased asset scale.
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7.  The Westminster Coalition Government (2010-2015) did not seek to dissuade the
London boroughs from continuing to make progress on setting up their own CIV with
voluntary participation by London LGPS funds. The London CIV is expected to be
authorised by the Financial Conduct Authority (FCA) and launched later in 2015. Thirty
out of 33 boroughs expect to participate in the London CIV, but it is not clear what
proportion of their assets each will commit to the London CIV.

8.  Given these developments, we have considered two main options for the eight LGPS
funds in Wales. Our review has included the benefits, risks and issues of using CIVs
and of merging the Welsh LGPS funds from an investment perspective. The
possibilities of more complex governance options (as at paragraph 6 above) have not
been considered as part of this report, but we do not exclude them at this stage. We
have also considered certain funding, administration, governance and operational
issues.

9.  Throughout, we have been cognisant of the possibilities for the reorganisation of local
government in Wales and of the legal constraints that may be encountered if it were
desired to pursue certain options for the LGPS funds. We have sought to identify areas
(regarding LGPS management and structure) in which it might be helpful to seek either
legal competence for the Welsh Government or a decision from DCLG in line with
Welsh Government advice.

Specific structures reviewed

10. There is now a body of research on the LGPS across the UK that demonstrates that
increased scale in investment should lead to improved investment performance.
Accordingly, we have identified and reviewed the most plausible structures for
delivering this scale in Wales. Specifically, we have examined merger of the eight
LGPS funds — either to three larger LGPS funds or a single LGPS fund for all of Wales
— and the use of a CIV — either to establish a single CIV for Wales or to participate in
CIVs that might be established across England and Wales in response to a clear
DCLG decision on these. The Society of Welsh Treasurers has already started
feasibility work on setting up a CIV in Wales.

11. Wider local government changes in Wales provide an opportunity to also consider
the approach taken to local government pensions in Wales. Under the existing
arrangements, 22 separate unitary authorities participate in the eight LGPS funds and
each has its own funding level determined by notionally tracking its asset share and
the liabilities of its members. Current proposals are that the number of unitary
authorities would reduce significantly, by merger within four or five years. We have
examined possible positions on the hypotheses that there might be nine or 12 unitary
authorities. Other revised numbers of unitary authorities are of course also possible:
we chose these numbers simply to facilitate credible analysis.
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12.

We have modelled the impact on the funding positions of hypothetical newly created
authorities. These revised funding positions of the new authorities will depend directly
on the funding positions of the merging entities which, although within the same LGPS
fund in most cases, may or may not be at similar funding levels at the time of merger.
In so doing, we have not considered the impacts on LGPS financing from associated
reductions in staff levels. These impacts could themselves be significant (either
detrimental or positive) but will depend on the age and service profile of staff leaving.

Conclusions

13.

14.

15.

16.

There is now a broad consensus that investment scale delivers real investment
performance improvements which would tend to reduce deficits. Across Wales,

based on £11.8 billion of assets, an improvement in net of fee investment performance
of £45 million a year is a reasonable target to work towards. Achieving an
improvement of this type is financially more important than rearranging administration
arrangements. New investment arrangements could be established within 24 months.

In Wales, investment scale can be delivered using different options. We have
considered either merging the eight existing LGPS funds in Wales to form one LGPS
fund for Wales or by establishing or using a CIV. Such a CIV could be established for
Wales, or the eight existing LGPS funds in Wales could participate in CIV(s) for
England and Wales if the DCLG either endorses or directly facilitates such
arrangements. In practice, it would be prudent to keep DCLG informed on intentions
and progress towards a CIV for Wales.

The option of merging to form an intermediate number of LGPS funds for Wales
should be disregarded from an efficiency perspective. A case exists for continuing with
the existing eight LGPS funds; a case exists for merging them all to form a single
LGPS fund for Wales. From our analysis, there is no case predicated on investment
efficiency (the largest source of efficiency) for an intermediate number, such as three
LGPS funds or, should it be possible, across three joint committees.

A high level of participation is vital if a CIV is to deliver the £45 million annual
performance improvement envisaged. This requires either mandation or a high level of
voluntary participation to achieve investment scale. In practice, it would be expected
that voluntary participation would be higher if the funds have access to good-quality
information to support a business case for their individual decisions, for example
information on anticipated CIV transition and ongoing costs. In the absence of a
sufficient level of CIV participation, perhaps after a pre-determined time period has
elapsed, only merger into a single fund will deliver the expected improvement in
investment performance. Lower levels of participation would generate lesser savings.
Transition and operational costs, substantially independent of participation levels,
would arise if a CIV is set up in Wales. These should be a modest proportion of the full
annual saving but to ensure that money is well spent, there would need to be a strong
drive to achieve high participation if this option is taken forward rather than fund
merger.
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17.

18.

19.

20.

21.

22.

23.

There is a legal issue associated with mandation to use a CIV. In essence, there is a
European directive that can be interpreted as prohibiting government from directing
authorities on investment decisions (including participation in a CIV). Some legal
opinions would, however, indicate a more flexible interpretation. We have not sought
our own legal opinion on this issue.

There is also a legal issue associated with merging LGPS funds. In essence, merger
would require either DCLG-sponsored secondary legislation or the transfer of legal
competence in this area to the Welsh Government. The Governance and Standards
Sub-Committee of the SAB will need to consider legal implications of establishing joint
committees across funds, if this option were to be recommended for DCLG
consideration.

One sequence of events might be to establish a CIV for Wales, with voluntary
participation. This may be sufficient to achieve the scale envisaged if participation
was at, or close to, 100 per cent. In the event that participation was lower after a pre-
determined time period has elapsed, mandation (of CIV use) could be sought or
merger (of LGPS funds) actioned, subject in each case to resolving the relevant legal
issues and administration issues in the case of merger.

Reorganisation of the LGPS in Wales can be pursued before, at the same time as,
or after reorganisation of the unitary authorities. They are substantially independent
decisions.

The key impact of reorganising the unitary authorities is to amalgamate current funding
positions created over a long period of time in the sense that each new unitary
authority would inherit both the assets and liabilities of the relevant predecessor
unitary authorities. A process of averaging would take place. In most, but not all,
scenarios researched the averaging has a modest impact.

Mergers between LGPS funds would not have this type of averaging impact. The
assets and liabilities of each unitary authority would carry over into a single LGPS fund
for Wales, and they could continue to be separately identified and measured to derive
a funding level for each unitary authority. Coherent actuarial assumptions would,
however, be expected if there were to be a single LGPS fund. The definition of the
actuarial approach would require care, not least to maintain acceptable contribution
stability between the results of the 2016 and 2019 actuarial valuations (assuming the
merger was concluded by 2019-20). This checking of the overall actuarial approach
would not affect the ‘notional ownership’ of the assets and liabilities by each unitary
authority.

These conclusions are reached ahead of the 31 March 2016 actuarial valuations of the
LGPS funds, which will derive new employer contributions payable from April 2017.
Given recent market conditions, there is an underlying concern that the contributions,
measured either as a proportion of unitary authority budget, or of council tax receipts,
will tend to increase. Actions consistent with these conclusions can help to contain
such increases, but care would be needed to mitigate against possible local adverse
effects, even if they would be modest.
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Recommendations

24,

25.

26.

27.

28.

In our view, there is a strong case for the Welsh Government and the Welsh Local
Government Association to support the establishment of a CIV for all eight funds in
Wales. This approach would incur start-up costs, and the Society of Welsh Treasurers
should be asked to provide analysis of those costs.

A Wales CIV could be established over the next two years, in advance of local
government reorganisation (although, as noted above, the timing is independent) on
the assumption of appropriate commitment by relevant stakeholders including the
funds themselves/existing administering authorities.

Following local government reorganisation, participation in the CIV, by the eight
administering authorities responsible for the funds, should be reviewed. If participation
in a CIV was not at an optimal level to secure the maximum investment returns after a
pre-determined time period, then the Welsh Government should consider merging the
existing eight funds into a single LGPS fund for Wales using an appropriate legal
channel. The two channels available for this to happen are through DCLG passing
secondary legislation (regulations for mergers) or the transfer of such legal
competence to the Welsh Government to pass regulations.

There is also a strong case for considering further either an earlier merger of the eight
funds in Wales or, if available, a joint committee approach. These possibilities might
create more investment efficiency than a Wales CIV but are not within the sole control
of the Welsh Government. The latter would depend on recommendations by the SAB
and both would depend on decisions by DCLG.

These recommendations have to be considered in the light of the wider considerations
taking place. For example, DCLG’s forthcoming response to the consultation, which
may result in optional or mandatory participation in CIV(s) that might be established
across England and Wales and advice given by the Governance and Standards
Sub-Committee of the SAB, which may open up a joint committee route for the eight
funds in Wales. Accordingly, given the state of flux shortly after the General Election,
these recommendations are highly time sensitive and actions should be taken only
after further consideration.
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Part 1

Scope, issues and initiatives

Scope
29.

30.

31.

This review concerns the structure and costs of the LGPS in Wales and how these
may be improved. The overall approach of the review is broadly as follows:

Establish a baseline by considering the main issues affecting the efficiency and
cost effectiveness of the LGPS across England and Wales. The issues can be
categorised under four headings: deficit measurement and management;
investment performance; governance arrangements; and the administration of
and operations of the LGPS funds.

Identify the initiatives and actions taken to address these issues over the last
five years. The position over England and Wales is relevant since the LGPS as
a whole, and the individual 89 LGPS funds in England and Wales, are presently
regulated by the DCLG. Summarise research into the identified issues and
consider its relevance to decisions affecting the LGPS in Wales.

Given that research points to investment performance being the largest source
of potential efficiency gain, focus on this aspect, in particular presenting and
reviewing analysis on the relationship between investment performance and the
scale at which assets are managed.

Quantify the potential financial benefits likely to be achieved by efficiency
initiatives in Wales, using recent actuarial funding information, administration
cost and investment cost data for the eight Welsh LGPS funds. Initiatives such
as fund mergers and the collective management of assets without fund mergers
have been examined. Outline the actions, including where applicable any
legislative change to provide legal competence to the Welsh Government,
needed to implement such initiatives.

Consider how conclusions may be affected by any proposals to merge the
22 unitary authorities in Wales.

The benefit structure of the LGPS and rates of member contributions, two primary
drivers of its affordability to employers, are out of scope. Benefits and member
contributions will in future be connected to new cost-capping regulations intended to
maintain the long-term affordability of the LGPS.

The benefit structure of the LGPS was altered recently, in April 2014, in line with the
2011 recommendations of the Independent Public Service Pensions Commission

(the Hutton Commission). This new benefit structure was implemented one year before
other public service schemes implemented their new structures. Now that this complex
transition has been completed, increased focus across England and Wales is being
directed to efficiency and cost-effectiveness issues.
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32.

The review has included consultation with a range of stakeholders to seek their views.
Stakeholders consulted have included the Welsh LGPS fund pension managers,

the Welsh Local Government Association, the Society of Welsh Treasurers, and trade
unions.

Issues affecting efficiency and cost effectiveness

33.

The major issues affecting the efficiency and cost effectiveness of the LGPS across
England and Wales fall under four main headings. We provide an overview of each of
these below.

Deficit measurement and management

34.

35.

36.

37.

Deficit measurement and management is about how funding valuations are conducted
and how LGPS funds agree appropriate contribution levels with their employers.

To date, there has been limited guidance from DCLG on best practice, but the SAB for
the LGPS in England and Wales has identified the issue as a workstream to be
pursued in 2015.

Specific issues have emerged in relation to wide divergence of actuarial assumptions
used by the four actuarial firms that advise the LGPS funds: the challenge of
comparing LGPS funds on a like-for-like basis, the use of long recovery periods,

a lack of transparency of how contributions agreed with employers are ultimately
determined and of funding positions at employer level.

There has also been considerable variation in the approach taken by funds to consider
employer covenant risk. Given their taxpayer backing, the unitary authorities can be
seen as ultimately having a very sound covenant, despite severe budgetary
constraints. Other employers in the LGPS, such as housing associations, colleges and
charities, have varied and sometimes more questionable ability to maintain
contributions.

Deficit management is particularly closely linked to investment performance in the
LGPS, given that the benefit structure cannot easily be varied and that the LGPS funds
are open to new members and continuing accrual of benefits. This is not the situation
with most private sector occupational pension funds. It places an extra premium on
good long-term investment decisions.
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Investment performance and efficiency

38.

39.

40.

41.

42.

Investment performance and efficiency concerns a range of issues. These include the
appropriateness of existing investment strategies of LGPS funds as long-term
investors, the choice and complexity of investment management structures,
investment performance and its measurement, risk metrics and measurement and
investment costs and their transparency.

Questions have arisen over the cost effectiveness of balanced management in terms
of investment returns achieved net of costs. Evidence has also emerged in relation to
scale. For example, smaller funds can be charged higher investment fees than larger
funds, and other funds with internal management deliver better performance.

Some of the research concerns how assets of different funds could be managed
collectively for both listed asset classes and alternatives such as infrastructure.
Collective management can be consistent with individual funds retaining asset
allocation decisions.

Some funds — not specifically in Wales — have been criticised for having an
inappropriate short-term outlook in terms of measuring performance and rotating
managers. This is an example of investment management linking with governance
issues.

Investment management provides the greatest potential for improved efficiency

and cost effectiveness. Assets under management in the eight LGPS funds total

£11.8 billion. Thus an overall performance improvement of 0.4 per cent per annum,

if it could be achieved each year, would equate to an annual £45 million approximately.
(Such a level of improvement is consistent with the potential savings modelled under
different revised investment structures of between 0.36 per cent and 0.42 per cent in
Part 3 of this report.) As another example of the importance of investment
management savings, total investment management fees paid by the Welsh funds in
the year to 31 March 2014 were £45 million (by coincidence the same figure as for the
performance improvement above).

Governance

43.

44,

45,

Many LGPS costs are affected by governance structures. Good structures can
increase the likelihood of efficient working practices being operated and better decision
making for individual LGPS funds.

A range of governance issues were highlighted by the Hutton Commission in 2010-11.
A consequence was the Public Service Pension Schemes Act 2013 which has led to a
new regulatory regime commencing from April 2015. Compliance with the regime will
have its own costs although it has the potential to produce efficiencies elsewhere.

Issues have arisen around the knowledge and length of tenure of councillors serving
on pension committees, which are the decision-making bodies of the LGPS funds.
These, and a tendency to over-rely on, and lack of challenge to, advisers (actuaries
and investment consultants in particular) by pension committees, are highly relevant to
investment efficiencies.
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46.

Other issues are the management of conflicts of interest, and sometimes lack of
scrutiny of adherence to regulations laid down by the DCLG.

Administration and operations

47.

48.

49.

50.

51.

There has been increasing scrutiny over the last five years as to why different funds
have different administration costs and expenditure on advisers and the scope of
services performed by individual funds’ pension teams. Each fund generally has its
own administration team although there have been examples of collaboration to share
team resources across heighbouring funds (eg, Devon and Somerset).

Individual LGPS funds have had to cope with expanding legislation, including the
introduction of auto-enrolment requirements which commenced in 2012, and the new
LGPS Career Average Revalued Earnings (CARE) design implemented from April
2014. The necessary changes to IT systems and processes have been achieved, a
significant challenge met generally with little additional resource.

Emerging issues which have had, or will have, an adverse impact on management of
administration costs include:

° the growing number of employers, recently reaching 10,000 in England and
Wales (but more prevalent in England than Wales due to establishment of
academy schools);

o increased complexity of benefit design and disclosure with the introduction of the
CARE design;
° increased complexity of transfers rules and operation of Freedom and Choice

legislation from April 2015;

° new standards of record keeping under the Code of Practice from the Pensions
Regulator from April 2015; and

. increased annual data submissions to the SAB and triennial submission to the
Government Actuary’s Department.

A beneficial development in recent years has been funds addressing the high costs of
procuring advisers by setting up framework agreements for various services with other
funds, including the national frameworks.

Total administration costs of the eight LGPS funds in Wales in the year to 31 March
2014 were £10 million. Although a substantial total, this relates to 312,000 members,
and so is modest on a per capita basis. It demonstrates that the potential for efficiency
and cost effectiveness on administration is less than for investment change: if a
substantial percentage saving of say 20 per cent were to be achieved on
administration costs, this would be £2 million a year.
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LGPS initiatives and actions since 2011

52. Exhibit 1 summarises the key initiatives and actions taken to address efficiency in the
LGPS over the last five years. These included central (DCLG or SAB led) and local
fund actions.

Exhibit 1
Initiative/action Affected issues
English South West Funds Framework and National 2011 and Deficits/
Framework for consultancy services commenced. 2012 investment/
administration
Work commences to establish London funds CIV for 2013 Investment

32 borough funds with potential assets of £24 billion.
This is to be established as an authorised collective
scheme, an EU-compliant structure, recently formulated
under UK legislation.

LGPS investment regulations amended to increase February Investment
maximum permitted percentage holdings in contributions 2013
to partnerships, and thus widening access to infrastructure

investments.

‘Call for Evidence’ on the future structure of the LGPS June 2013 All
published by DCLG and the Local Government

Association.

SSAB established in response to Public Service Schemes  July 2013 All

Pensions Act 2013.

DCLG consultation closed on opportunities for July 2014 All
collaboration, cost savings and efficiencies for LGPS.

This consultation excluded the possibility that DCLG

would press for mandatory mergers. The response to

consultation is not expected until June 2015 or later.

Launch announcement for £0.5 billion infrastructure fund January Investment
partnership (West Midlands LGPS fund and LPFA). 2015

Pensions Regulator publishes Draft Code of Practice on January Administration,
governance and administration. 2015 governance
Shadow Board guidance on operation of local pension January Governance
boards. 2015

Shadow Board letter to funds confirming deficit January Deficit
management work programme, including standardised 2015 management
basis publication proposals, ahead of recommendations to

DCLG.
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Initiative/action Affected issues

Shadow Board publication of whole of scheme data and Work All
work to develop scheme metrics to identify failing funds. ongoing at
April 2015
Shadow Board Investment Sub-committee resolution to March 2015 Investment
follow two-part work programme on investment fee onwards

transparency, looking at information availability under
existing legislation and how legislation might be changed.

SAB established, funded by levies, and takes over the April 2015 All

work of the SSAB.

Local pension boards in the process of being set up. April 2015 -  Governance
June 2015

The Pensions Regulator starts to have responsibility for April 2015 Administration,

aspects of public service schemes governance. governance

London funds CIV expected commencement date. Late 2015 Investment
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Part 2

Review of actions and papers

Analysis of effect of recent and current LGPS initiatives and papers

53. In this section, we comment on both the list of actions and initiatives previously
summarised in Part 1 and the research documents considered for this review.
The latter are listed in Appendix 1 which also contains one-page summaries of each.

Deficit management

54. More consistency and transparency of approaches to setting contributions for the 2016
valuation is generally anticipated. These expectations anticipate publication of best
practice guidance by DCLG, advised by the SAB.

Investment

55. The overall impact of the investment regulations appears to have been increased
activity on the collaborative establishment of infrastructure funds.

56. The impact of the DCLG announcement that it is not intending to impose mandatory
mergers has been, perhaps as intended, to increase the significance of other
collaboration and of CIV options in particular.

57. However, the context within which these would be operating will only be clear once
the DCLG responds to its consultation on efficiency, which closed in July 2014.
Major unknown aspects of the response are as to:

° whether a top-down CIV model will be imposed over England and Wales,
or whether local initiatives to establish CIVs will be encouraged,;

° the degree of compulsion or encouragement applied to the 89 funds to use CIVs;
and

o the emphasis on the use of passive investment techniques and infrastructure
investment.

58. DCLG has consistently maintained that its response will be made in due course.
It is now expected at some point after June 2015. Ministers then in place could be
expected to influence the timing and content. The interim uncertainty may have
delayed some voluntary collaborations at a local level. Despite this, the London
Councils has proceeded to make tangible progress to establish a CIV, now expected
to commence in late 2015. Their and other work on the best structure to establish CIVs
may enable further LGPS funds to set up CIVs more quickly and at lower cost once the
context is clearer.

59. Finally, there appears to have been some re-consideration of active management
given the publicity in the Hymans Robertson report preceding the DCLG consultation.
The Hymans Robertson emphasis on passive management drew a range of comment,
including observations from active managers.
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Administration and other non-investment costs

60. Some funds are pressing on with their own collaborations on sharing administration
teams and setting up framework agreements for procurement of actuarial, benefit,
governance and legal services.

Governance

61. Itistoo early to analyse how effective new pension boards and training requirements
imposed by the Pensions Regulator may be in raising governance standards and
promoting effective decision making.

Quantification of potential performance enhancements supported by
papers on the LGPS

Analysis of net investment performance

62. An important part of the scope of this report is to review past literature on the
relationship between investment performance and the scale at which assets are
managed. PwC carried out such a review encompassing different published papers,
data sets and analysis techniques which should help establish a consensus and
evidence-based view. The key findings of the papers considered of most relevance to
the Welsh LGPS funds report are summarised in Appendix 1. The investment
performance findings were collated and are summarised in the Exhibit 2.

63. Inevitably, different papers commented on different aspects, but the overall consensus
was that, on average, larger pension funds including LGPS funds specifically have
performed better than smaller funds, and that the factors causing this will have
persistence.

Page 16 of 68 - Review of the Local Government Pension Scheme Funds in Wales: Costs, Structure
and Management - Welsh Government Tud. 78



6, PNL

Exhibit 2: Sources of net investment performance enhancements

Reference Overall commentary on Lower Benefits from @ Lower fees | Lower cost Lower asset W Better Better Better
improved gross fees from internal from alternatives @ turnover governance access to diversification
performance resulting from increased management W passive approach premium alternatives [ of asset class
greater scale scale and manager
1 Scottish Little evidence presented. 0.08%
Pathfinder

2 PwC Wales Higher and more consistent 0.02% to
2010 performance noted. 0.04%

3 Scottish Concluded no hard evidence 0.08%
Pathfinder Il looking at eight-year period —

other analysts differed from
same data published by Audit

Commission.
4 PwC London  0.35 per cent pa is achievable  0.15%
2012 after comparing average

London fund (less than

£1 billion) with large funds
(E5 billion plus) over different
length periods 2001 to 2011.

5 CASS Lon Yes Yes Yes Yes Yes
Governance
6 UNISON 1.0 per cent pa for 2008-09 0.2% Yes Yes

comparing Wales actual with
large funds (£8 billion plus).
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Reference Overall commentary on Lower Benefits from @ Lower fees @ Lower cost Lower asset [ Better Better Better
improved gross fees from internal from alternatives QJ turnover governance access to diversification
performance resulting from increased management [ passive approach premium alternatives Qi of asset class

greater scale scale and manager

6 APG APG: 1.20 per cent pa Up to 0.3% Yes Yes
outperformance of largest UK
funds over 2002 to 2009
compared to average UK fund.

6 Stonefish 0.2%

7 SWT 2013 Hymans Robertson evidence: Yes Yes Yes Yes
0.9 per cent pa over 10 years
to 2011 comparing £1 billion
fund to £5 billion fund.

7 SWT 2013 State Street (WM): 0.6 per
cent pa outperformance of
largest UK funds compared to
average UK fund over
10 years to 2013.

8 State Street 0.6 per cent pa over 10 years 0.15% 0.30% 0.15% Yes Yes Yes Yes Yes
to 2013 — and 0.22 per cent pa
suggested as realistic future
target.
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Reference Overall commentary on Lower Benefits from @ Lower fees @ Lower cost Lower asset [ Better Better Better
improved gross fees from internal from alternatives QJ turnover governance access to diversification
performance resulting from increased management [ passive approach premium alternatives Qi of asset class
greater scale scale and manager

9 Hymans Evidence not presented on 0.12% 0.13% 0.11% Yes Yes Yes

Robertson scale. Potential savings from
2013 other investment management

restructuring (see later
columns) noted to be
achievable without significant

reform/merger.
10 London 0.5 per cent pa comparing Yes Yes Yes Yes
Councils average London with large

funds (£5 billion plus).
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64.

65.

66.

67.

68.

69.

70.

71.

Some of the factors were behavioural: larger funds tend to have better governance
structures and more efficient and responsive decision-making procedures. This is
the ‘governance premium’ which leads to better informed decision makers with wider
and longer-term investment expertise and experience. In turn, this enables them to
challenge investment consultants more readily, and to appreciate the benefit of
longer-term strategies and lower turnover — buying and selling — of individual stocks.

Another major factor was the possibility of internal management by larger funds and
wider, lower-cost access to alternative asset classes.

Many of the papers cited evidence of the bargaining power of larger funds to achieve
lower external investment management fees. These were typically reported as
historically being around 0.2 per cent lower when comparing funds up to £1 billion with
substantially larger funds.

Several of the papers quoted the results of extensive nhumerical analysis which looked
at the historical performance of either the smallest LGPS funds (of up to £1 billion) or
of the average LGPS fund in comparison with the largest LGPS funds in the UK of

£8 billion plus (such as Strathclyde, West Midlands, Greater Manchester and West
Yorkshire). These typically indicated outperformance of an £8 billion fund compared to
a sub £1 billion fund of between 0.6 per cent and 1.2 per cent per annum over different
periods of several years to 2013. Some papers suggested that around one-third of this
outperformance would represent a credible and achievable estimate for the future.

Passive investment management is often mentioned and the Hymans December 2013
paper stresses its benefits for listed assets. It explicitly suggests a saving of 0.12 per
cent resulting from fees being lower than for active management, and it also identifies
0.11 per cent resulting from lower asset turnover, which passive management almost
automatically achieves.

In summary, PwC’s observation was that a net of fees investment performance
enhancement of between 0.4 per cent and 0.5 per cent a year is a credible target
estimate for a UK pension fund of £1 billion switching to being managed collectively as
part of a £10 billion fund, based on the evidence reviewed. The broad split would be
0.2 per cent to 0.3 per cent from better gross returns and another 0.2 per cent from
reduced investment expenses.

This observation has been used in the modelling by PwC of potential savings that
might be realised by the Welsh funds should they pursue alternative investment
structures and taking into account their existing sizes, which range from less than

£1 billion to just over £2 billion. These structures are considered in Part 3 of this report
using the modelling results set out in Appendix 2.

Percentages in each row normally add up to indicate an overall suggested
improvement in a given report (references 8 and 9). All percentages are annual,
applicable to assets under management.
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72.

Looking at columns, however, one report might put one label on a certain effect,
whereas another report uses a different description of a similar effect. An example
would be lower fees from increased scale and lower fees from passive management.
It is not always possible to add a saving from one report to a differently labelled saving
in another report.

CIV cost offsets

73.

74.

75.

76.

PwC provided a high-level review of the costs expected to be associated with achieving
enhanced investment performance by using a CIV.

The only paper in the public domain on the costs of establishing and running a CIV is
the London Councils update. Exhibit 3 summarises its estimates. These are based on
building an operator for the CIV, rather than renting an operator (see Appendix 5).

A range is given depending on whether the monies transferred to the CIV are closer to
£5 billion or £24 billion from a maximum potential sum of £24 billion.

The costs quoted are relatively modest as offsets by comparison with the enhancement
to net investment performance to be sought via the use of a CIV.

Exhibit 3
Type of cost London Councils
Establishment costs 0.007 per cent to 0.028 per cent or £1.4 million to
£1.7 million
Annual ongoing costs 0.055 per cent to 0.025 per cent or £2.7 million to
£6.1 million
Assumed fund size under management £5 billion to £24 billion
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Part 3

Analysis of different structures

Introduction

77.

78.

In this section, we examine some plausible structures for delivering increased scale in
investment, to achieve enhanced net investment returns. Specifically, we examine:

o merger of the eight LGPS funds — either to three larger LGPS funds or a single
LGPS fund for all of Wales; and

o the use of a CIV — either to establish a single CIV for Wales or to participate in
CIVs that might be established across England and Wales in response to a clear
DCLG decision on these.

We make estimates of the annual investment improvement arising under these specific
structures. The modelling of these estimates is set out in detail in Appendix 2 of this
report and is based on relevant research papers reviewed individually in Appendix 1
and commented on collectively in Part 2. The key parameter for the modelling is the
estimated improvement in the net of fee investment performance as assets are
managed at a greater scale. These are summarised in Exhibit 4:

Exhibit 4

Starting individual Move to £10 billion — £25 Move to over £25 billion

fund asset size billion collective asset size: collective asset size:
estimated net investment estimated net investment
saving* saving*

Under £1 billion 0.5 per cent 0.55 per cent

£1 billion to £2 billion 0.4 per cent 0.45 per cent

£2 billion to £5 billion 0.3 per cent 0.35 per cent

* ‘Net’ means net of investment management expenses/fees. Any transition costs or
ongoing costs associated with collective asset management would serve to offset
these savings.

A majority (five of the existing eight) of the Welsh LGPS funds are in the middle asset
size group above, one is in the smallest group and two are in the largest asset size

group.
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Maintaining the status quo

Potential savings

79.

80.

Clearly there are no potential scale driven investment performance savings to be
realised by continuing with the existing eight LGPS funds and their investment
management structures.

There are some potential savings that do not necessarily require scale. In particular, the
Hymans review and the State Street review provide evidence in relation to enhanced net
of fees performance from switching active management to passive management of 0.12
per cent to 0.15 per cent. Recent SWT work has also identified potential savings from
joint procurement.

Costs and risks

81.

82.

The risks of taking no action for the Welsh funds in the short-term include potentially
more difficult deficit management negotiations for LGPS employers in Wales and
criticism from representatives of local and central government taxpayers for not
seeking out efficiencies.

Future risks would come from the UK government or DCLG, supported by its SAB,
potentially intervening to impose a new structure which could otherwise have been
avoided by earlier action.

Mergers in Wales

83.

84.

There have been no voluntary mergers between LGPS funds to date and DCLG has
ruled out mandatory mergers of funds under the recent UK Coalition Government.

In this section, we consider the possibility of either voluntary mergers or a merger

mandated by the Welsh Government in the event that it obtained legal competence in
the area.

Potential savings

85.

86.

The modelling in Appendix 2 indicates that merging down from eight funds to three
funds would produce a net investment saving but only a relatively modest annual
estimate of £14 million (being approximately 0.12 per cent of total assets).

However, the estimated annual net investment saving for a full merger to establish a
single fund for Wales is much higher at £43 million (or circa 0.36 per cent of fund
assets). There would be no need to establish a Wales-only CIV under this structure.
Unlike the savings considered via use of CIVs on a voluntary basis (see below), there
is no dependency for this savings estimate on a participation or ‘take up’ rate by the
funds.
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87.

88.

So the option of merging to an intermediary number of funds (eg, three) is not
supported by a case for efficiency given that investment savings are the biggest
source of efficiency savings.

At the end of Part 4 we note how a coherent single actuarial approach to funding
would require development in the event of there being a single fund.

Costs and risks

89.

90.

91.

There is a legal issue associated with merging LGPS funds. In essence, merger would
require either DCLG-sponsored legislation in Westminster or the transfer of legal
competence in the area to the Welsh Government. One or the other can be requested
but, even if agreed, there is a clear time implication.

The process of mergers is anticipated to take at least one year longer than CIV
establishment and perhaps considerably longer. The overall process would be
dependent on how quickly the necessary legal changes took to be implemented.

There is more transition cost uncertainty on mergers since there is no precedent

(whereas London Councils has published full information on their transition costs for
CIV establishment).

Establishing a CIV for Wales

92.

93.

Given DCLG'’s stance on collaboration to date, the possibility of mandatory participation
in CIVs which are yet to be established remains open.

In this section, we consider the possibility of the establishment of a CIV in Wales which
would initially be available on a voluntary basis to Welsh funds only. This is similar to
the approach being implemented for London LGPS funds. A high level of participation
by London LGPS borough funds (30 of 33) is anticipated, but there is less clarity as to
the proportion of assets that will be invested.

Potential savings

94.

95.

The modelling in Appendix 2 shows that the estimated annual net investment saving
is £43 million ie, the same figure as under full merger in the previous sub-section.
However, this is conditional on full take up of the CIV by all the LGPS funds
(whether the original eight or a lower number after any fund mergers).

A high level of participation is vital if a CIV is to deliver the estimated saving. This
requires either mandation or a high level of voluntary participation to achieve
investment scale (or participation from outside Wales). In the absence of a sufficient
level of participation only merger into a single fund will deliver the expected
improvement in investment performance. Lower levels of participation would generate
lesser savings.
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Costs and risks

96. There is a legal issue associated with mandation to use a CIV. In essence, there is a
European directive that can be interpreted as prohibiting government from directing
authorities on investment decisions (including participation in a CIV). Some legal
opinions would, however, indicate a more flexible interpretation. We have not sought
our own legal opinion on this issue.

97. Transition and operational costs, substantially independent of participation levels,
would arise if a CIV is set up in Wales. These should be a modest proportion of the
full annual saving. Looking at the London CIV estimates quoted in Part 2 and Appendix
1 (Part 10), the transition costs might be of the order £1.5 million and ongoing costs of
the order £3 million. These are broad estimates only which would depend on how
exactly the CIV is established. Transition costs and timings may also depend on exit
clauses of existing investments held by the Welsh funds since the transition process
would need to seek to avoid exit penalties.

98. The process of CIV establishment is anticipated to take up to two years.

99. There is more transition cost and operation cost certainty on CIVs through the London
precedent.

Potential CIV structure

100. in Appendix 5 of this report, PwC has provided a diagrammatic of how a CIV might
be structured for the Welsh funds. The overall structure shown is an Authorised
Contractual Scheme or ‘ACS’ for short. The participating LGPS funds would hold units
in the ACS under co-ownership. Please refer to the explanatory text in the appendix for
more detail.

Using pre-established CIV(s) for England and Wales when available

Potential savings

101. The modelling in Appendix 2 indicated that the estimated annual net investment saving
is £49 million (or circa 0.42 per cent of fund assets). This is £6 million higher than the
estimated saving achievable from mergers into a single fund or via 100 per cent take
up of a Wales CIV. The reason for the increase is the assumption that the Welsh
LGPS fund could get further economies of scale by joining a CIV operating across
England and Wales which had collective assets under management which were
‘ultra-large’ ie, £25 billion or more for whom some evidence has been presented as
earning higher net investment performance than even ‘large’ funds classified for LGPS
purposes as being of a lower scale ie, circa £10 billion.

102. However, there is no short-term prospect for this option becoming available since
DCLG’s intentions are not yet known and nothing is expected to be announced until
after June 2015 at the earliest with a new UK Government in place.
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Costs and risks

103.

104.

105.

The legal issues here will be dealt with by DCLG in respect of all English and Welsh
funds. There is no need for the Welsh Government to consider specific legal issues for
Welsh funds.

There would be no transition costs unless one or more Welsh funds were somehow
involved in the establishment of an across-England-and-Wales CIV. Ongoing costs
would be expected to arise for participation in a pre-established CIV.

Both the costs and terms of membership (eg, ability to vote on the overseeing
investment joint committee) are likely to differ between founding CIV members and
ordinary participating CIV members. This could be seen as a drawback of this type of
CIV since there would be less or no Welsh control over CIV management in
comparison with the Wales CIV governance model with representation for all Welsh
administering authorities illustrated in Appendix 5 of this report. However, all types of
CIV should allow continuation of control over investment strategy by administering
authorities.

Use of CIV then subsequent potential merger

106.

107.

108.

One sequence of events might be to establish a CIV for Wales, with voluntary
participation. This may be sufficient to achieve the scale envisaged if participation

was at, or close to, 100 per cent. In the event that participation was lower, mandation
(of CIV use) could be sought or merger (of LGPS funds) actioned, subject in each case
to resolving the relevant legal issues.

If merger was identified as the preferred medium-term goal, then there would be little
long-term point in establishing a CIV for Wales (with the associated costs). However, if
merger were difficult to achieve in the short to medium term for any reason, a CIV
might be a precursor.

Decision making around this requires a view to be taken on how soon CIVs may be
made available across England and Wales. More information on DCLG’s intentions in
this area are expected in June 2015 or later with a new UK Government in place.

Administration savings

109.

In previous sub-sections above, our modelling suggests that achieving an improvement
in net investment performance of at least £43 million before relatively modest costs

is a reasonable target. Achieving this is financially more important than rearranging
administration arrangements as another possible source of efficiency.

Page 26 of 68 - Review of the Local Government Pension Scheme Funds in Wales: Costs, Structure
and Management - Welsh Government Tud. 88



Administration and investment: staffing models in Wales

110.

111.

112.

Administration and investment management are distinct functions which could be
streamlined separately in due course and have different recruitment/retention issues.

This report has noted that obtaining savings via investment restructuring is financially
more significant than from rearranging administration. In terms of investment
management roles, the vast majority of Welsh LGPS assets are currently externally
managed by firms outside Wales. If a Wales CIV were established, with an operator
that was built rather than rented (see Appendix 5), it would be realistic to base its
staff in a single location subject to being able to attract the required investment
expertise to that location. In contrast, the administration of the eight funds is carried
out internally across different sites. Further work could be conducted to determine
which administration roles would be more easily brought into a streamlined central
administrative team and which others might be left to provide a ‘local’ service. Some
degree of streamlining could be carried out under a move to a CIV as well as under a
move to full merger.

There is no compelling case for any central administrative function to be located in the
same geographical location as the investment management function. Accordingly,
there may be flexibility on locating any central team or teams if the question arises in
due course.
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Part 4

Local government changes in Wales

113.

114.

115.

116.

117.

In January 2014, the Commission on Public Service Governance and Delivery

(known as the Williams Commission) published its recommendations. These were

for the Welsh Government to implement a comprehensive programme of change to
public service delivery requiring a three-to-five-year time period. This included the
recommendation that the current 22 unitary authorities in Wales should be merged into
larger units, no more than 12 in number.

We understand that the actual number of authorities is still being debated between
eight and 12, that the decision is not expected until later this year ahead of Welsh
Assembly elections in 2016 and that new arrangements may not be fully implemented
until 2020.

We understand that the Welsh Government has determined that these forthcoming
local government changes provide an opportunity to also consider the delivery of the
LGPS in Wales.

There are currently eight LGPS funds in which the 22 unitary authorities participate
in Wales. These are listed in Exhibit 15 in Appendix 3. The administration and
management of each fund is effectively the responsibility of one designated unitary
authority known as the ‘administering authority’ of the particular fund. As such,

these authorities have a dual relationship with their fund: to manage the fund and also
as a participating employer.

The 14 other authorities are simply participating employers: one of the funds,

Powys, has no other participating authorities, but Torfaen has four other participating
authorities; most funds have an intermediate number. Individual deficit numbers and
contribution rates are calculated by each fund for each authority. This requires each
fund to maintain a notional segmentation of assets and liabilities for each authority —
as also happens for other employers in each fund, but this is not relevant to the main
point here — and thus different authorities can build up different actuarial funding
positions as a result of historic decisions.

Impact of merger of unitary authorities

118.

The merger of unitary authorities would not directly have much impact on three of the
four identified areas (investment, administration and governance) but it will have an
impact on deficit measurement and management. This would be through current
funding positions being averaged between merging authorities and the possibilities of
moving authorities between funds. We consider each of the four issues in turn before
finally commenting in this section on the interaction between this type of merger and
LGPS fund mergers.
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Deficit measurement and management

119. The unitary authorities would be impacted in relation to their actuarial funding position
and hence associated deficit recovery contributions. There may also be some impact
on their contributions in respect of ongoing benefit accrual (known as the future service
rate) if, for example, the average age of employees of the merging authorities were
significantly different.

120. Our illustrative analysis of the impact on contributions from the merger of unitary
authorities is limited in this report to the effect on deficits, since we expect this to be
greater than the effect on the future service rates.

121. A change to the funding level arises because the authorities will end up with a
weighted average of the funding levels created over a long period of time of all ie, the
two or three authorities which are part of each merger. For example, if authority A and
authority B participate in the same fund and have pre authority merger funding levels
of 75 per cent and 85 per cent, then after the authority merger the new entity will
inherit both the assets and liabilities of its predecessors and so end up with a funding
level between 75 per cent and 85 per cent. The new level would, for example, be
80 per cent if the authorities had liabilities of very similar size or else be closer to the
previous funding level of the larger authority if unequal in size. To this extent, historic
performance on managing funding deficits would be crystallised and combined.

But the deficit of the new merged entity would overall simply be the sum of the
previous deficits. Thus, there would be no change in the overall deficit to be managed,
in the absence of any change in actuarial method.

122. In order to look at possible effects in more detail, Appendix 3 contains detailed
modelling for each of the 22 current unitary authorities based on estimated funding
positions at 31 March 2014. This has been derived from accounting IAS19 data
published at that date for each authority. The modelling covers two purely illustrative
possibilities for a reduction to nine authorities and a reduction to 12 authorities.

Other scenarios are of course possible. The impact on the authorities is summarised in
Exhibit 5.
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Exhibit 5

Scenario Largest deficit Jf Largest deficit Total deficit Number of
worsening improvement impact impacts in
across original g across original all funds, all new Qg excess of
authorities authorities authorities £15 million

Reduction to £20 million £23 million Nil in total 7

nine unitary

authorities

(see Exhibit 17 in

Appendix 3)

Reduction to £50 million £50 million Nil in total 4

12 unitary

authorities

(see Exhibit 16 in

Appendix 3)

123. Overall, the modelling suggests that the averaging has a modest impact on most,
but not all, of the existing authorities under either scenario. It also illustrates which
authorities might be expected to see an improvement or worsening in terms of the
funding of their LGPS liabilities. Important points to bear in mind regarding the
modelling are:

° Relative funding positions could change between the illustrative date of
March 2014 and the actual merger date to form the new unitary authorities.

o The modelling is presented on a common or standardised set of assumptions.
This is a notional basis rather than the basis which would actually be used by
each fund actuary. Its purpose is to allow like-for-like comparisons across funds.
The key assumption is the discount rate used to value liabilities.

This is taken to be CPI inflation plus 3.0 per cent ie, the real discount rate is
3.0 per cent.

° The modelling does not allow for any changes to LGPS liabilities arising from
authority staff leaving voluntarily or via redundancy as part of the authority
mergers process. These changes could themselves be significant (either
detrimental or positive) but will depend on the age and service profile of staff
leaving.
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Investment

124.

125.

There would be no direct impact from merger to form new unitary authorities since the
investment management structures of the underlying funds would be unchanged.

The allocations of assets to each LGPS employer are notional, conducted by the
actuaries allocating whole of fund investment returns. In rare situations where an
authority moved between funds as part of a merger, transfer amounts would have to
be agreed and paid.

Administration

126.

Merger into new unitary authorities would have a minimal impact on administration
costs. In most situations, the same administration team would be likely to continue the
same roles as previously. Teams would interact with a smaller number of large LGPS
employers for data collection, contribution collection and funding valuation discussions.
There would also be some transitional issues to be managed.

Governance

127.

128.

There could be a slight impact on personnel elected to pension committees and
boards but these are likely to be minimal.

There would be fewer large employers to manage within each fund, although much of
the administrative complexity relates to smaller non-authority employers in any event.

Interaction with fund mergers or other collaborations

129.

130.

The forthcoming plan to merge local authorities would neither enhance nor create
obstacles in relation to possible proposals to reorganise the LGPS in Wales.
Reorganisation of the LGPS in Wales can be pursued before, at the same time as,
or after reorganisation of the unitary authorities. They are substantially independent
decisions.

Mergers between the LGPS funds themselves, rather than between authorities,

would not have this type of averaging impact. The assets and liabilities of each unitary
authority would carry over into a single LGPS fund for Wales, and they could continue
to be separately identified and measured to derive a funding level for each unitary
authority. A coherent single actuarial approach would, however, be expected if there
were to be a single LGPS fund. The definition of the approach would require care,

not least to maintain acceptable contribution stability between the results of the 2016
and 2019 actuarial valuations (assuming the merger was concluded by 2019-20).
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Appendix 1

Literature review

We have selected the following key papers (Exhibit 6) on the development of the LGPS.
Selection is a subjective process but, as a group, the papers reflect the breadth of the debate
and trace the progress over the last six years of the major LGPS initiatives, in Scotland (the
Pathfinder Project), in Wales, in London (leading to the current establishment of a CIV for
London) and by the DCLG.

For each paper, we have considered the paper in its own terms, providing a summary of its
approach and its conclusions. Themes around administration, deficit management and
governance have been identified but the major theme is around enhancing investment
performance, since achieving this is essential to long-term affordability and deficit
management.

Implications for Wales have been drawn out and projected savings scaled to the Welsh
context.

Exhibit 6

10

11

Local Government Pension Scheme Pathfinder
Project Options Appraisal

Consultancy review of Welsh Local Government

Pension Funds

Pensions Pathfinder Project Phase Il Interim
Report

Reconfiguring the London LGPS Funds:
Evaluation of options

An Evaluation of Investment Governance in
London Local Government Pension Schemes

LGPS cost studies commissioned by UNISON

Welsh Local Government Pensions Funds
Working Together (Interim Report)

Do Larger Funds Perform Better?

LGPS Structure Analysis

Progress report on implementing London LGPS
CIvV

Deficit management in the LGPS — draft report
to the SSAB

Hymans Robertson

PwC

Deloitte

PwC

The Pensions Institute,
CASS Business School

UNISON, APG, Stonefish

Society Welsh
Treasurers, Hymans
Robertson

State Street Investment
Analytics

Hymans Robertson

London Councils’
Pensions Working Group

PwC

November 2009

October 2010

April 2011

October 2012

November 2012

2010 to 2013

March 2013

September 2013

December 2013
February 2014

October 2014
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1. LGPS Scotland pathfinder project options appraisal report — Hymans
Robertson — November 2009

Background

This paper was commissioned as part of the Pathfinder Project initiated in 2007 to identify
opportunities for cost savings and operational efficiencies through the adoption of shared
services within the LGPS in Scotland. The objective of this report was to establish if there
were any opportunities to rationalise and improve with the pathfinder organisations the
management of the LGPS in Scotland including identifying potential broader benefits for the
LGPS in Scotland. Three broad options were considered:

. separate funds with shared administration;
o separate funds with shared investment management; and
o rationalisation of funds.

Conclusions

Investment management

Strong arguments exist for creating larger pools of assets, achieved either through a merger
of funds or by creating a common investment fund structure based on either a one-host or a
two-host structure. Further work would be needed before a recommendation could be made —
see April 2011 report.

Data for investment performance against fund size was for the 11 Scottish LGPS funds only,
and as such had limited statistical reliability, with Strathclyde (for Glasgow) the only fund at
£10 billion.

Analysis of investment management fees showed that larger funds would produce savings

eg, investment management fees for three funds of £1 billion would be £9.47 million compared
with fees of £7.10 million for a single £3 billion fund. This fee difference is equivalent to just
0.08 per cent. Transition costs of the order of 0.6 to 0.8 per cent of the value of the assets being
moved were identified, indicating a three-to-five-year payback period.

Administration

Recommendation for a detailed investigation of cost and service levels to inform a decision on
the cost/service level balance; identification of areas where consolidation of services is
possible and desirable; implementation of standardised benchmarking of quality and cost of
administration to allow like-for-like comparison going forward.

Key main risk identified in the four smallest funds where between two and four staff carried out
the whole of the administration of the funds.
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Administration costs — smaller funds were most expensive (£58 per member for Orkney),
but beyond that larger funds offered more services and so were not the lowest cost.
Strathclyde was £19 per member.

Implications for Wales

There is little evidence from this early review of larger funds producing significantly better
returns net of fees. There is some consistency in the administration data for this review with
Welsh data in that both show variation of administration costs according to type of region
covered by a fund.

2. Consultancy review of Welsh Local Government Pension Funds — PwC
— October 2010

Background

The report was commissioned by the Pensions Sub Group of the Society of Welsh Treasurers
to identify ways in which the eight LGPS funds in Wales could operate more effectively
together, particularly in their investment and administration arrangements.

Conclusions

Investment management

Analysis of data underlying the July 2010 Audit Commission report on English LGPSs
suggested that funds under £1 billion had delivered mixed results, whereas funds above
£1 billion had typically achieved a higher and more consistent performance over the eight
years to 31 March 2009.

Looking specifically at fees, four alternative investment models were identified and cost-saving
estimates made (Exhibit 7). Savings were quoted after deducting annual ongoing costs and an
estimate of transition costs:

Exhibit 7

Shared procurement £2 to £3.2 million
Shared procurement with oversight £1.6 to £2.8 million
Collective investment funds £3.2 to £4.4 million
Merger of fund assets £2.7 to £3.9 million
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Administration

Three alternative operating models were identified and cost-saving estimates made.

The largest possible saving was suggested to be £2.1 million if there was a single merged
administration entity, in one or more locations, which might be implemented with or without
merging the funds themselves.

Deficit management

The eight funds were examined on a common actuarial basis to strip out the effect of differing
assumptions on funding, to enable a consistent comparison. On a common basis, funding
levels and deficits varied significantly, but it was more challenging to understand the effect on
contributions of merger, given that the actuaries aimed to achieve stability in contribution rates
in different ways.

Governance

The governance arrangements and levels of input from different groups of stakeholder varied
from fund to fund. Members had no direct representation on the main governance panels or
committees, and participating employer representation was varied.

Governance after any merger should address these points, and a possible model is that used
by the Northern Ireland Government Officers’ Superannuation Committee (NILGOSC), which
administers the single LGPS for Northern Ireland.

Next steps after this paper

The Pensions Sub-Group of the SWT believed that the PwC report was important in that it
established a ‘prima facie’ case to look further at the organisational structure of the Welsh
LGPS, with the potential to improve efficiency and service standards. The SWT followed up
with further work towards an evidence-backed outline business case in the 2013 report on
Working Together and the associated consultation.

3. Scotland Pensions Pathfinder Project Phase Il Interim Report — Deloitte
— April 2011

Background

Deloitte was appointed to carry out the research required under Phase Il of the Pathfinder
Project and to identify appropriate recommendations to improve the administration, investment
and governance of the LGPS in Scotland. The options defined for consideration were retaining
the current 11-fund structure or merger of the current 11 funds into one, two or three future
funds, split broadly by geographical area.
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Conclusions

Merger of the current 11 funds into one, two or three future funds should not be progressed
due to the absence of a clear business case for merging funds. There were a number of
improvements which should be progressed.

Investment management

There would be limited savings from moving from the current structure to one, two or three
larger funds: less than £2 million pa, being less than 0.1 per cent of total assets in Scotland of
£25 billion.

The report considered whether investment scale improves performance, and concluded

that there was no hard and fast evidence to this effect. In support of this, it quoted an Audit
Commission 2010 report which concluded that ‘there is little evidence to suggest a relationship
between fund size and investment performance over the last eight years, either in higher
investment returns or lower volatility’. Data underlying this conclusion has been interpreted
very differently by other analysts.

Administration

Variation in administration costs was modest and the average cost per member was £21,
comparing favourably with the average for LGPS funds in England and Wales. Four options
were considered:

o Maintain current arrangements: not recommended.

o Maintain current arrangements with a revised approach to delivery:
recommendations to develop and implement standard services and service levels to
improve service delivery and consistency; establish which non-core services should be
offered, to be charged for separately at an agreed schedule of costs; and explore further
opportunities for cost savings later.

o Merge administration services to one, two or three centres: rejected, since no
consensus on potential host authorities, the cost of developing new operating models
and the uncertainty of cost savings. However, small fund administration mergers should
be considered to mitigate key main risk.

. Use an external provider: recommendation to transfer all administration to the Scottish
Public Pensions Agency (SPPA) to be considered further in due course.

Governance

Recommendations were that model terms of reference for LGPS pensions committees in
Scotland should be developed to consistently define the role and responsibilities of pensions
committees. Once developed, they should be adopted and implemented by all pensions
committees, and membership of pensions committees should be extended to include
representatives of other employers, members and external professional representatives.
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Implications for Wales

Implications for Wales seem limited. This 2011 report confirmed a growing consensus in
Scotland to hold back from fundamental reform of LGPS operations, instead taking forward
incremental change.

The case for cost savings by merging administration functions in Wales may be somewhat
stronger for Wales than for Scotland, if this is looked at in future, given that the Welsh average
lies somewhat above that for England and Wales overall in both 2010 and 2014. The Scottish
average lay below (at least in 2010).

4. Reconfiguring the London LGPS Funds: Evaluation of options — PwC —
October 2012

Background

This paper evaluated evidence that the individual London LGPS funds could make efficiencies
by working more closely together. With the exception of the LPFA, the 34 funds are individually
small, typically having assets in the range £0.5 to £0.8 billion, organised at a borough level.

In aggregate, £24 billion of assets were under management.

Four types of structure with the potential to deliver financial benefits were examined,
against five challenges identified by the Society of London Treasurers, relating to:

o investment governance;

. investment asset allocation;

° the linkage between local accountability and local taxation;
° statutory responsibilities; and

. the political and managerial ownership of decisions.

Conclusions

The paper presented evidence that larger funds (eg, Strathclyde, Manchester) had historically
outperformed smaller LGPS funds (such as many but by no means all of the London borough
funds) and identified potential savings of £120 million a year, based on performance and fee
improvements combined of 0.5 per cent per annum, applied to the £24 billion asset base.

The two recommended structures were:

° A CIV for London. The paper left open the question as to whether use of the CIV would
be mandatory or encouraged in order to achieve the high participation required to make
the maximum savings. It was clear that asset allocations would continue to be chosen by
boroughs.
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o The other structure thought to meet the SLT challenges, but not taken forward, was a
London framework fund. This would have gone further than a CIV by creating a single
legal framework for all London LGPS funds, handling many operational matters on a
collective basis, effectively a merged fund. Boroughs would have retained the power to
choose asset allocations, and their separate funding levels and contribution rates/
negotiations would have been preserved, subject to a coherent overall actuarial
approach.

The two structures not recommended as they did not meet the SLT challenges were variants

of the London framework fund:

. one variant would have been a common investments merger, which would have
removed borough autonomy on asset allocation decisions; and

. the other, a full merger, would have gone further with standardised contributions by all
boroughs.

Next steps after this paper

The London boroughs have taken forward one of the four structures: a CIV to centralise much
of the boroughs’ investment responsibility into a central entity, charged with delivering a range
of well-defined, best-in-class, pooled investment funds in a range of asset types.

Scaling to Wales

With almost £12 billion assets in the eight Welsh funds, the corresponding investment
improvement of 0.5 per cent would be £60 million each year. However, since most of the
eight Welsh funds start from a somewhat greater scale, investment savings would be
correspondingly less.

5. An Evaluation of Investment Governance in London Local Government
Pension Schemes — The Pensions Institute, CASS Business School —
November 2012

Background and research

The paper aimed to establish whether there was a fundamental problem in respect of
investment governance of London LGPS funds. It also sought to identify areas that might be
considered in a full benchmarking study of this issue as originally recommended by Lord
Hutton in 2011.

Research utilised publicly available information on funding and investment, using pension
committee minutes. Interviews were held with various fund stakeholders (councillors on
pension committees, pension and s151 officers, treasury and investment staff). The interviews
preserved anonymity.
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Conclusions

The paper concluded that overall London LGPS funds have suffered from a lack of a strong
overarching governance framework. The authors stated that their research identified serious
weaknesses in many of the 34 funds. To recap, these are small funds, almost all with assets
in the £0.5 to £0.8 billion range.

Deficit management

Problems identified included poor or inconsistent reporting of key aspects of funding and
investment strategies. These included the discount rate used to value the liabilities, the
investment performance assumption for a valuation deficit recovery plan and the length of the
recovery plan.

The paper claimed evidence of poor deficit management via ‘shopping around’ for favourable
assumptions and use of repeated extension of recovery plan lengths, both likely to reduce
short-term contributions, so that larger contributions would be more likely in the future.

The paper describes this forcefully as ‘a ticking time-bomb for London council tax payers and
very likely for national tax payers too’ requiring urgent action.

Investment governance

Decision making via pension committees dominated by councillors is cited as an issue.

It is suggested that decisions are influenced as much by behavioural and political factors as by
adherence to the current investment governance framework. Short tenure on committees can
be a barrier to acquiring experience and expertise. Committee minutes suggest over-reliance
on consultants who drive the decision-making process with insufficient challenge.

Investment strategy

The paper says there is a disproportionate focus on micro issues such as asset manager
selection with frequent changes of manager leading to additional costs, with insufficient focus
on overarching investment objectives and strategy. Strong preferences for active management
and significant allocations to alternative asset classes lead to higher costs but without
evidence of corresponding additional award.

Next steps after this paper

Although the anonymous interviewing approach was criticised by some at the time, the CASS
paper built pressure towards the establishment of London CIVs.

The paper also fed into DCLG consultation, leading to alternative governance arrangements
specified under regulations which came into force on 1 April 2015, including the establishment
of pension boards for LGPS funds.

The Pensions Regulator has also published a Code of Practice setting out best practice on
governance including training of Pension Board members and management of conflicts of
interest.
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6. Performance Analysis of LGPS Funds — reports by APG Groep NV and
UNISON — February 2010; The Total Cost of Ownership LGPS —
Stonefish Consulting — March 2013

Background

These three reports were commissioned by UNISON to provide analysis of LGPS cost and
investment performance differences between funds. A summary of their findings was included
in UNISON’s response to the Welsh Funds Working Together Consultation in 2013. Although
the reports also covered the potential for administrative savings, we summarise below only the
much larger investment related savings.

Overall conclusions

The overall conclusion was that significant savings in investment performance would have
been made historically by moving from smaller funds of between around £1 billion (similar to
the existing average size of Welsh funds) to a fund of at least £8 billion in size which is
broadly commensurate with the largest three funds in England and Wales (or of the Welsh
funds combined). The analysis was for two individual years and also for approximately
10-year periods. The reported annual savings were up to approximately 0.2 per cent to

0.3 per cent in respect of investment management expenses and up to approximately

1.00 per cent to 1.20 per cent in respect of investment performance.

1. UNISON report

This was based on LGPS data analysis (89 funds in England and Wales) for the years to
March 2008 and March 2009. A comparison with the three largest English funds (West
Yorkshire, Greater Manchester and West Midlands) was justified on the grounds that they had
asset values in 2009 of £6 billion to £8 billion which was similar to the total value of Welsh
LGPS funds at that date. The total annual saving arising was circa 1.2 per cent in both years:
see details in Exhibit 8.

The report also quotes several studies produced in relation to US, Canadian and European
pension funds suggesting a strong trend for better performance by larger funds. It quotes
research as having indicated that fund size offers advantages in relation to improved
governance and control, better research and diversification and reduced management
expenses from greater scale.
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Exhibit 8

Annual Annual
saving saving

Larger fund potential benefit § Comment

2008) [l (2009)

Reduced investment Comparison of Welsh funds with three 0.19% 0.17%
management expenses largest English funds
Enhanced investment Comparison of Welsh funds with three 1.00% 1.06%
performance largest English funds

Retrospective implication for Wales: potential investment-related savings of £89 million for
2008 and £92 million for 2009.

2. APG report

This was based on LGPS data analysis (101 funds in UK) for years ending March 2002 to
March 2009. As part of the analysis, a benchmark performance was constructed using
market index returns by asset class. Whilst there was considerable variation between the
performances of the smaller LGPS funds relative to the benchmark return over the period,
the largest funds all performed better than the benchmark.

The report does not comment on why larger funds may perform better but notes that the

£8 billion fund size it was asked to consider is ‘not necessarily the optimum size for a pension
fund. Evidence from the Netherland shows that the sophistication of investment policies
increases and the risk/return profile improves with fund size.” Exhibit 9 summarises the key
results.

Exhibit 9
Larger fund potential benefit § Comment Annual saving
(eight-year analysis)
Reduced investment Focus on moving from £1 billion fund to Up to 0.3 per cent.
management expenses £8 billion fund.
Enhanced investment Focus on all funds performing in line with At least 1.20 per cent
performance four largest funds in LGPS over the period on average for UK

of analysis. funds.
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Retrospective implication for Wales: the total savings over eight years for the net
investment performance of the Welsh funds were calculated with a simulation running from
March 2001 to March 2009 such that their performance was modelled to be in line with that of
the four largest funds. The total savings were quoted to be £200 million.

The average annual savings were £5 million for investment expenses and £20 million for
investment outperformance or £25 million in total or 0.5 per cent of assets. This annual saving
would be expected to be higher now all else being equal given that the total value of Welsh
fund assets is higher than for the midpoint of the data analysis period which was March 2005.

3. Stonefish Consulting report

This was based on LGPS analysis for 2001 to 2012 and did not consider investment
performance but did consider investment expenses. Exhibit 10 summarises the key finding.

Exhibit 10
Larger fund potential benefit § Comment Annual saving %
(11-year analysis)
Reduced investment Focus on moving to funds with lowest 0.25 per cent for
management expenses charges (broadly £8 billion plus funds). Wales.

C. 0.20 per cent for
England and Wales
combined.

Implications for Wales: applying a 0.25 per cent saving to a current asset base in Wales
of £11.8 billion gives a £30 million saving just for expenses (the report quotes a saving of
£24 million on assets of £9.6 billion).

7. Welsh Local Government Pensions Funds Working Together (Interim
Report) — SWT, Hymans Robertson and Sackers — March 2013

Background and options considered

The Pensions Sub Group of the Society of Welsh Treasurers used four workstreams to
analyse four options, without presuming that the best solution for any one workstream would
be best for another:

. an ‘as is’ option based on the current structure of eight funds;

. ‘as is’ but with enhanced collaboration (joint procurement, shared working efficiencies
etc);

. mid-range approaches based on merging to an intermediate number (two to seven) of
funds; and

. an option based on merging to one all-Wales fund.
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Findings from the four workstreams

Investment

There was evidence of potentially significant benefits of scale to be found from either merger
or working collectively through a common investment approach. The potential benefits were
not a direct relationship with the size but rather the result of economies of scale that together
with size allow improved governance and the potential for increased return. Evidence/analysis
included:

. Larger funds tending to have a combination of attributes, such as more internal and
specialist resources, more internal and hands-on management, better diversification of
asset class and manager, more bargaining power on fees and more responsive
governance enabling speedy decision making.

o Hymans evidenced the benefit of size over the 10 years to 31 March 2011: there was
significant dispersion of results around the line of best fit, but the line suggested that a
£5 billion fund had outperformed a £1 billion fund by 0.9 per cent per annum over the 10
years.

. State Street (WM) compared very large LGPS funds (circa £10 billion) with the ‘all-Wales’
fund average, and identified outperformance in the region of 0.6 per cent per annum, with
lower levels of relative risk. A more realistic target of around a third of this outperformance
(0.22 per cent) would equal a one per cent of payroll reduction in employer contribution
rates across Wales.

o Fees for investment totalled £22.3 million, so just a 10 per cent saving here was worth
£2 million.

Governance

There is much that can be done using a collaborative approach within existing legal,
organisational and governance arrangements. In contrast, merger would require a change in
secondary legislation and thus engagement with both the Welsh Government and the DCLG.

Administration

Building on existing collaboration could achieve improvements in front-line service delivery,
consistency and efficiency. With total administrative costs of £8 million, financial benefits
identified through the administration workstream were modest but should nevertheless be
pursued.

Transition costs

Both fund management fees and transition costs are significant factors but not the
fundamental drivers when considering investment strategy. There would be very significant
‘one-off’ costs of transitioning the assets to a new organisational structure.
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Key recommendations and next steps after the paper and consultation

The ‘no change’ option was not supported: a more proactive approach was required. At the
other end of the option spectrum, the merger to a mid-range number of funds or to a single
all-Wales fund were costly prospects with a long lead-in time, a loss of local autonomy and a
need to change funding strategies.

Enhanced collaboration was thus seen as the area where medium-term savings could be
optimised, specifically using a common investment approach. A full business case would be
created to encompass the common attributes that appear to benefit larger funds with the aim
of implementation thereafter.

8. Do Larger Funds Perform Better? — State Street Investment Analytics —
September 2013

Section 1: do larger funds perform better?

This paper addressed the question in its title by comparing the four largest LGPS funds
(Strathclyde, Greater Manchester, West Midlands and West Yorkshire, ranging in value
from £9.8 billion to £13.0 billion) with the other 97 LGPS funds over the 10 years to March
2013, thus updating the SWT paper by two years. All four had higher than median return
(by approximately 0.6 per cent per annum) and lower than median risk (lower volatility).
So, ‘at first sight, there certainly does seem to be some weight behind the size argument’.

But size is not in itself the whole answer. Nine less-complex funds (with five portfolios or less)
and five internally managed funds had also performed well. Of these 14 funds, two were big
four funds. Hence size in itself is unlikely to guarantee success if the structure that is in place
cannot deliver the expected benefits. Key factors are strong governance and advisors
advocating a slower rate of change (eg, low stock turnover).

Section 2: can anything be learned from large corporate funds?

Large corporate funds are more often managed on an internal basis. Of the 10 corporate
funds above £10.8 billion that SSIA measure, eight are managed on an internal basis, a higher
proportion than observed in the LGPS, even for large LGPS funds. The corporate funds had
delivered superior performance at reduced risk.
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Section 3: objectives for structural reform of the LGPS

There are straightforward ways to improve investment returns. First, all returns are eroded by
fees, transaction costs, taxes and commissions: long-term investment strategies reduce
the impact of three of these — transaction costs, taxes and commissions. Second, passive
management offers the largest opportunity to reduce fund management fees paid.

SSIA states that size, of itself, will not improve performance, but it believes that larger fund
size may confer a number of benefits in terms of improving returns. Primary objectives would
be to realise:

° Potential to reduce investment management costs: larger funds can access external
management at lower costs. SSIA research indicated that larger funds (above £5 billion)
had costs of 0.23 per cent as opposed to smaller funds (up to £1 billion) with costs of
0.38 per cent — a difference of 0.15 per cent. Passively managed portfolios can reduce
fees down to 0.07 per cent.

° Potential to consider internal management: this provides, first, the opportunity for
active management at passive management fee levels. And, second, stronger
underlying performance, which seems to average 0.3 per cent a year and arises from
lower turnover. This cuts transaction costs and avoids the short termism that external
managers are prone to so as to avoid their mandates being terminated: instead,
underperforming stocks can be retained where value remains.

. Potential for better governance: size can open up asset classes, such as private
equity, direct property and infrastructure opportunities. But the paper also strikes a note
of caution: more responsive governance can destroy value if it focuses on manager
selection — which only guarantees more spend with investment consultancies. Better
governance has more to do with changing behaviours to have a greater focus on
strategy relative to liabilities and a true long-term approach.

Secondary objectives would be to achieve:

. reduced behavioural biases, such as short-term focus and manager measurement,
LGPS fund herding, excessive deference to professional investment consultants;

. more flexible investment strategies, with more specialist resource in house; and
° greater infrastructure investment, where there are strategic benefits to be gained.

Implications for Wales

Wales can achieve a £10 billion scale, but only if a high level of participation is achieved.

If internal management were pursued, there would be issues on attracting and locating
investment staff.
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9. LGPS Structure Analysis — Hymans Robertson — December 2013

Background

This paper was commissioned by DCLG to compare three options for structural reform of the
LGPS across England and Wales. The options were to create a single CIV, to create five to
10 CIVs, in either case with mandatory use by the 89 LGPS funds being likely, or to merge the
89 LGPS funds into between five and 10 large funds, which would have implied each large
fund being between £10 billion and £40 billion in size.

Conclusions

Investment management

Ultimate improvements in net investment performance totalling £660 million each year were
identified. These were thought to be achievable with or without significant structural
reform/merger.

In more detalil, the savings for England and Wales are shown in Exhibit 11:

Exhibit 11
Investment approach item Annual saving £m Annual saving %
(England and Wales)
More passive investment £230 million 0.12%
Lower cost alternative assets £240 million 0.13%
Lower asset turnover £190 million 0.11%
Total £660 million 0.36%
Legal

The paper contained a section on the legal impediments to establishing CIVs and merging
LGPS funds, provided by Squire Sanders (now Squire Patton Boggs).

Scaling to Wales

An annual improvement of 0.36 per cent, if applied to an asset base in Wales of £11.8 billion,
would be £42 million.
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Next steps after the paper

The Hymans paper fed into a process that has now made clear that there will not be mergers
of the 89 funds imposed across England and Wales. Another consequence was to activate a
debate about the merits and demerits of passive management of listed assets that is not yet

settled for the LGPS.

A consultation by DCLG, that closed in July 2014, still awaits a response from DCLG, which is
now expected in June 2015 at the earliest with a new UK Government in place.

The paper also estimated timeframes and costs for establishing CIVs and for fund merger.
Timeframes varied from 18 months to establish a CIV to three years to merge LGPS funds
and transition their assets to larger LGPS funds.

10. Progress report on implementing London LGPS CIV — London
Councils’ Pensions Working Group — February 2014

Background

The purpose of the report was to update the local authorities in London on progress on the
design of a CIV for the London funds in the form of an ACS, to present a business case and
outline the next steps including finance for authorities wishing to participate.

Proposals

The report proposed that a private limited company be incorporated to become the operator of
the ACS with each participating authority becoming a shareholder. It also proposed that a
representative body of the participating authorities be established in the form of a Pensions
CIV Joint Committee. The proposed structure would follow a few key principles for
participation, oversight and control:

° Participation is voluntary and withdrawal is possible.
° A patrticipating authority will be able to make asset allocation decisions.

° The authorities should have sufficient control over the operator to be assured it will be
acting in their best interests. It will be able to influence its activities by owning all its
share capital.

. The Joint Committee will have the power to identify and appoint key directors to the
operator.

. The operator would provide regular information to authorities relevant to making
investment decisions and provide regular information to the Joint Committee.

The operator would require capital over and above the assets to be invested and an amount of
two to three basis points ie, 0.02 per cent to 0.03 per cent of invested assets was suggested.
This can be regarded as an investment not an expense since these monies would be retained
and effectively remain under fund ownership.
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The business case for participation is that the savings created far outweigh the costs incurred.
This is set out in Exhibit 12 which shows the maximum potential assets from London funds
under management in the CIV of £24 billion and the minimum target assets of

£5 billion.

Exhibit 12

Investment item Assets under management J Assets under management
of £24 billion of £5 billion

Expected savings from enhanced £120 million or 0.5 per cent £25 million or 0.5 per cent

net of fee investment performance

(annual)

Ongoing costs (annual) (£6.1 million) or (0.025 per (E2.7 million) or (0.055 per
cent) cent)

Establishment costs including (£1.7 million) or (0.007 per (E1.4 million) or (0.028 per

professional fees (one off) cent) cent)

The estimates are noted to take into account existing investments held by LGPS funds and
that initially the majority of investment mandates are likely to be passive.

The annex to the report indicated an expected timeline of 10 months to the launch of the ACS
(in February 2015) from the decisions on whether to participate (requested April 2014).

Current actions and scaling to Wales

The Joint Committee for London was established and its progress report for December 2014
indicates that 30 London authorities had agreed to participate and three had declined.

The timeline for launch was extended to summer 2015 and the establishment costs were

still projected to be £1.7 million with the 30 authorities expected to pay £75,000 each in costs
to April 2016.

The savings for a Welsh CIV may be less than the 0.5 per cent quoted (equivalent to

£60 million per annum) due to the larger average existing fund size in Wales compared to
London. In terms of costs, the assets under management would potentially be up to £12 billion
which is in the range considered. Costs for Wales could be lower than for London in absolute
terms by re-using a proportion of the professional advisers’ work done for London.
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11. Deficit management in the LGPS — Draft report to the Shadow
Scheme Advisory Board — PwC — October 2014

Background and research

The review was commissioned by the SSAB to inform its future policy recommendations to
DCLG on better deficit management. The importance of this objective was referred to by the
Board in its response to the Call for Evidence on structural reform in January 2014.

The review considered the approach taken by LGPS funds in England and Wales to deficit
measurement and management at both fund and employer level. Deficits are locally managed
by the 89 individual LGPS funds. The purpose of the review was to consider the development
of good practices, to promote more holistic thinking and consistency of approach between
funds.

As part of the research for the review, PwC interviewed actuarial and investment consultants
of the four actuarial firms to the funds, and two LGPS pension managers who are members of
the Deficits Working Group, which reported to the Shadow Board.

Conclusions

Deficit and covenant management

A key conclusion of the review was that using standardised assumptions to disclose and
compare the deficits of individual funds would create a clear overall picture of the total deficit
in the LGPS. It would show where the total resides on a granular basis and provide a
foundation for actions to reduce it. Standardised assumptions would be used for comparison:
individual funds would still decide their individual funding approaches in conjunction with their
individual actuaries.

The review recommended that more work be carried out on the desirability of a contribution
stability objective.

The review suggested a need for central guidance and direction on best practice to incentivise
the active management of employer risk, since current practice was diverse. The process
should be carried on a proportionate basis to keep costs manageable and cover covenant
monitoring and a role for additional securities.

Guidance should be given to promoting the early recognition of exit bases for exiting
employers. In addition, regulations might be amended to allow more flexible exit arrangements
to be undertaken and to require a maximum level of prudence in the assumptions used.

Investment and risk management

The review considered some specific investment ideas to mitigate risk. It recommended that
liability-driven investment, that can manage risk and deliver contribution stability, should be
more widely understood, since it has both advantages and disadvantages.
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Governance

The review noted that disclosure of funding positions on standardised bases would assist the
Board with its objective of publishing balanced scorecards covering both financial and
governance metrics to help identify failing LGPS funds and arrange appropriate intervention if
necessary.

Next steps and implications for Wales

The Shadow Board established a new work programme for 2015 based on the review’s
recommendations in the run up to 2016 valuations. This was shared with funds in January
2015.

The Welsh funds should expect more scrutiny from the Board of its 2016 valuation results
on a like-for-like basis with all funds in England and Wales and of their contribution setting
approach for different employer groups taking into account individual employer covenant.
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Appendix 2

Estimated investment gains through fund merger or the
introduction of a collective investment vehicle

Background

Several of the research papers reviewed conclude that a different approach to investment,
seeking the benefits associated with greater scale, would lead to higher long-term net
investment returns. Scale across the LGPS in England and Wales ranges between relatively
small LGPS funds, some with assets in the order of £500 million to £1 billion, up to a small
number of large LPGS funds significantly above £10 billion. Even larger scale is possible:

a London CIV could reach £25 billion and a national CIV £200 billion.

The papers vary in their attribution of exactly how scale would deliver higher net investment
returns. This is considered in Part 2. However, many of the papers reviewed are consistent
with the proposition that increased scale (ie, moving from assets under management in line
with the smallest LGPS fund up to the largest LGPS fund) would improve net investment
returns by around 0.4 per cent to 0.5 per cent per annum.

In this appendix, we consider net investment returns. The concept is intended to include
savings from lower investment fees and operational/turnover costs as well as higher
investment returns from smarter investment decisions within asset classes. We are not
considering change in overall asset allocation, which we assume would not be substantially
changed. A substantial change in asset allocation would clearly have wide implications.

Analysis for this appendix

In principle, there are two possible options for increasing scale within the eight Welsh LGPS
funds:

° The eight funds could be merged into a smaller number of funds. For illustration,
we have considered merger to form either three funds or a single LGPS fund across
Wales. A single LGPS fund for Wales would have assets of approximately £12 billion.

. The eight funds could invest their assets collectively, which would probably be
achieved using a CIV. In Appendix 5, we outline the mechanics of such a CIV if one
were to be established specifically for Wales.

The CIV option does not exclude the possibility of merger, but there would be duplication of
effort. Three funds could, for example, operate with a CIV.

If there were to be a single LGPS fund across Wales, there would be little long-term point
in establishing a CIV for Wales. But if merger were difficult to achieve, a CIV might be a
precursor.

The effect of reducing the number of unitary authorities can be considered separately from
investment efficiency resulting from fund merger or CIV use. This is because merged funds
can preserve notional segments for each unitary authority, as is already the practice.

The options are evaluated in Exhibit 13.
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Exhibit 13

Number
of Welsh

funds

CIv
participation

None

England and
Wales

Wales only
None

England and
Wales

Wales only

None

England and
Wales

Net investment returns: potential for
annual enhancement, based on
assets of £11.8 billion

Nil

£49 million for ultra-large CIV

£43 million for full take up of CIV
£14 million

£49 million for ultra-large CIV

£14 million (as result of merger) or up
to £43 million for full take up of CIV

£43 million

£49 million for ultra-large CIV

Timescale

Not applicable

Dependent on DCLG timing for
England and Wales CIV

Two years
Two to four years

Dependent on DCLG timing for
England and Wales CIV

Two to four years

Two to four years

Dependent on DCLG timing for
England and Wales CIV

For this modelling, the key parameter is the impact on net investment performance as the
guantum of assets under collective management is increased. We have taken a best
estimate of the difference between net investment performance for small funds (classed for
the purpose of this analysis as less than £1 billion) and large funds (classed as exceeding
£10 billion) to be 0.5 per cent. We have then made incremental allowance for intermediate
size as indicated in Exhibit 14.

Note that the estimated annual return enhancement is before an offset from transition costs
(ie, costs associated with mergers or with establishing a Wales-only CIV). It is also before
associated ongoing costs (eg, cost of running a CIV in Wales or joining an existing CIV in
England and Wales).

These parameters are summarised in the final column of the below. For example, a fund of
£5 billion to £10 billion is expected to achieve a net investment return of 0.2 per cent per
annum lower on average than a ‘large’ fund given its lower scale. The table also shows the
distribution of existing fund sizes of the Welsh funds. There are currently two funds in the
£2 billion to £5 billion range, five in the £1 billion to £2 billion range and one fund below

£1 billion. We have allowed for a modest 0.05 per cent as being achievable if ‘ultra-large’
CIV arrangements, spanning England and Wales, were to be established.
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Exhibit 14

Fund asset range Current Size of assets under g Net of fee investment
number of management within Q| performance
Welsh existing structures (impact as % of
funds (£ billion) assets)

Greater than £25 billion (‘ultra-large’) Max + 0.05%

£10 billion to £25 billion (‘large’) Maximum

£5 billion to £10 billion 0 Max — 0.2%

£2 billion to £5 billion 2 4.3 Max — 0.3%

£1 billion to £2 billion 5 7.0 Max — 0.4%

Less than £1 billion (‘small’) 1 0.4 Max — 0.5%

Total 8 11.8
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Appendix 3

Estimated funding levels by council

This appendix contains the results of some detailed modelling looking at the possible effects
on funding levels of the 22 unitary authorities should the number of authorities be reduced
via mergers. It looks only at funding levels which drive deficit recovery contributions payable
by LGPS employers. It does not present any illustrative impacts on contributions in respect
of ongoing benefit accrual (known as the future service rate).

1. lllustrative scenario: funding levels pre unitary authority mergers
(existing eight funds)

As a starting point, we consider a recent valuation position if there was no structural
change, either to the number of funds (eight) or to the number of unitary authorities (22).
The published funding levels of the LGPS fund (on differing actuarial funding bases) are
shown in the third column of Exhibit 15, but funds do not publish funding levels for individual
unitary authorities. However, it is possible to estimate the funding levels for each of the
existing unitary authorities on a common standardised actuarial basis by manipulating data
from their published IAS19 results in their 2013-14 accounts.

Estimates are shown in the fifth column of Exhibit 15, as at 31 March 2014, using a
standardised basis with a discount rate of CPI plus three per cent. To be clear, this is not
an IAS19 discount rate; the IAS19 results are used only to obtain data for each existing
unitary authority. The discount rate used of CPI plus three per cent is used in other LGPS
calculations, such as for cost cap purposes. The key point is not the rate itself, but the
ability to make comparisons on a common basis and it is put forward solely for that reason.
Other bases that provide a valid comparison could also have been used equally effectively
with minimal difference in the relative positions described in this analysis.

The discount rate results in somewhat higher funding levels for several of the funds,
but the important point at this stage of the analysis is to have comparability between funds.

The funding level estimates range from 65 per cent to 103 per cent.
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Exhibit 15

Funding Common basis
bases

Fund 2013 Participating unitary 2014 2014 Impact on
actuary funding authorities Pre unitary | Post funding
level authority [ unitary deficit
(published) merger authority (Em)
funding merger
level funding
(estimated) [ level
(%) (estimated)
(%)
Hymans Gwynedd 85% Gwynedd 99% 99% 1
Robertson
Conwy 103% 99% 12
Isle of Anglesey 93% 99% -12
Mercer Clwyd 68% Flintshire 72% 75% -16
Wrexham 80% 75% 20
Denbighshire 74% 75% -4
Aon Hewitt Powys 79% Powys 80% 80% 0
Mercer Dyfed 89% Carmarthenshire 94% 97% -23
Pembrokeshire 100% 97% 13
Ceredigion 101% 97% 10
Mercer Torfaen 71% Torfaen 79% 79% -1
Newport 80% 79% 6
Caerphilly 80% 79% 6
Monmouthshire 7% 79% -6
Blaenau Gwent 78% 79% -5
Aon Hewitt RCT 78% RCT 70% 71% -9
Bridgend 76% 71% 25
Merthyr Tydfil 65% 71% -16
Aon Hewitt Swansea 81% Swansea 82% 80% 20
Neath Port Talbot 76% 80% -20
Aon Hewitt Cardiff 82% Cardiff 82% 83% -2
Vale of Glamorgan 83% 83% 2
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2. lllustrative scenario: funding levels after reduction to eight unitary
authorities (existing eight funds)

Simply for illustration, we then consider eight funds remaining and 22 unitary authorities
reduced in number to eight, in line with the funds they are now in.

The funding levels as at 31 March 2013, still using standardised assumptions, would then
have been as shown in the last-but-one column in Exhibit 15 and now range from

71 per cent to 99 per cent. An averaging takes place between the former unitary authorities,
so that the new, larger unitary authorities would have funding levels that were weighted
averages of the former unitary authorities in each fund.

The notional gains or loss made by each of the former unitary authorities can then be
estimated in terms of changes to the funding deficit corresponding to the employees and
former employees of the former unitary authority. These are shown in the final column of
Exhibit 15. Changes are generally modest, since there would be histories in common,
but it is possible to identify the former unitary authorities making and taking the largest
contributions:

. biggest gain: £23 million improvement to funding deficit: the former Carmarthenshire;
and

. biggest loss: £25 million worsening of funding deficit: the former Bridgend.

3. lllustrative scenario: funding levels after reduction to nine unitary
authorities (existing eight funds)

Under this scenario, all existing unitary authorities participating in each LGPS fund merge
with each other, except that Bridgend (RCT Fund) merges with Vale of Glamorgan
(Cardiff Fund) to become a unitary authority. The merged entity would then be one of

two unitary authorities within one of the funds, for example the RCT Fund.

The updated results for this scenario are shown in Exhibit 16. For 17 of the former 22 unitary
authorities, the results are unchanged from Exhibit 1.
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Exhibit 16

Common basis

Post 2014 2014 Impact
merger Pre Post on deficit

unitary unitary unitary (Em)

Fund Participating unitary
actuary authorities

authority N authority Jauthority
merger merger
funding funding
level (%) @ level (%)

Hymans Gwynedd Gwynedd 1 99% 99% 1
Robertson
Conwy 103% 99% 12
Isle of Anglesey 93% 99% -12
Mercer Clwyd Flintshire 2 72% 75% -16
Wrexham 80% 75% 20
Denbighshire 74% 75% -4
Aon Hewitt  Powys Powys 3 80% 80% 0
Mercer Dyfed Carmarthenshire 4 94% 97% -23
Pembrokeshire 100% 97% 13
Ceredigion 101% 97% 10
Mercer Torfaen Torfaen 5 79% 79% -1
Newport 80% 79% 6
Caerphilly 80% 79% 6
Monmouthshire 77% 79% -6
Blaenau Gwent 78% 79% -5
Aon Hewitt RCT RCT 6 70% 69% 11
Merthyr Tydfil 65% 69% -11
Bridgend 7 76% 79% -15
Vale of Glamorgan 83% 79% 15
Aon Hewitt  Swansea City and Council of 8 82% 80% 20
Swansea
Neath Port Talbot 76% 80% -20
Aon Hewitt  Cardiff City and Council of 9 82% 82% 0
Cardiff
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For the remaining five former unitary authorities (Rhondda Cynon Taf, Merthyr Tydfil,
Bridgend, Vale of Glamorgan and Cardiff), the results change to different degrees.

The impact on Rhondda Cynon Taf and Merthyr Tydfil is now worse since they no longer
benefit from the relatively higher funding level associated with Bridgend pre unitary authority
merger. However, the impact on Bridgend is now dramatically better (a £15 million
improvement compared to a £25 million worsening) because it benefits from the relatively
higher funding level associated with Vale of Glamorgan pre unitary authority merger.

An opposite effect is seen for the Vale of Glamorgan which moves from a modest worsening
of £2 million to a larger worsening of £15 million.

Overall, the biggest impacts would be:

° biggest gain: £23 million improvement to funding deficit: the former Carmarthenshire
(as previously); and

° biggest loss: £20 million worsening of funding deficit: each of the former Wrexham,
Swansea and Neath Port Talbot (replacing Bridgend).

4. lllustrative scenario: funding levels after reduction to 12 unitary
authorities (existing eight funds)

Under this scenario, three unitary authorities continue (Carmarthenshire, Powys and
Swansea). Sixteen of the unitary authorities merge with one other unitary authority to
become a new unitary authority and finally three unitary authorities merge with two other
unitary authorities to become a new unitary authority.

The updated results for this scenario are shown in Exhibit 17. Not surprisingly, there is no
impact on the deficit position for Carmarthenshire, Powys and Swansea. In contrast,
Carmarthenshire was previously noted to benefit from a merger with unitary authorities with
better funding levels. There is also now no impact on the former Bridgend and the former
Neath Port Talbot because they have the same pre unitary authority merger funding level
(measured on a common basis) and therefore this will continue post unitary authority
merger.
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Exhibit 17

Fund
actuary

Hymans
Robertson

Mercer

Aon Hewitt

Mercer

Mercer

Aon Hewitt

Aon Hewitt

Aon Hewitt

* Indicates former fund before change of fund arising from unitary authority merger.

LGPS fund

Gwynedd

(Clwyd)*
Clwyd

Powys

Dyfed

Torfaen

RCT

(Swansea)*
Swansea

Cardiff

Common basis

Participating unitary f§ Post 2014 2014 Impact
authorities merger Pre Post on
unitary unitary Qunitary [ deficit
authority M authority | authority Jj (Em)

merger merger

funding funding

level (%) Q§level (%)
Gwynedd 1 99% 97% 9
Isle of Anglesey 93% 97% -9
Conwy 2 103% 88% 50
Denbighshire 74% 88% -50
Flintshire 3 72% 76% -18
Wrexham 80% 76% 18
Powys 4 80% 80% 0
Carmarthenshire 5 94% 94% 0
Pembrokeshire 6 100% 100% -1
Ceredigion 101% 100% 1
Torfaen 7 79% 79% -1
Caerphilly 80% 79% 6
Blaenau Gwent 78% 79% -5
Newport 8 80% 79% 6
Monmouthshire 7% 79% -6
RCT 9 70% 69% 11
Merthyr Tydfil 65% 69% -11
Bridgend 10 76% 76% 0
Neath Port Talbot 76% 76% 0
Swansea 11 82% 82% 0
Cardiff 12 82% 83% -2
Vale of Glamorgan 83% 83% 2
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Overall, the biggest positive and negative impacts are different from the previous scenarios
and their impacts are much greater (twice the size). Note that they arise under this scenario
purely because two unitary authorities with very different LGPS funding levels (on common
basis) are earmarked for merger:

. biggest gain: £50 million improvement to funding deficit: the former Denbighshire; and
° biggest loss: £50 million worsening of funding deficit: the former Conwy.

Although these largest impacts are much greater than for the previous Exhibit 16, there are
fewer significant impacts across the former unitary authorities as a whole. For example,

for a reduction to 12 unitary authorities (Exhibit 3), the impacts are £15 million or more in
four cases, whereas for a reduction to nine unitary authorities (Exhibit 3), the impacts are
£15 million or more in seven cases.

5. lllustrative scenario: number of funds were reduced to three (north,
west and mid, and south) and reduction to nine or 12 unitary authorities
There would be no further impact on deficit results measured on a common basis for each of

the new larger unitary authorities. This is because the three funds would each have several
(between two and four) of the new unitary authorities.

6. lllustrative scenario: number of funds were reduced to one and
reduction to nine or 12 unitary authorities
There would be no further impact on deficit results measured on a common basis for each of

the new larger unitary authorities. The single fund would have notionally segmented assets,
liabilities and funding levels for each of the new unitary authorities.

7. Comment on results under actual rather than standardised/common
actuarial bases

Considerations will include:

. lower funding levels, if more prudent assumptions, essentially moving back towards
the published funding levels for funds in 2013;

. development in funding levels between 2013 and 2016; and
. appointments of actuaries if fund numbers reduce from eight, to three or one.
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Appendix 4

Data on current administration and investment costs

Exhibit 18
Region g Fund Total Total Total Average f| Investment
assets f members investment admin cost (% of
(Em) management cost per j asset
cost (Em) member § values)
(£)
North Gwynedd 1,310 32,274 1.3 0.5%
Clwyd 1,215 34,675 1.0 6.4 7.4 28 0.5%
Middle  Powys 445 15,934 0.9 2.2 3.1 58 0.5%
Dyfed 1,667 42,573 0.9 2.1 3.0 22 0.1%
Swansea 1,376 36,072 1.0 11.6 12.6 28 0.8%
South Torfaen 2,073 51,256 2.0 5.6 7.6 40 0.3%
Rhondda Cynon 2,237 64,870 1.7 5.9 7.7 27 0.3%
Taf
Cardiff 1,466 34,722 1.0 4.1 5.0 27 0.3%
Total 11,789 312,376 10 45 55

Source: SF3 data published by DCLG for 2013-14

Administration and other (non-investment) cost data

The total cost across eight funds for 2013-14 was £10 million.

The data is shown graphically below, with comparisons back to SF3 data for 2009-10.
The smallest fund, Powys, continues to have the highest per member administration costs
with the differential from other funds increasing between 2010 and 2014. For three funds,
the average cost per member has reduced over the period. However, the scope of the
administration service provided by different LGPS funds varies, and within individual funds
the scope of service may also change over time.
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Exhibit 19

Average cost per member (£)
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Meaningful comparisons of administration costs between funds, and within funds over time,
are inevitably difficult.

The scope of the administration service provided by different LGPS funds varies, and within
individual funds, the scope of service may also change over time.

DCLG’s own analysis of the SF3 data for England and Wales for 2013-14 does show a
broad relationship between fund size (both in terms of assets under management and
number of members) and administration costs per member. Generally, the larger the fund,
the lower the administration cost per member, and this is borne out in Wales data.

Investment cost data

The total investment fees charged to the funds across the eight funds for 2013-14 was
£45 million. This is 4.5 times greater than costs on administration and other non-investment
related costs.
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Exhibit 20

Investment cost (% of asset values)
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Source: SF3 data published by DCLG for 2009-10 and 2013-14

As the chart above shows, investment costs vary greatly between funds in Wales,

and over time. There are many factors which affect investment costs and make meaningful
comparison difficult, such as:

o Asset allocation — different asset classes have different investment costs.

o Investment management style — passive management (as used extensively by Dyfed)
is lower cost than active management.

o Performance-related fee structures — each one will be structured differently, and as the
amount payable is variable each year, they can cause large fluctuations in investment
costs year on year. For example, a large proportion of the investment costs for the
Swansea Fund in 2013-14 are due to a large performance-related fee being payable
during the year, but which related also to cumulative performance from prior years.

o Changes to investment strategy or investment managers — transition costs can be
significant when implementing a change to the investment strategy or transitioning
from one investment manager to another.
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Appendix 5

A possible collective investment vehicle for Wales

Exhibit 21
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Potential CIV structure: the ACS

Exhibit 21 illustrates one possible model for the pooling of certain assets of the Welsh LGPS
funds into a central CIV or CIVs. It uses an ACS. The ACS is a tax-effective structure
introduced into the UK funds landscape in 2013. The participating LGPS funds would hold
units in the ACS under co-ownership and the model permits the operation of a number of
sub-funds under the one vehicle resulting in greater efficiency in terms of both establishment
and ongoing costs than other alternatives.

ACSs are not themselves subject to UK corporation tax, income tax or capital gains tax and
are tax transparent for income. Pension funds typically favour tax-transparent vehicles so
that they do not suffer ‘tax drag’ on their overseas investment returns. Management services
supplied to an ACS should be exempt from VAT under the management of ‘special
investment funds’ exemption.

An ACS and its operator would require authorisation by the FCA and would be subject to its
ongoing supervision. Each sub-fund of the ACS may have its own investment objectives and
different investment managers may be appointed for each, thereby allowing the ACS to
benefit from the full range of cost efficiency, expertise and market performance available in
the market.

Operator models

The ACS structure for a CIV requires there to be an operator, to be authorised by the FCA.
Day-to-day interactions involving cash flows and asset allocation instructions would be
through the Administrator appointed by the operator. The investment performance of each
LGPS fund would depend on its choice of asset allocation, with reliance on the operator to
deliver effective performance from each sub-fund.

There are two main delivery models for an operator: build or rent:

° Building an operator would create a Welsh LGPS funds/Welsh Government asset.
It could be located locally, and could generate some internal management efficiencies
on asset management. Establishment and authorisation would take longer, and have
significant costs. Risks would have to be managed. ‘Build’ is the option that London
CIVs have chosen to implement.

° Renting an operator is the faster and lower initial cost route to setting up a CIV.
Procurement processes under OJEU would be required. Interest from a number of
possible providers might be expected. It is likely to be the lower-risk route, particularly
if levels of take up are modest. ‘Rent’ is the option that the SWT is currently
understood to be considering.

Delivery models involving private sector partners have lower initial set-up costs for
government.

However, these costs would ultimately be passed back to government as operating costs
over the life of commercial agreements.
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Governance

A practical way to separate the operational and oversight functions would be needed.

The operator would be responsible for delivering the envisaged savings. Its key functions
may be to establish investment sub-funds, and to appoint, manage and dismiss investment
managers to operate them. Oversight could then be by a separate body, an Investment
Board which would be accountable to the Welsh LGPS funds and to the Welsh Government
for the performance of the operator. The primary benefits of the separation of the operator
and oversight functions are:

o As it would not require FCA regulation, the Investment Board could bring a range of
perspectives to the oversight role. The Welsh LGPS funds would be fully represented,
channelling their voices through the board.

° The board viewpoint could be wide, including economic and infrastructure issues.

. The operator could focus solely on meeting investment challenges, to deliver
investment savings and performance, at scale, in each asset class that it offered.

The Board could be the forum for aggregation of portfolio information and analysis, enabling
a single consolidated view of performance.
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ALL WALES COLLABORATION

1

Executive Summary

This paper outlines the background and relevant details to support the eight Welsh LGPS Funds (“the
Welsh Funds”) in their considerations in establishing a collaborative governance and investment
framework. The paper recommends that the Welsh Funds:

MERCER

Spend time to develop a shared set of principles for collaboration.

Pursue a more collaborative approach in order to avail of key benefits that include economies
of scale and lower costs, increased consistencies, enhanced governance and operational
management across the Welsh Funds.

Select a single passive provider for passive global equities to obtain immediate cost savings.
A pooling structure would not be required to achieve these gains.

Establish a pooling framework to extend on collaboration beyond passive global equities

Adopt a regulated (pooling) vehicle along with a model that supports leveraging the
infrastructure of a third party provider (rather than building such infrastructure internally). In
addition, the paper suggests that the Welsh Funds should look to appoint a provider with
appropriate experience who can provide an optimal level of governance and operational
support, reducing both the risk and cost of developing internal resources and capabilities to
operate the new framework.

Consider framing the new collaborative framework as optional for each Welsh Fund but target
mandates that are common to all to ensure strong uptake and an engaged and simple
approach.

Consider both active global equity and UK equity as the two immediate mandates to
commence with the new collaborative framework. The analysis outlined in the paper
highlights that these two mandates are consistent across the vast majority of funds and offer
the greatest potential for cost savings.

Agree a set of next steps to take forward the project, including a workshop / training session

and development of a project plan, including the potential tender process to assess suitable
partners/providers to support the new collaborative framework.

Tud. 133
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ALL WALES COLLABORATION

2

Background and aims of this report

Background

We begin at the point at which the eight LGPS Funds in Wales have decided that there is merit in
exploring whether investing collectively is worthwhile and how it might be achieved.

The previous report on this issue, compiled by PwC, suggested that there would likely be savings (or
improvements in net return) if assets were pooled. We agree with this concept, although clearly
there are many variables here; not least of which is the issue of the degree of take up within any
collective arrangement.

The previous report suggested that savings of between £1.6m and £4.4m could potentially be made
(depending upon the investment model adopted). The obvious starting point therefore is to consider
whether any quantum of those savings could be made by keeping things simple and leveraging
existing arrangements. We do this in Section 5.

We have not looked to repeat any of the work carried out previously (although we do provide an

analysis of the current situation in Section 5 for context). It is a matter of fact that the majority of
investment managers will levy lower fees if dealing with a single large pool of assets relative to a
larger number of smaller mandates.

Investing collectively will also likely allow the Welsh Funds to access asset classes and build
strategies (cost effectively) that can make more sense with scale. Alternative assets are the obvious
example.

Nonetheless, we are also cognisant of the fact that numbers showing cost savings can be open to
interpretation and are heavily assumption dependent. It has to be accepted that there are also
gualitative arguments that come into play too. For example, we would argue that a more focused,
nimble / market aware approach could be taken under a collective, professionalised structure that
would not be possible under a single Fund approach operating under a typical “Four Committee
meetings per year” arrangement.

Investing collectively can take many forms, and we have assumed that a regulated entity of some
description is the most sensible route; however this is discussed further in Section 7.

With a regulated entity however comes a plethora of operational and compliance related issues,
which leads to the question of whether to “build” that entity or to “rent” the associated infrastructure.
Regardless of either building the capabilities to manage an investment vehicle in-house or appointing
a partner with existing infrastructure, it is critical that the Welsh Funds establish an appropriate
governance and investment framework to support the decision-making process (both taking and
implementing decisions) to ensure that the collaborative framework operates efficiently.

This report

This report develops a business case for the establishment of a governance structure and
investment framework that will allow the eight Welsh LGPS funds to invest collaboratively. We
have approached this project on the assumption that participation will be optional and that asset

MERCER 2
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ALL WALES COLLABORATION

allocation will remain a local decision; in short we have looked at options that are flexible enough to
cope with the many or the few.

The vision, as we see it, is to create a vehicle, which forms part of a collaborative investment
framework across the Welsh Funds, whereby efficiencies are maximised (both in investment fees,
investment returns and operational efficiency) by having participants’ investment needs optimised
through such a vehicle. Creating a flexible vehicle will, we believe, maximise participation.

The business case will:

e setout governance requirements in establishing a collaborative investment framework;

¢ highlight possible options for the structure of a collective investment vehicle, within the new
framework;

o identify how in practice such a vehicle can be implemented and managed on an ongoing
basis;

o consider financial savings and costs that could be anticipated,;

o identify any practical difficulties which would need to be overcome;
set out next steps and project plan to set up the new framework.

In addition we wiill:

e consider any legislative implications;
o identify a clear Governance model.

Integral to this whole project is the issue of “building” versus “renting” the chosen structure and both
will be considered. However, no degree of asset pooling can occur without first considering
governance structures and so we consider this early in the report.

MERCER 3
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3

Are the benefits of collaboration proven?

In order for collaboration to be proven to be effective, the overall ‘result’ needs to lead to improved
investment returns net of fees.

Fee savings are tangible, but arriving at improved investment returns may require a different
approach to decision making and a long term outlook, and the impact of these factors are less simple
to calculate, particularly over short term periods.

In short, we suggest that by delegating the implementation of investment manager decisions to a
collective vehicle (in which each Fund will have representation and control across decision-making),
individual Committees will be free to spend more time on the issues that really impact the bottom line;
namely investment and funding policies. Of course the impact here is virtually impossible to quantify
except over the long term, but various academic research suggests that if governance is improved
(often by focusing on the big picture items) then there is a significant return premium to be earned.
(This is discussed further in Section 4).

LGPS funds are long term investors and we do believe there is a premium therein. We have carried
out analysis that supports the theme of investing for the long term through engaged ownership and
its financial benefits are well supported. Putting in place a structure which looks to deal with
leakages arising from a short term outlook can increase asset values by as much as 25% over a 20
year accumulation period (Ambachtsheer, 2013). We would argue that a collective vehicle funded by
a number of committed, long term investors could have the potential to reap the rewards if the right
principles are established at outset.

The opportunity to collaborate has the potential to allow the Funds (in aggregate) to achieve things
that perhaps weren't possible in isolation and in turn provide greater flexibility and choice. Let's take
Alternatives and specifically “Real Assets” as an example. This is an increasing area of focus for
LGPS funds with their inflation linked liabilities, but one that can present difficulties for individual
funds to properly access the best of the market without the appropriate scale. A carefully considered
collective vehicle, tailored for the needs of the LGPS, would have distinct merits — managed by the
LGPS for the LGPS.

Collaboration also allows operational efficiencies to be realised. Currently eight Funds are
independently diverting internal resources and paying fees to external providers. Where there is
commonality in services required, whether it investment related (e.g. a manager selection
requirement for a particular asset class) or operational (e.g. use of a custodian) collaboration can
drive operational efficiencies of a significant magnitude.

There will always be a tipping point in terms of economies of scale becoming diseconomies, but
unfortunately there is no definitive evidence that quantifies a particular level. For example, significant
scale may mean that smaller boutique managers do not have capacity to come on board. At current
asset levels, we would not envisage this to be an issue for the Welsh Funds, but it will be one to
watch over time.

In practical terms, there are an increasing number of pension schemes both exploring and adopting
collaborative governance and investment frameworks. A number of our clients, with similar
challenges to the Welsh Funds have implemented such solutions and are achieving the benefits of
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collaboration (economies of scale and lower costs, enhanced governance and increased speed of
decision making, efficient implementation and improved performance) on an ongoing basis.

Summary:
e The key benefits to collaboration are:

0 Increased scale to reduce cost and improve diversification potential;

o Improve consistent and simplification of investment arrangements;

o Co-ordinated governance to improve operational management of Welsh Funds,
including speed and implementation of decision-making.

MERCER
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A

Governance issues and a shared vision?

Key to any potential collaborative project is whether each individual Fund is on board and willing to
commit to a shared set of principles. With this in place, a sensible governance structure will be
easier to achieve.

It is worth noting that we are not recommending any degree of compulsion for any individual Welsh
Fund to invest in a collaborative entity. However, regardless of whether a structure is built or rented,
each Fund (and its associated Committees), if deciding to use the structure, will need to be on board
with the concept of delegation to a collective entity of some description in terms of manager
selection, monitoring and implementation. With this in mind, we would suggest that it is crucial that a
joint vision or set of principles is established at outset that local Committees can buy into and
reference at future points.

We would strongly recommend that after consideration of this report, the eight Funds prioritise the
establishment of a shared set of principles. Issues to resolve will include:

e What is the primary aim of collaboration?
Cost savings
Pursuit of excellence — governance and investments

Defence against merger
Implementation of a long term investment philosophy

o]
o]
o]
o]
e How will success be measured?
o Will decisions require a majority or full consent?

o Will all Funds approach engagement with Committees collectively or individually (at outset
and on an ongoing basis)?

o How will operational issues such as procurement be dealt with?

¢ How often and where will the group meet, and with the difficulties presented by geography
and travel, will sub groups for potentially separate work streams be established?

¢ What asset classes / mandates to include in the initial collaboration framework?
Governance

Good governance is crucial.

There is academic research that suggests the existence of a good governance premium; ranging
from 0.05% p.a. (Clarke, 2007) to 1-3% p.a. (Ambachtsheer 2007, Watson Wyatt 2006)

“Pension Fund Governance can make a positive difference to financial performance, cost efficiency,
and the trust of stakeholders in the institution” (Clark, 2007)

MERCER
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There are several reasons as to the relevance of a governance premium in this case. In the first
instance, by delegating investment manager issues to a collective entity, the more important
considerations of funding and investment policies can be given more time by Committees (locally) at
each Welsh Fund. Of course this assumes that all Funds do use the collective entity to a significant
degree. Second, the governance structure of the collective entity itself is of utmost importance in
terms of the role it plays in efficient decision making and implementation.

Any collective entity will have an Investment Committee of some description that will need a Terms of
Reference to determine its precise make up and roles / responsibilities and this will become more
tangible once a collective model is established. In the meantime, we would make the following initial
suggestions:

o All Funds participating will require representation, but on the grounds that it is our opinion
(and experience) that smaller groups tend to operate more efficiently, we would recommend
that each Fund has just one representative;

o Depending on the structure chosen, it may be that an independent chair and a secretary are
considered. Otherwise, it may be worth considering having a rotating chair with perhaps each
Fund’s representative serving as chair for six months;

¢ To maximise the professionalism of decision making, we would suggest that the Fund
representatives are Officers with investment experience / expertise rather than elected
officials;

e It may be worth considering having an elected official from each local Pensions Committee
form a Consultative Committee that could receive periodic reports from the Investment
Committee.

Summary:

o Key to any potential collaborative project is whether each individual Fund is on board and
willing to commit to a shared set of principles.

e We would suggest that these principles are formalised at outset and are focused around:

Aims of collaboration
Measures of success
Decision making process
Engagement at a local level
Operational considerations

O O0OO0O0O0

e In putting in place an appropriate governance structure, a balance needs to be struck
between retention of issues at a local level (where appropriate); but the need to delegate
aspects where it “makes sense” to do so.

MERCER 7
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5

Increasing efficiency within the existing arrangements

It would seem sensible before embarking on a project requiring change, to consider whether there
are efficiencies that can be easily exploited within the existing arrangements.

We have considered the following areas:

e Investment manager fees (based on commonalities across current assets / manager
structure);

e Other expenses (e.g. custodian and consulting costs).
Investment manager fees
An obvious place to start is to review the aggregate investment manager fees currently in place

across the eight Funds. We set out below a summary of asset allocation and the manager fees paid
at an aggregate level.

Assets % of

(Ebn) assets  Total fee (Em) Average fee
UK Equity 25 20.7 11.7 0.47%
Active 1.3 10.8 10.9 0.82%
Passive 1.2 9.9 0.6 0.05%
Global Equity 4.4 36.0 15.6 0.35%
Active 3.3 27.3 14.6 0.44%
Passive 1.1 8.8 1.0 0.09%
Emerging Market Equity 0.4 3.2 1.9 0.47%
Active 0.2 2.0 1.7 0.69%
Passive 0.2 1.2 0.2 0.13%
Property 0.8 6.5 3.8 0.35%
Diversified Growth / Balanced funds 0.7 5.6 1.6 0.24%
Alternatives 1.2 10.0 111 0.91%*
Bonds 2.2 17.9 4.0 0.18%
Corporate bonds 1.6 13.0 3.5 0.22%
Government bonds 0.6 4.9 0.6 0.10%
Total 12.2 100.0 49.7 0.40%

Source: All Wales. May not sum due to rounding. Based on data as at 30 September 2014.
1 Approximate — based upon the data provided. Where fees were not provided an estimate has been made. Underlying manager fees
have been excluded unless explicitly provided.
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In establishing any potential cost efficiencies within the existing asset structure we reviewed the

following areas:

e Aggregate fees — how do fees of the eight Funds in aggregate compare to other large

mandates?

Commonalities within active UK and global equity strategies
Potential for savings within passive mandates

Initial thoughts on alternatives

Implications for bond portfolio

A summary of our findings is below. Further detail on each aspect is outlined in the appendix.

Comment

Aggregate fees

Current fees are generally competitive across the board compared to our
Global Fee Survey (used to benchmark fees relative to the industry).
However, the Fee Survey does not provide information on mandates of the
scale possible across the eight Welsh funds collectively.

Commonalities within active UK
and global equity strategies

There is limited commonality between the Funds’ manager line-up, and
even where there are consistencies at a manager level, due to the client
specific requirements in the majority of cases there is little scope to enable
Funds to leverage any economies of scale under the current structure.

Given the allocations and consistency of UK and global equity across the
schemes, these mandates offer the greatest scope for initial collaboration.

Potential for savings within
passive mandates

Fees are relatively good value compared to other passive mandates
globally. However, specific to the LGPS we are aware of the leading
passive managers becoming increasingly commercial to win (or retain
business).

We believe there is potential for fee savings in Wales as a collective
seeking to negotiate with the leading passive managers. Based on halving
the existing fees (based on our experience this would not be unsurprising),
this could lead to savings of £800,000 p.a.

We would caution however that other factors (such as profits on stock
lending and costs of trading) would also need consideration.

Initial thoughts on alternatives

It is very difficult to quantify any potential for immediate cost savings
through leveraging any commonalities due to complex structures in place.
There is also little point in attempting to renegotiate fees with private
markets managers given the Funds are “locked in” to these investments.

There is potential for significant savings should Funds collaborate on
alternatives under a revised model — but the “model” will need to be in place
first.
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Comment

Implications for bond portfolios The make-up of the individual Funds’ bond portfolios are wide ranging, and
can broadly be categorised into UK Government, UK Corporate and Global
bonds.

There is little commonality between mandates and so little scope to harvest
significant fee savings. We do however note that from a strategic
perspective the case for holding bonds in the current environment is
changing. Therefore to the extent to which these mandates are up for
review there may be more potential for collaboration going forward.

Other expenses The Funds incur other expenses of c£1.6m p.a., with the largest expenses
relating to custodian and consulting costs.

We would view custody as an area where fee savings could be made.
From the data provided, there are at least 3 named custodians (HSBC,
BNY Mellon and Northern Trust) and by looking to procure a single
custodian we would expect significant savings to be made as a result of
incredibly aggressive pricing in the market. We would suggest any wins
here are considered as part of the wider collective investment model for
Wales as opposed to a stand-alone custodian decision being made.

Summary:

e We have investigated the potential for cost efficiencies in respect of investment manager
fees and other expenses under the existing arrangements. Given the allocations and
consistency of UK and global equity across the funds, these mandates offer the greatest
scope for initial collaboration.

e The diversity across mandates suggests that there are limited initial savings to be made
without aggregating assets in some way. The exception would be the passively managed
funds, which could achieve savings of c£800,000 p.a. should the funds appoint a common
manager.

o There is also potential fee savings to be made in respect of appointing a common custodian.
We would however suggest that this is considered as part of the wider collective investment
model being considered for Wales under the buy or rent structure.
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6

Asset Pooling

In technical terms, asset pooling is the commingling of assets from multiple investors into one
vehicle. Investment managers and pension schemes tend use the following five structures to
commingled assets:

» Corporations

e Trusts

e Insurance companies

» Partnerships

» Contractual arrangements

Without pooling

Welsh Fund 1 Welsh Fund 2

Custody Custody Custody
account 1 account 2 account 3

Manager 3

Manager 1 Manager 2

With pooling

Sh Fu

Asset pool / collective structure
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Main Challenges in Asset Pooling

A significant challenge in successfully pooling assets is achieving scale to cover set-up costs,
ongoing operating expenses and governance costs. Scale is also required to make the structures
efficient and have a reasonable expense ratio on an ongoing basis. Another large challenge is
collaborating with local fiduciaries and internal stakeholders to obtain approvals and support for the
asset solution. A smaller challenge is to align the investments and asset classes to the right vehicle
to ensure smooth operations and quality accounting; however, if scale cannot be achieved running
multiple funds and structures become expensive.

Potential Benefits in Asset Pooling

In our experience, schemes pool assets to realise the following benefits:

Ability to leverage larger plan scale to smaller plans reducing fees and operating costs

Better diversifications and investment opportunity set for smaller plans

Investment decisions taken by people with experience and expertise

Greater control over investment decisions

Better risk management over investments and liabilities

Faster investment decision-making and greater ability to respond to dynamic markets across all
investor plans in a short time frame

Improved transparency and governance

o Reduced governance resource demands at a local level

o Reduced administrative, legal and transition costs associated with changing managers or portfolio
construction

It is important to highlight that achieving the benefits above depends on the operational management
and implementation efficiency of the new structure.
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v

Available structures

In establishing a collaborative investment framework, the assets of the plan will be required to be
“pooled” in some form. This pooling aspect can be achieved through an unregulated or regulated
structure.

Unregulated Structures

An unregulated structure is not subject to the same level of oversight and governance as the
regulated vehicle. Options include:

¢ Increase efficiency of existing arrangements i.e. selecting common managers and negotiating
lower fees (as discussed in section 5) ;
e Common Investment Funds.

At first glance, a common investment fund may feel like a more simple solution. However, it doesn’t
solve any governance issues for the eight Welsh Funds. There would need to be a lead authority or
a joint body of some description that would take responsibility for manager selections, reporting and
monitoring, transitions, and unitisation.

From a risk perspective, a regulated structure with proper operational controls and expertise will
provide a more robust solution and establish a professional framework that would stand up to best
practice and ensure the Welsh Funds are meeting appropriate standards.

Regulated Structures

Some of the key factors / drivers to be considered in determining the most suitable regulatory regime
include:

o Investor type — retail or institutional

e The investment strategy to be adopted within the Fund i.e. asset classes and investment
approach

e Required degree of flexibility and control
e Future proofing

Options available include:

e UCITS, or,;

e Qualifying Investor Alternative Investment Fund (“QIAIF”) (replacing the Non-UCITS QIF
effective 22 July 2013)
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UCITS

UCITS (Undertakings for Collective Investment in Transferable Securities) are defined under a
European Union directive which covers the coordination of national laws, regulations and
administrative provisions in relation to collective investment in securities.

In general, UCITs operate on the basis of their availability to the “man in the street” and their
investment & borrowing powers are not negotiable. However, they are also used by institutional
investors for whom the drawbacks noted below are not significant.

e Restrictions on the investment and borrowing powers of the UCITS and on the use by the
UCITS of leverage and financial instruments.

o Where financial derivative instruments are utilised by a UCITS, the UCITS must establish an
extensive risk management process (“RMP”) which must be approved by the Regulator.

e Higher cost of legal & regulatory compliance e.g. RMP, UCITS IV Business Plan and the
production of Key Investor Information Document (KIID).

e UCITs can be sold without any material restriction to any retail investors in the EU. This is
subject to compliance with local regulatory rules.

A UCITS fund may be established through any one of the following vehicles:
e An investment company;
e A unit trust; and
e A tax transparent fund.

QIAIF (“Non-UCITS")

Non-UCITS are generally intended for institutional investors and have few investment restrictions.

The Welsh Funds could self-impose any investment restrictions through the fund’s investment
guidelines rather than having to adhere to strict regulatory imposed guidelines. Non-UCITS offer:

o Greater flexibility with respect to investment styles and restrictions;
o Extensive risk management process not required;
e Quicker upfront and ongoing change approval process with Central Bank;

e Compliance with domestic legislation.

It is likely that the QIAIF is the most suitable regulatory regime to meet the Welsh Funds’
requirements.

Recommendation

The decision as to which fund vehicle, regulatory framework or structure is most appropriate for the
Welsh Funds will be dependent upon a variety of considerations including:

¢ Investment Strategy (now and in the future);
e Foreign Tax Considerations;
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¢ Whether the fund would be offered to new investors over time;
e Speed of Authorisation.

The key factor for the Welsh Funds is investment strategy; and in particular the likelihood of
investment in alternative asset classes. The non-UCITS regulatory structure would provide necessary
advantages of investment flexibility and future-proofing.

However, the decision to choose an appropriate vehicle will depend on the “build” v “rent question. If
the Welsh Funds choose the “rent” model i.e. to leverage the existing infrastructure of a third party,
then the vehicle chosen would be made in conjunction with, and the input and support of, the
appointed partner.

Vehicle Domicile

Within Europe, the leading (and proven) fund domiciles are Ireland and Luxembourg; although we
note the recently available option of a UK Authorised Contractual Scheme. The choice of vehicle
between Ireland and Luxembourg is finely balanced and we would suggest that this issue is
investigated further as and when the Welsh Funds move towards asset pooling.

Summary:

The main decisions in respect of a chosen collaboration structure are as follows:

e Regulated or unregulated: We would suggest that a regulated structure with proper
operational controls and expertise will provide a more robust solution.

e Type of regulated vehicle: If a regulated vehicle is agreed upon, the options relate to
whether a UCITS or QIAIF (“non-UCITS”) structure is adopted. We would recommend a
QIAIF as this provides fewer investment restrictions and provides the Welsh Funds with
flexibility to self-impose their own investment restrictions as opposed to having to adhere to
regulatory imposed guidelines.

e Vehicle Domicile: We would suggest that this issue is investigated further as and when the
Welsh Funds move towards asset pooling — but the leading fund domiciles are currently
Ireland and Luxembourg based.
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8

Build or rent?

Management Company and Governance
In order to establish a Welsh fund / vehicle, a Management Company will be required.

The Management Company is responsible for the running of the fund but generally delegates its
main day-to-day functions (fund management, custody and fund administration). The Management
Company has a fiduciary responsibility for the fund and must exercise oversight and appoint all
delegates. The Regulator needs to be satisfied as to the suitability of the management company, its
directors, shareholders and share capital.

The main duties of the Management Company are to:

e Issue the Prospectus (which contains details of the underlying investments and certain
required disclosures). This is approved by the Regulator and must be kept up to date;

e Appoint appropriate advisors;

e Monitor investment performance

e Administer the subscriptions and redemption of units;*

o Value the assets, calculate the net asset value per unit and keep books of account;*
e Prepare the annual report and accounts;*

e Make necessary filings and ensure compliance with applicable regulatory and legal
requirements.

In practice, the items marked with an asterisk (*) are often delegated to an Administrator.
The options for the Management Company are:

1. Establish your own Management Company;
2. Use the Management Company of a third party custodian;
3. Access the Management Company of third party provider to tailor a Welsh solution.

Option 1 — Establish a Management Company (the “build” option)

We outline here the requirements, timelines, costs and ongoing obligations associated with the
establishment of a management company and related regulated fund structure (the “Fund”). The
management company could be located in any of the main jurisdictions for fund domiciles (Ireland,
Luxembourg, for example and most recently the UK). The principles, cost and timelines are broadly
similar regardless of the choice of fund domicile.
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In summary, the following practical elements should be considered when deciding whether to
establish a fund:

1. Initial set—up of a regulated Fund, to include the Management Company being
authorised in accordance with AIFMD (Alternative Investment Fund Managers
Directive).

The essential elements of the authorisation process which would need to be undertaken are
outlined below:

Choose an appropriate legal structure for the Fund
Choose regulatory framework for the Fund
Establish Management Company

Put in place required governance structure

Appoint Directors

ZA L A

Alternative Investment Fund Manager entity selection and authorisation * for prudence
we have assumed AIFM license is applicable

7. Appoint all 3" Party Service Providers
a. Investment Manager appointment and authorisation
b. Administrator / TA
c. Depository
d. External Legal Counsel
e. External Tax advisors
f. External Auditor
8. Appoint External Directors
9. Fund Approval (Regulatory)
10. Fund Set up and launch (Operational)

Timing

As a guide, we estimate that the minimum timeframe involved to establish a fund and related entities
is 12-18 months. This timeframe, however, would be prolonged considerably if the appointment of
any external service provider, such as the investment manager or administrator to the Fund, were to
trigger the OJEU Process (and it is more than likely that this would be the case). The timeframe is
also contingent on a dedicated team of internal and external resources working on this project on a
full-time basis and all aspects of the project going to plan.

The timing will be dependent on the level of complexity. Whilst the regulatory authorisation
timeframes are not extensive, the level of preparation in terms of making key decisions, drafting and
negotiating contractual documentation, and establishing all of the required structures in place
requires the majority of resources, in terms of time, cost and key personnel.
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Costs

In addition to the external tax and legal costs that we expect will be incurred (estimated to be in the
region of £0.5m to £0.8m) considerable resources, both internal and external (in the form of
consultants) in terms of time and costs need to be considered.

We estimate total resource related costs (internal and external) to be in the region of £2.7 to £3.1 m
bringing the total initial cost estimate to between £3.2m and £3.9m.

This estimate is based on Mercer's own experience and cannot be relied upon as a definitive figure
and is also contingent on no OJEU processes being triggered.

Capital Requirements

Under AIFMD, the initial capital requirement for the Management Company is estimated to be
between £3 - £6 million. This amount is subject to regulatory change and ongoing monitoring by the
Welsh Funds.

2. On-going considerations

Having established a Management Company and related Fund, the Welsh Funds have ultimate
fiduciary responsibility.

While certain functions may be outsourced, there is a requirement that the Fund is not a “letter box”
entity. The Management Company will need to satisfy the Regulator on an ongoing basis that it has
adequate management resources to conduct its activities effectively and employs personnel with the
skills, knowledge necessary for the discharge of the responsibilities allocated to them.

There are considerable ongoing governance, oversight and reporting requirements to be undertaken
by the Welsh Funds as a result of the establishment of regulated entities and funds. Examples
include:

Board representation and quarterly Board meetings

Required governance structure and committees, internal policies and procedures to mitigate risk
Oversight of all service providers

Regulatory reporting and filings

The Welsh Funds will be subject to the Regulator’s supervision, which is carried out as follows:

Analysis of returns submitted to the Regulator

Risk-rating of companies

Themed and general inspections

Review meetings

Regular correspondence and engagement with companies under Central Bank supervision

The Welsh Funds will need to ensure sufficient ongoing internal resources are available to
accommodate all of the ongoing requirements.

The Regulator has the power to impose sanctions on regulated entities for breaches of regulatory
requirements ranging from substantial fines to, ultimately, the loss of authorisation. It is therefore
crucial that any regulated entity has access to an adequately resourced and experienced team of
compliance professionals. As is common with regulators around the world, the Central Bank is
increasingly focused on supervision and enforcement.
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We have provided an overview of the steps and costs only. If more detail is required we
would be happy to provide additional information.

Option 2 — Access the Management Company of a third party provider (the “rent”
option)

The second option would be to use the standalone, pre-existing Management Company of a
Custodian or an Investment Manager (for example).

As the Management Company is legally responsible for appointing the custodian, administrator and
investment managers, it would be important to ensure that a suitable governance framework was
established which would ensure that the Welsh Funds’ preferences for investment managers could
be satisfactorily accommodated without compromising the Management Companies’ legal
obligations. In addition, there is the potential for conflict as the Management Company would
effectively be overseeing themselves in the role of custodian and fund administrator.

This approach would provide the benefits of avoiding to “build” an internal management company
and therefore avoid the associated cost and complexity outlined in Option 1.

However, it should also be noted, that while a Custodian and/or Investment Manager may be able to
provide a Management Company and infrastructure, the needs to support a collaboration framework
are typically wider. The Welsh Funds would still require internal resources to support the governance
and operations layer outside the Management Company to cover project management, manager
appointments and implementation and asset transition.

A custodian would not typically have the internal investment expertise or capabilities to provide this
wider support. In addition, the appointment of an investment manager in this role may create
challenges with other investment managers managing the assets of the Welsh Funds in that they
would need to provide their stock holdings and undertake fee negotiations (typically confidential
information) with a competitor.

Notwithstanding this, Option 2 would be a viable option where the Welsh Funds would like to
establish an internal team (significantly less than would be required under Option 1) to co-ordinate
their investment arrangements.

The costs of Option 2, along with those of Option 3 for comparison are covered below, and we have
also provided a comparison of included “services” between the two options.

Option 3 — Access the Management Company of third party provider to tailor a Welsh
solution (a further “rent” option)

The third option is for a third party provider to tailor a solution for Wales using their existing
infrastructure and in addition, to support the operational co-ordination of the new framework on a day
to day basis. Ideally a provider would be found who has experience of this role with other UK
pension schemes and has established a number of different umbrella fund structures. This means
that the Welsh Funds would not need to go through the full legal process of establishing a fund - the
provider could simply launch a bespoke fund via an umbrella structure.

In addition, Option 3 would not require the development of internal Wales’ resources as the
appointed provider would provide the expertise, project management and operational governance to
set up and operate the new arrangement on behalf of the Welsh Fund.
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Some thoughts on the differences between Options 2 and 3

The difference between Option 2 and Option 3 is that the latter allows for an integrated investment
advisory support to the Welsh Investment Committee decision-making process, along with
implementation in terms of set up, execution of manager appointments / replacements, transitions
and rebalancing etc. Depending on the specification requirements of the provider, it would also allow
for operational due diligence of the underlying investment managers and real time risk / portfolio
reporting of manager’s portfolios. Depending on the chosen provider, Option 3 would also allow for
additional scale in terms of securing lower manager fees.

Specifically, Option 2 would not allow for the following:

manager fee reductions (ho access to global buying power)

manager selection and implementation

portfolio construction, analysis, (manager allocations, manager styles)
expertise to connect holistically with each Fund’s liabilities

the support of decision-making that needs to be integrated with implementation

It is also unlikely that Option 2 would provide support in terms of co-ordinating and execution
between managers, transition managers, custodians, pension advisors, legal advisors. It is therefore
likely to require specialist / specific Officer support; perhaps in the form of a dedicated project
manager.

We suggest a more framework based approach with a single provider that can support the full remit
to the Welsh Funds to ensure all of these parties are co-ordinated and ensure an efficient set up and
effective ongoing investment governance around the collaborative framework.

Further, we believe there to be a number of advantages to Option 3:

1. Itis arguably the most efficient option in terms of timing and cost;

2. The provider will have a dedicated team of professionals across investments, operations,
legal, compliance and risk management;

3. Specialist transition management services;

4. Independent oversight of the Administrator/Custodian;

5. Because the Management Company and fund are not public bodies, we understand (and
have taken advice to the effect) that there would be no requirement to procure third party
providers via the OJEU process;

6. Depending on the provider chosen and the investment managers that are ultimately used,
there is the potential for even greater fee savings than the collective Welsh assets would
bring. (For example, the Welsh Funds would likely also leverage the provider's scale of assets
under management with many managers);

7. Lower operating, administrative, legal and governance costs at inception and on-going;

8. No set-up costs for the Welsh Funds to cover;

9. Lower internal resource requirements to manage and monitor the vehicles and underlying
managers;

10. Limited operational risk;

11. Limited regulatory risk;

12. Flexibility — there will be minimum asset sizes required to make this option viable (and also
attractive to providers) but it may mean that individual Funds do not need to sign up at outset.

Under this option, the Welsh Funds should have flexibility to determine the make-up and the Terms
of Reference of the Investment Committee of the Management Company. There will be some
stipulations / parameters from the provider on the basis of the regulatory requirements of the
structure itself. The key point here however is that the Welsh Funds would have majority
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representation on the Investment Committee and would therefore be predominantly responsible for
investment manager appointments and portfolio structure (for example the asset allocation within an
equity fund).

Because the set up costs of this option are absorbed by the provider (and probably recouped by way
of a minimum ongoing fee once assets are invested) there are no cost implications for Funds who
decide not to participate from the outset. This does however assume that a minimum scale is
achieved via those Funds who do invest.

It is also worth raising the issue of ongoing advice in terms of manager selection and implementation,
and monitoring. Under Option 3, all these items are covered and there would be no requirement for
individual Funds who are committed to engage these services at a Fund level. Of course, it may be
the case that existing Fund consultants and advisors are engaged to provide advice on the
recommendations of the Investment Committee to the collective structure, but that would be an
individual Fund choice.

Nonetheless, we understand that, in order to fully assess the differences between Options 2 and 3,
the Welsh Funds may wish to seek proposals from interested parties along with associated cost
estimates.

Costs of rental (Options 2 and 3) versus current approach

We outline below the indicative costs associated with the existing approach compared with either of
the two rental options.

As a starting point, and for simplicity, we have taken the eight Funds’ active global equity allocation
and assessed the potential costs of a collaborative approach according to various levels of take up.
(We consider equities in totality later in the report).

There are several reasons for starting with one asset class only:

e It is more tangible in the sense that the simpler we make it, the fewer assumptions that are
needed;

o We think that by starting with one asset class and getting a structure in place, it is more likely
that any collaboration project will actually get off the ground;

o Global equity is arguably far less controversial (and easier for a collective to agree on) than a
wider ranging project such as “alternatives”;

e Once a robust governance structure is in place, more complex decisions such as the structure
of an alternatives portfolio have a proper forum for discussion.
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Take up by Welsh

Funds 100% 50% 25%

Current Approach (%) (Em) (%) (Em) (%) (Em)
Manager Fees 0.44% 14.6 0.44% 7.3 0.44% 3.7
Option 2 -

Custodian (%) (Em) (%) (Em) (%) (Em)
Approach

Manager Fees 0.37% 12.5 0.41% 6.8 0.42% 3.5
Structural Fee 0.04% 14 0.06% 1.0 0.10% 0.8

Implementation Fee

Not included as part of the service and potentially difficult to quantify. Items for inclusion include investment
advice (for manager selection), transition fees, advice on terms of reference for Committees, monitoring of
custodian / third party provider. For illustrative purposes 0.01% = £0.33m which may be useful when considering
the associated advisory and procurement services still required under this model.

Total 13.8 7.8 4.4
Potential saving per 0.8 -0.5 -0.7
annum

Ao branan red o) (em) (%) (em) (%) (em)
Manager Fees 0.31% 10.4 0.31% 5.2 0.31% 2.6
Structural Fee 0.08% 2.7 0.12% 2.0 0.15% 1.3
Implementation Fee Nil - Nil - Nil -
Total 13.1 7.2 3.9
Potential saving per 15 0.1 -0.2

annum
Numbers may not sum due to rounding

To note:
Additional savings / benefits
The savings quoted are in relation to manager fees only and for one asset class only.

Alternative assets are the area where anecdotally the largest savings could be made but this would
be a longer term project first in terms of running off existing commitments and second building a long
term collective strategy.

Over time, for a Fund committing a significant proportion of assets, there would be associated
reductions in fees for:

e Custody
Reporting
e Procurement / manager selections

Based on each Fund committing to the collective arrangement, we estimate an additional £0.1m of
savings per annum per Fund (or £0.8m collectively).

In addition, the additional premia discussed earlier in terms of long term investment philosophy
and the governance premium should also be considered.
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Additional costs

There would also be transaction costs in migrating to the new arrangement. However, in practice, we
would expect the fund to be built around existing high quality managers where appropriate.

There would also be the costs of procurement and internal resource to be incorporated.
The implementation fee

Options 2 and 3 have an “implementation fee” row within the above table. Option 3 includes all
associated services in relation to the final product i.e. in this case a global equity fund for Wales.

Option 2 would need the Welsh Funds to undertake, or outsource, the following tasks:

e Advice in relation to manager selection and portfolio construction
e Procurement of managers
e Transition services

Assumptions
The key assumptions outlined in the analysis are as follows:
e Current approach:

We have assumed the current manager fees (including performance fees) represent
the cost of the typical manager fees under the existing arrangements. Where take up
is reduced, we have assumed the basis points fee remains the same.

e Option 2 — Custodian approach:

We have assumed that, based on the size of assets in place (£3.3bn), should
manager appointments be made as a collective the costs could reduce, in basis point
terms to 0.37% p.a. should all global equities be moved into this structure. The fees
secured under the 50% and 25% take up options are higher to reflect the discounts
being secured with managers reducing.

The structural fee in adopting this approach with a custodian increases (in basis point
terms) as take up rates fall.

e Option 3 — Tailored approach:

We have assumed that using a third party provider, the fees secured with managers
would be the same regardless of the take up. This is owing to the buying power
already being in place from a global organisation with extensive assets under
management

In line with Option 2, the structural fee in adopting this approach with a custodian
increases (in basis point terms) as take up rates fall.

The numbers outlined here are indicative and would be dependent upon the managers and structural
platform used.

Clearly the above relates solely to actual monetary cost savings and does not allow for any potential
for improved decision making and the extent to which this translates to improved investment returns.
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In order to provide clarification of the potential savings that could be made across all active equities,
we set out below similar analysis which includes UK and emerging markets actively managed equity
strategies, in addition to solely considering the global equity analysis provided in the draft report.

Take up by Welsh
Funds

100%

50%

25%

Current Approach (%) (Em) (%) (Em) (%) (Em)
Manager Fees* 0.47 22.9 0.47 115 0.47 5.7
Option 2 -

Custodian (%) (Em) (%) (Em) (%) (Em)
Approach

Manager Fees* 0.41 20.0 0.44 10.7 0.45 55
Structural Fee 0.03 13 0.04 1.0 0.06 0.8

Implementation Fee

Not included as part of the service and potentially difficult to quantify. Items for inclusion include investment
advice (for manager selection), transition fees, advice on terms of reference for Committees, monitoring of
custodian / third party provider. For illustrative purposes 0.01% = £0.49m which may be useful when considering

the associated advisory and procurement services still required under this model.

Total 0.43 21.3 0.48 11.7 0.51 6.3
Potential saving per - 1.6 - -0.3 - -0.5
annum

a0t o) (em) (%) (em) (%) (em)
Manager Fees* 0.35 17.0 0.35 8.5 0.35 4.3
Structural Fee 0.06 3.2 0.08 2.0 0.11 1.3
Implementation Fee Nil - Nil - Nil -
Total 0.41 20.2 0.43 10.5 0.46 5.6
Potential saving per - 2.7 - 1.0 - 0.1

annum

Numbers may not sum due to rounding

* Note that the actual UK manager fees for the Welsh Funds over recent history is 0.82% p.a.
inclusive of performance fees. We recognise that this fee is higher than would be expected over the
longer term and have assumed 0.5% p.a. would be a more appropriate figure. This provides a
degree of prudence in the above cost savings.

Recommendation

In short we would discount the build option on the grounds of timings and resource constraints and
would recommend that consideration is given to Option 2 or 3. The differences between Option 2
and 3 relate to the desire for the Welsh Funds to establish an internal team to co-ordinate and
manage day to day the various components of the new collaborative arrangements. This is the key
guestion that should be considered (along with the cost) between Option 2 and 3.

Given our knowledge of the Welsh Funds, we would see Option 3 as the best fit with the existing and
desired governance arrangements of the Funds. From our experience and the growing trend across
the market place, this would be optimal to support the key objective of cost efficiency, consistency
and ongoing governance and operational efficiencies in both setting up and operating the new
framework.
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We would further recommend that the Welsh Funds consider the following question:

Is there a need for a “big bang” solution (i.e. having a collaborative approach that covers all asset
classes from day 1) or should a solution be phased or incremental?

We would strongly recommend that consideration is given to the latter, on the following grounds:

o Although the costs savings associated with a single asset class are clearly lower than the
entire asset allocation, starting singularly means that a platform and governance structure can
be built that will allow more complex decisions to be given proper consideration.

o We would predict that by starting with an asset class such as equity and allowing others to
follow, the project will have a much shorter timescale to fruition.

The above two bullet points also reflect the view that Option 3 would support the best fit for the Welsh
Funds at this time.
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Summary:

e In order to establish a Welsh fund / vehicle, a Management Company will be required — this
can be “built” or the structure could be “rented” from an existing provider.

e The estimated costs of build would be cE4million and it would take at least 12-18 months to
establish, plus any procurement time in addition. The internal resource required to build
would also be significant. On this basis, we have discounted “build” as a viable option
for Wales.

e There are two main ways in which the Funds could “rent” a Management Company — either
solely purchasing the infrastructure (option 2) or by using a tailored third party approach,
which would also incorporate governance and operational oversight (option 3). The upfront
costs, internal team requirements, and timescales are significantly reduced under the
rental option and is therefore our favoured approach.

e There are expected to be cost savings associated with collaboration and we have
provided information using active global equities as a starting point. The costs do however
vary depending upon take up and the solution sought (from an increase in fees of £0.7m p.a.
to a reduction of fees of £1.5m p.a.). The savings would increase as more asset classes are
incorporated. In addition, the additional benefits in terms of long term investment philosophy
and the governance premium should also be considered.

e The key question to decide between Options 2 and 3 relates to the desire to develop
internal resources and priority for cost-efficiency across the Welsh Funds. Both internal
resourcing and cost would be higher under Option 2. Given our understanding of the key
objectives of the Welsh Funds we would view Option 3 as the best fit at this time. This would
also align with market trends and best practice.

o Costs savings are expected to be increased further if other asset classes are adopted
over time — most notably from alternatives, albeit noting that this is likely to be a longer term
project first in terms of running off existing commitments and second building a long term
collective strategy.

e In setting up an appropriate course of action, we would strongly advocate a phased /
incremental approach to collaboration (e.g. using global equities as a starting point); as
opposed to a “big bang” solution (which might cover all asset classes from day 1). This
would reduce the timescales for implementation and the level of complexity in the shorter
term.

e We would suggest that the next step for the Welsh Funds would be to invite non-
binding proposals from potential “rental” providers in order that a comparison of
services and costs can be made.
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9

Legal issues

The advice in this section of the report has been provided by Sackers
Advice from Sackers
Background and summary

The purpose of this section is to identify the high level legal considerations raised by the proposals
outlined in the rest of this paper (for the purpose of this section, the “Proposals”). In particular, the
Proposals include the possibility of establishing a bespoke Welsh investment vehicle (the “Welsh
Fund”) and either creating or appointing a management company to manage that vehicle.

The principal questions are:

e do the Councils have power to implement the Proposals;

o how do the proposals interact with the Local Government Pension Scheme (Management and
Investment of Funds) Regulations 2009 (“Investment Regulations”); and

o what procurement obligations apply?

In summary, we have not identified any legal show stoppers which would prevent the Councils
proceeding. However, we do identify a number of points which we should draw to the Councils’
attention. These points do not affect our overall conclusions, but do raise some issues which will
need to be addressed should the Councils decide to continue.

Power to implement proposals
Outline of proposals

From the legal perspective, the Councils must each be satisfied that they have the necessary
statutory powers to proceed with the Proposals.

The Proposals could involve:
e the establishment of a Welsh Fund;

e appointing a third party management company and potentially “building” that company under one
of the options;

e active engagement in the governance of the Welsh Fund and/or the management company, most
likely via a joint committee operating through a formal delegation; and

o the investment of all or part of the pension fund assets into the newly created Welsh Fund.
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Exercise of powers and proper delegations

Subject to our comments relating to the Investment Regulations, we are satisfied that the Councils
have power to take each of the steps outlined above provided they are satisfied that the proposals
are in the best interests of each sections’ members and their respective rate payers.

Care should, however, be taken to ensure that the appropriate decision maker within each Council is
engaged and that proper delegations are put in place. These activities (particularly the
establishment of a Welsh Fund and/or management company) go well beyond ordinary investment
decision making.

Each Council will need to consult its own constitution and delegation arrangements to ensure that a
decision to engage with these proposals is made at the appropriate level (i.e. we imagine this would
be a full Council decision rather than an investment sub-committee decision unless very clear
delegations have already been put in place).

Governance arrangements will need further thought depending on the preferred structure. However
the Councils may ultimately need to establish a joint committee to discharge their duties in relation to
the Welsh Fund and management company. This delegation will need to follow the relevant
statutory and Council procedures.

Strategic management and ongoing monitoring

The Councils cannot, in our view, divest themselves of ongoing responsibility for:
e strategic management; and

e 0n-going monitoring.

The proposals do not envisage either scenario, but the Councils will want to ensure that they can
demonstrate their ongoing governance role in both respects and structure any ongoing (joint)
investment committee documentation with these high-level principles in mind.

LGPS investment limits

The Proposals could involve the use of a Welsh Fund and each Council’s commitment to that vehicle
would, in our view, be treated as an investment. The Investment Regulations limit the amount that
any one LGPS section may invest by reference to the legal structure of the underlying investment.
For example, investment in any single partnership is limited to 2% or 5% of the section’s assets.

The Welsh Fund will need to be structured through a vehicle which gives the participating Councils
as much flexibility as possible in the context of the Investment Regulations. In theory, we envisage
that the Councils will want the option of investing up to 100% of their scheme assets through the
Welsh Fund. The Investment Regulations do not contemplate a joint investment structure and there
is therefore no specific exception or easement designed to assist Councils who wish to collaborate in
this way.

There are a limited number of options for achieving the desired outcome. One such option involves
structuring the Welsh Fund as a contractual vehicle such as an English authorised contractual fund
or an Irish or Luxembourg common contractual fund (as distinct from shares in a company, units in a
unit trust or a limited partnership interest).
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The Investment Regulations state that the Schedule 1 limits “shall have effect for the purpose of
limiting the making of investments of the types described in the table™. The Investment Regulations
do not refer in any way to contractual schemes which are therefore not investments “of the type
described in the table”. The effect of this appears to be that there is no applicable limit to the
amount an administering authority can invest in this type of vehicle, provided the authority is satisfied

that the investment is otherwise reasonable for the scheme.

While we are not aware of any alternative reading of these provisions, our interpretation does have
the effect of apparently circumventing the intended limits set out in the Investment Regulations. It is
therefore possible that the legislation could be amended to address this or that, if the investment
were challenged in court, a judge might be disposed to favour another interpretation of the
Investment Regulations.

As the Councils are no doubt aware, prior to the recent election DCLG, confirmed their intention to
review the Investment Regulations. We do not yet know if they will make any changes or what those
changes might be.

The Councils will also want to be mindful of potential reputational risks though, in this instance, there
has been considerable public/political pressure on Councils to work collaboratively.

Management Company

A key consideration for the Councils will be establishing the parameters of their control over the
management company of any new investment vehicle. Much of the work around the London
Council’s proposed common investment fund has focused on this aspect.

The Proposals suggest:

Option 1 —the “build” option. This is the option being pursued by the London Councils, who
will be shareholders to the management company of the common contractual vehicle. In
addition to the employment, contractual and operational issues which would flow from
establishing the company, the new management company would need to go through the
(onerous) process of becoming FCA authorised.

Option 2 and 3 —the “rent options”. Both options involve establishing a joint governance
structure to supervise the activities of a third party manager with control of the investment
company. The management company will be appointed by the Welsh Fund. We envisage that
this relationship would need to be supplemented by an investment management agreement
between the management company and the Councils (either individually or through a properly
constituted joint committee).

The Councils should appreciate that their relationship with the management company will be
different depending on whether the management company is a company established and
owned by the Councils (as with option 1) or whether they have selected a third party provider
and contractually agreed the services to be provided by a third party, as with options 2 or 3.
Option 1 is likely to be more onerous in terms of establishment and (possibly) ongoing
operation, but it will potentially allow much greater control of the manager from the legal
perspective. The Councils should form a clear view of how actively they wish to be involved in
the running of the management company, or whether they would prefer to accept a greater
degree of reliance on a third party.

! Regulation 14(1) of the Investment Regulations.
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As noted above, in either scenario, the Councils will want to be very clear that they are retaining
ultimately responsibility of the management company’s activities and will need to retain strategic

control over the activities of the management company.

Procurement

Procurement considerations for the Councils

The Councils will also wish to take into account is obligations under the Public Contracts Regulations
2015 (the “Procurement Regulations”). Again, the obligations under the Procurement Regulations

will flow from the plans ultimately adopted by the Councils and we deal with different possibilities

below.

Establishment of the
Welsh Fund

Creating and/or
appointing a third party

management company.

MERCER

To the extent that the establishment of the
Welsh Fund is carried on in-house, there no
actual outsourcing and therefore no
procurement obligation.

In practice, the Council is likely to engage the
assistance of its professional advisors. To the
extent to which this involves
additional/extended appointments, the usual
procurement rules will apply.

The establishment of a management company
should be regarded the same way as
establishing the Welsh Fund (see above).

The appointment of a management company
by the Councils may depend on how the
management company is established. It is
possible that the management company may
fall within the Teckel exception if it is created by
the Councils (and assuming the Welsh Fund is
not offered to other investors).

The alternative option is that the appointment is
under the exception in Regulation 10(e) which
excludes: "financial services in connection with
the issue, purchase, sale or a transfer of
securities or other instruments in particular
transactions by the contracting authorities to
raise money or capital”.
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The investment of In our opinion, it is not necessary to follow a x
(potentially all of) the statutory procurement process. There are two
pension fund assets into possible arguments to support this conclusion:

the newly created

regulated or unregulated It could be argued that an investment decision

structure. should not be characterised as a contract for
the supply of services or goods and therefore
falls completely outside the scope of the
Regulations; or

If the Regulations do apply, then an investment
decision of this sort also falls into the exemption
for "financial services in connection with the
issue, purchase, sale or transfer of securities"
under Regulation 10(e).

We are aware that other local authorities choose to go through procurement processes in relation to
their investment decisions even where there may be no strict legal obligation to do so under the
Regulations. They do this either for reputational reasons or because they regard doing so as
consistent with their broader duties to ratepayers. Given the likely profile of this decision, the
Councils may wish to procure some aspects of the services for these reasons even in the absence of
a legal obligation to do so.

Procurement considerations for the Welsh Fund and management company

A further consideration is that the management company and the Welsh Fund are each likely to
outsource some of their service (e.g. custody) and make further investments in third party products.
This may require further consideration, particularly if the “build” option is pursued. The procurement
Regulations cover "bodies governed by public law", which has a broader definition than might be
expected in that it includes:

“bodies that have all of the following characteristics: (a) they are established for the specific
purpose of meeting needs in the general interest, not having an industrial or commercial
character; (b) they have legal personality; and (c) they have any of the following characteristics:
(i) they are financed, for the most part, by the State, regional or local authorities, or by other
bodies governed by public law; (ii) they are subject to management supervision by those
authorities or bodies; or (iii) they have an administrative, managerial or supervisory board, more
than half of whose members are appointed by the State, regional or local authorities, or by other
bodies governed by public law".

The Councils will want to keep these requirements in mind in establishing the structure of the Welsh
Fund and management company and it may be appropriate to seek counsel’s opinion depending on
the likely impact of this point.

Statement of Investment Principles

Each Council’s statement of investment principles would need to be amended to reflect these
proposals.
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Pensions Boards

The Councils will be aware of the new Local Pensions Board roles and may wish to take steps to
establish the boards’ buy-in and parameters for their involvement in any joint structure. Local
Pensions Boards can now be established jointly between a number of administering authorities. If
the Councils are considering a joint investment structure, it might make sense to also establish a joint
Local Pensions Board.

Tax

Please note that we are not providing tax advice as to the efficiency of the proposed Welsh Fund.
The Councils will want to ensure that the proposed Welsh Fund is appropriate from this perspective.
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Where to start?

We would suggest the following series of questions are worked through as a starting point:

Is there a
collective will to
collaborate in
some form?

Work stream to be
implemented looking
at how to get
Committees on
board with the idea
of delegation of
(some) manager
decisions to a
collective body.

MERCER

Are the “easy wins
in Section 5
sufficient?

Is there a
commitment to
agree a set of
principles and get
the governance
structure “’right™?

Is a regulated
entity the most
suitable solution?

Should a structure
be built or rented?
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passive and
custodial
procurements.

Joint
procurements and
informal
arrangements may
be the only option

Common
Investment Fund
to be investigated

(note not a
recommended
option so costs not
investigated at this
stage)

Build option not
recommended on
the basis of cost
and time initially

and ongoing
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For the purposes of this report, we have assumed that the “rent” option is preferred and in which
case, the first step will be to define a set of principles and to consider how the governance structure
would work. This was covered in Section 4.

The next consideration is whether there are any legal barriers to implementation (Covered in Section
9).

Next is whether the structure be Option 2 or 3 (as detailed in Section 8).

Once this decision is made, we would suggest that proposed specifications and costings are sought
from potential providers. We would expect that an OJEU process will be required to ultimately
appoint a provider; although this will of course take time so it is crucial that the general specification
of services required is clear at outset to avoid unnecessary analysis of unsuitable tenders.

In order to do this however, thought would need to be given as to the asset classes that would be
available through the collective structure and the level of participation that would be likely. However,
initially, it may be worthwhile considering the selection of a singular asset class (one that has scale
and would have an impact on cost) such as global equity to get the project up and running. Once a
platform is established, then more asset classes can be added.

The graphic below illustrates the resultant structure.

High Level Overview of New Proposed Framework

= All Wales Investment
Committee developed with

All Wales Investment Committee o autharity o each

= TOR agreed governing the

Investment Committee
Cardiff l

TO DISCUSS INTERNALLY

£1.5bn = Development of 3-4 portfolios as
G I"OWth appropriate (Equity, Alternatives, Bonds /
Greater Gwent LDI). (As noted it may be the case to only
focus on equity initially?). This achieves
£2.1bn ; ; increased efficiency and lower cost and
Equity Portfolio aims at developing a consistent “best
Swansea ideas” portfolio for All Wales.
£1.4bn = Each local authority independently invests

across the portfolios deciding on their

RCT own strategic asset allovation
Alternatives Portfolio = AA and manager selection within each
£2.2bn portfolio is agreed by all local authorities,

— ] through Investment Committee

Clwyd = Each portfolio will be wrapped in an
appropriate vehicle relating to the asset
£1.2bn . class, tax characteristics etc
MatCh | ng = The vehicles sitting on a single

Gwynedd
£1.2bn

fundsiregulatory infrastructure would
provide advantages around reporting, cost

and operational

Bond portfolio = The structure supports efficiency and
lower cost at every level (lower
governance costs, manager fees,

£0.5bn legallregulatory fees in accessing such a
structure, lower custody fees, ongoing
reporting, monitoring, tax and change
management.)

Powys

Carmarthenshire
£1.8bn
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Summary and Recommendations

There are significant savings to be made; both direct and indirect, some more quantifiable than
others, through pooling assets and investing collectively.

Governance and delegation

For the Welsh Funds to use a collective structure there must be a shared vision and we would
suggest that a set of principles are established at outset.

We believe that there is a premium to be achieved through good governance and sufficient time
should be spent in establishing the correct construct of an investment committee of a collective
investment structure.

We further believe that there is a real opportunity here to establish a collective with long term
principles of investment at its heart; a philosophy that in itself has been show to add real value.

Steps that could be taken without the need for a collective structure

In the particular circumstances that the Welsh Funds find themselves (most notably little cross-over
of existing mandates), we conclude that there are few “easy wins” in terms of leveraging existing
mandates. We do however recommend that a joint procurement is effected for passive management
and possibly custodial arrangements (once decisions have been made on a collective structure).

We would suggest that a single passive manager for Wales would not need to operate under a
collective structure and that savings of around £800,000 p.a. could be made if all Funds participated
at current levels of assets under passive management. It is likely that this would need to be procured
under OJEU due to the additional services deployed by passive managers, such as swing
management / rebalancing roles. We have not allowed for transition costs in this instance, on the
grounds that passive mandates ought to be transferred between managers on an in-specie basis.

In addition, we note that a joint custodian procurement, presumably utilising the National LGPS
Custodian Framework, could harvest further savings. However, this is not a step we would
suggest considering until decisions are made on collective investing.

A collective structure

We have recommended, for reasons of future proofing and efficiency, that a regulated vehicle is the
optimal solution for any collective vehicle.

We would further recommend that a structure is “rented” (i.e. leveraging the existing infrastructure
of a third party) as opposed to “built” (on the grounds of cost, resource and time). An increasing
number of sophisticated institutional investors across Europe are moving in this direction.

The attraction of a rental model lies in its flexibility; there will be minimum asset sizes that need to
be committed in order to make it a viable proposition for the provider, but by no means do all eight
Funds need to commit all of their assets to make it work. We suggest that a rental model using
active global equity as a starting point will offer tangible savings; more so if UK equity is included.
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This feels like an “easy win”; a starting point to try out a collective arrangement whilst a longer term
plan on more complex assets is determined.

There are reduced or no set up costs to be incurred under Options 2 and 3, other than procuring the
provider, by the Funds. These are bourne by the provider who will likely charge a minimum ongoing
fee for an initial period in order to cover this; just an ongoing operating cost, which means that Funds
need only commit (and pay) when they are ready to invest. Of course the cost savings would be
greater the more Funds that invest, but we would suggest that the idea of a platform being available
to rent / use when needed may be more attractive than compulsion to use a model that has been
expensive to build independently.

Under the right model / provider, there would be no “give up” in innovation; the Funds would be free
to consider a range of options and perhaps these are more plentiful in the alternative assets space.
Indeed, there is the future option here of the Welsh funds running solutions for LGPS funds e.g. an
LGPS real assets fund may have real appeal to funds outside of Wales. However, we would contend
that Option 3 lends itself more readily to this idea on the grounds that providers in this mould will
have relevant experience in creating bespoke strategies for similar clients (whereas Option 2
providers will simply provide the operational infrastructure once All Wales have developed ideas,
taken advice, chosen managers etc).

The next step will be to assess the options that are available from the various providers under this
model and we can help formulate a template for discussion if required.

Critical Mass

Under the rental model, critical mass will be determined by the minimum fee set down by the chosen
provider, but it will also depend on the time period over which savings need to be demonstrated.

For example, if half of the Funds (by asset value) commit to looking at global equities first under a
rental model, then the immediate fee savings may be net neutral and a commitment would be
needed towards a longer term aim of adding additional asset classes.

Legal Issues

Sackers’ high level advice confirms that the use of a contractual vehicle (such as a CCF or UK ACS)
should not, in their view, be subject to any limits under Schedule 1 of the LGPS Investment
Regulations. They have not identified any show-stopper legal issues with the use of a manager,
either rented or built.

Sackers have also confirmed their view that there is no legal obligation to go through a formal
Procurement Regulations 2015 (or “OJEU") procedure in respect of the initial investment into a
bespoke pooled vehicle or in respect of the appointment of a “rented” manager. However, they note
that some Councils choose to go through a procurement obligation for policy and/or reputational
reasons even where the Regulations do not require this.

Recommendations

e To consider the appointment of a single passive manager across the eight Welsh Funds
(regardless of any decision to proceed with a collective structure; although noting that this
could just as easily fall under the collective structure for ease).

For actively managed assets:
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To avoid compulsion; a collection of the willing with a shared set of principles is likely to result
in a more robust, focused arrangement;

To be clear on guiding principles;
To consider the governance structure;
To consider the set-up of a regulated vehicle;

To consider leveraging the infrastructure of a third party provider to tailor a Welsh solution.
Given our knowledge of the Welsh Funds we would suggest Option 3 provides the most
suitable fit to meet existing needs.

To start with a single asset class, with a view to adding more complex propositions once the
structure and its governance arrangements are up and running. Given our analysis, both UK
and global equity would offer a strong starting point to fit into the new collaborative framework
given the allocation and consistency of these mandates across the schemes and the potential
to leverage material cost savings.

We would suggest a training workshop to discuss the details and workings of the new
framework to be set up for the summer period. A separate session would be required for
Officers and key Committee members. (Mercer would be able to provide these workshops
under the terms of the contract i.e. there would be no additional fee).

After the workshops, the next step for the Welsh Funds would be to invite non-binding
proposals from potential providers in order that a comparison of services and costs can be
made. Appendix B contains suggested areas for questioning.

eps

We would see the next steps of the project being as follows:

Stage Time scale
Development of guiding principles Q2 2015
Training for Key Councillors of each Fund’s Committee on principles Summer 2015
and options

(Mercer would be able to provide this at no additional fee)

Workshop / training for Officers on the operational aspects of the “rent” Summer 2015

option.

(I\aercer would be able to provide this at no additional fee)

Draft of specification for providers Q2 2015
(Suggestions found in Appendix B)

Draft Terms of Reference for All Wales Investment Committee Q2/Q3 2015

Each Fund to work through constitutional issues in terms of delegation Q2 / Q3 2015
to All Wales Investment Committee

Initial due diligence meetings with providers Q3 2015
OJEU Process to begin (if required) Q3 2015
Jo Holden

May 2015
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Important Notices

References to Mercer shall be construed to include Mercer LLC and/or its associated companies.
© 2015 Mercer LLC. All rights reserved.

This contains confidential and proprietary information of Mercer and is intended for the exclusive use
of the parties to whom it was provided by Mercer. Its content may not be modified, sold or otherwise
provided, in whole or in part, to any other person or entity, without Mercer’s prior written permission.

The findings, ratings and/or opinions expressed herein are the intellectual property of Mercer and are
subject to change without notice. They are not intended to convey any guarantees as to the future
performance of the investment products, asset classes or capital markets discussed. Past
performance does not guarantee future results. Mercer’s ratings do not constitute individualized
investment advice.

Information contained herein has been obtained from a range of third party sources. While the
information is believed to be reliable, Mercer has not sought to verify it independently. As such,
Mercer makes no representations or warranties as to the accuracy of the information presented and
takes no responsibility or liability (including for indirect, consequential or incidental damages), for any
error, omission or inaccuracy in the data supplied by any third party.

This does not constitute an offer or a solicitation of an offer to buy or sell securities, commodities
and/or any other financial instruments or products or constitute a solicitation on behalf of any of the
investment managers, their affiliates, products or strategies that Mercer may evaluate or recommend.

For the most recent approved ratings of an investment strategy, and a fuller explanation of their
meanings, contact your Mercer representative.

For Mercer’s conflict of interest disclosures, contact your Mercer representative or see
www.mercer.com/conflictsofinterest.
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Appendix A

Increasing efficiency within the existing arrangements

As summarised in section 5, we set out below further detail on the current arrangements in place.
Aggregate fees

Putting aside any differences in manager line up between Funds, and any implications of regional
equity structures (compared to global mandates), we outline below a broad comparison of the
aggregated Funds’ assets and fees compared to what we might typically expect based on our Global
Fee Survey in 2014, which benchmarked our experience of clients fees’ globally.

The intention of the comparison is to stop any “glaring” disparities or areas to explore further. There
will likely be a number of differences in the specifics of the Welsh Funds mandates relative to those
included in the survey and the analysis is intended as a guide, but it may point out whether there are
any obvious issues relative to peers.

Note we have excluded alternatives (including property) due to the wide variation in mandates which
make it difficult to do a like for like comparison. We have however included performance fees in
order to compare like with like.

MERCER MERCER

FEE FEE

SURVEY SURVEY
ALL WALES  ALL WALES  Total fee Average fee

Assets (Ebn)  Total fee (Em) Average fee (Em)

UK Equity 25 11.7 0.47% - -
Active 1.3 10.9 0.82% 6.1 0.45%
Passive 1.2 0.6 0.05% 1.2 0.10%
Global Equity 4.4 15.6 0.35% - -
Active 3.3 14.6 0.44% 18.6 0.56%
Passive 1.1 1.0 0.09% 14 0.13%
Emerging Market Equity 0.4 1.9 0.47% - -
Active 0.2 1.7 0.69% 1.9 0.77%
Passive 0.2 0.2 0.13% 0.2 0.16%
Bonds 2.2 4.0 0.18% - -
Corporate bonds 1.6 3.5 0.22% 3.6 0.23%
Government bonds 0.6 0.6 0.10% 0.9 0.15%

Key: Green — Paying less than expected fees, Red — Paying more than expected fees
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The key findings from this comparison are as follows:

o Fees are generally competitive across the board compared to the fee survey; although UK
equities do look high (albeit there is a large performance related element). This is not
unsurprising given our experience of fee negotiations with managers within the LGPS.

e Please note we have included performance related fees which impact both the UK and Global
equity strategies shown. Clearly, the nature of performance fees can be volatile and therefore
a meaningful comparison may differ from year to year.

e Whilst not captured within the Mercer fee survey itself we are aware of developments within
passive managers over recent years in providing significant reductions to LGPS clients (both
before and following the London CIV discussions). We cover this later in this section.

e Whilst fees are generally competitive, it is worth noting that the fee survey generally stops at
asset sizes of £250m. It supports the argument that there would be further savings to make
with large enough mandate; although we recognise that this may be seen as an anecdotal
argument.

Active UK and global equity strategies

We do believe that consolidation of mandates across the eight Funds could reduce fees. Further,
where there are already similar mandates in place with a particular investment manager this could
(manager permitting) lead to some fee savings without having to change the structure. The area
where this has the most potential is actively managed equity strategies.

Based on the data provided, c40% of the eight Funds’ assets are managed in active UK, global or
regional equity funds. However, whilst a significant proportion of the assets across all Funds held in
actively managed equities, there is a limited commonality in their underlying structures.

The table below highlights the detail of the underlying structures in order to demonstrate the
commonality between Funds. This shows that there are limited similarities in manager line-up, and
even when there are consistencies at a manager level, due to client specific requirements in the
majority of cases there is little commonality to enable Funds to leverage any economies of scale.

Total number of mandates  Total number of managers Difference

UK active equity strategies 8 7 1 common manager
Regional (ex UK) active equity us: 1 us:1 us: 0
strategies European: 3 European: 2 European: 1
Asia-Pac: 2 Asia-Pac: 2 Asia-Pac: 0
Japan: 3 Japan: 3 Japan: 0
Emerging markets*: 7 Emerging markets*: 3 Emerging markets*: 4
common managers
Global active equity strategies 13 10 2 common managers (one
manager used within 3
Funds)

* includes Frontier markets

¢ Inthe event that Funds are invested in the same asset class with a common manager, there is
potential for fee savings should Funds join together to request fee reductions. To the extent that
there are common mandates (in a pooled fund) there could be potential savings if a manager has
a tiered fee scale and is willing to view common mandates as one (e.g. for reporting purposes).
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However, as outlined above, there is limited commonality at a mandate level. When “looking
through” the underlying structures, even where there is some commonality by manager, due to
the use of segregated accounts with specific Fund objectives, there is likely to be little to no
efficiencies in reporting as each account will be treated separately. We therefore believe it is
unlikely to harvest any meaningful saving in approaching managers in this way.

e Should Funds be willing to lose some flexibility, either by moving away from segregated accounts
to a pooled fund structure (where there is already existing commonality at a manager level); or by
reviewing their manager appointment in place (perhaps by looking to run a joint procurement
process), this has the potential for fee savings. However, there would be transition costs
associated with any change in mandate; and the upfront costs of running any procurement
exercise. Practically, this approach is not “future proofed” as it may store up problems for later as
and when individual Funds wish to make local decisions — for example, if one Fund looks to
terminate a manager whilst another wishes to retain an appointment.

Overall, we believe there are limited savings to be made under the existing structure for actively
managed equity mandates under the current individual Fund structure. We have spoken to
managers where there is a high degree of commonality with mixed results. Aberdeen would be
unlikely to reduce fees for a joint entity as their fees are already well below their standard fee scales.
BlackRock would look at fees if reporting to a single entity. Baillie Gifford’s tiered fee structure would
result in reduced fees should there be efficiencies in reporting.

As noted earlier, fees at a local level are already relatively competitive based on each individual Fund
size and there is limited commonality to improve fees further without making additional structural
change.

Passive mandates

Around 20% of the Fund’s assets (predominately equities) are passively managed. Unlike actively
managed strategies, passive mandates can arguably be viewed more as a “commodity” and we
would therefore expect local Funds to be more comfortable in moving away from an existing provider
if this led to meaningful cost efficiencies.

When reviewing the Fund’s assets compared to other passive mandates globally (as outlined earlier),
fees appear to offer relatively good value.

However, specific to the LGPS, we are aware of the leading passive managers becoming
increasingly commercial to win (or retain) business. We therefore believe there is potential for fee
savings in Wales as a collective seeking to negotiate with the leading passive managers in
aggregate.

Where managers are willing to view the eight Funds as an informal collective, this would likely lead to
extremely competitive pricing (even further than those already well negotiated fees).

For example, should the existing fees be halved (based on our experience of a selection of similar
sized mandates this would not be unsurprising), this would lead to savings of £800,000 p.a. As this
would not require a huge amount of resource to investigate, this may be something which the Funds
are willing to pursue further.

It should however be noted that investment manager fees are not the only costs associated with
passive management. There are other factors to consider in reviewing any appointments — including:

e Profits on stock lending — to what extent does the manager take a proportion of these?

MERCER 41

Tud. 173

g:\eworking\ic\clientiman\all wales\rp_all_wales_collaboration_final may 2015.docx



ALL WALES COLLABORATION

o Bid/offer spreads — as the passive mandates are the most common ‘holding ground’ for
mandates during any asset allocation re-structure, ensuring any move in and out of passive
assets is carried out with minimal transaction costs should also be considered.

We would suggest that a cost benchmarking exercise is carried out as part of any next steps
resulting from this report before any procurement is undertaken.

Initial thoughts on alternatives

The collective Funds’ alternative asset portfolios was the area that was most difficult to quantity any
potential for cost savings through leveraging any commonalities.

In particular, there were extreme disparities within the structures in place, fee structures are complex
(owing to underlying manager fees which are not always typically accounted for) and the approach to
alternatives was inconsistent, which is not entirely unexpected. However, from experience, there is
little point in attempting to renegotiate fee arrangements with the private asset managers given the
Funds are “locked in” to these investments.

Whilst we would not expect much merit from pursuing fee reductions based on the current structure,
there is a potential for reviewing how Funds can collaborate on alternatives under a revised model.
This is considered later within the report.

The majority of the Funds’ property allocation are UK based, but there is little commonality at a
manager level to pursue fee negotiations. Property is also too illiquid to be a first port of call for any
immediate change in structure — particularly given the majority of the mandates in place are pooled
arrangements where the individual Fund has little to no control. DGFs are yet to form a significant
allocation (c1% of total assets) with already competitive fees; and the balanced funds (c5% of total
assets) relate to two long standing mandates which would unlikely be a starting point for any further
collaboration activity.

Active bond strategies

The make-up of individual Funds’ bond portfolios are wide ranging. Broadly, we can categorise the
eight Funds’ aggregate allocation as follows:

UK Government Bonds: 27% (including Liability Driven Investment — LDI) 3 mandates.
UK Corporate Bonds: 49% (including absolute return mandates) 6 mandates.

Global Bonds: 24% (two global bonds and a Multi-Asset Credit mandate).
Total: 100%

UK Government bonds consist of a mix of 2 government bond mandates with one provider, but very
different objectives (one is passive index linked gilts, the other an actively managed Core Plus
strategy). The remaining LDl mandate is not an area we would collaboration to be best utilised - as
portfolios are driven by a Fund’s own liability profile; of which there will be different challenges at a
local level.

The UK corporate bond holdings relate to 6 mandates with 3 managers. There is however no
commonality at the underlying fund level to leverage any efficiencies in their current form. We do
note that from a strategic perspective the case for holding UK corporate bonds is changing.
Therefore to the extent to which these mandates are up for review may provide potential for
collaboration — for example, within a joint procurement, if this was to be considered an appropriate
approach.

There are no consistencies to leverage within global bonds.
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Other expenses

Investment manager fees aren’t the only way to levy cost efficiencies under the current
arrangements. Over £1.6m of other expenses were disclosed across the eight funds over the last
year and a summary of these are outlined below.

Consulting Other
Custody Reporting advice Audit and legal expenses Total
(E000) (E000) (E000) (E000) (E000) (E000)
647 99 648 105 115 1614

The remainder of this section provides comment on any potential cost efficiencies that we believe
could realistically be achieved.

Custody

An area where the LGPS is already benefiting from improved collaboration is in respect of custodian
services.

A summary of the custodian fees currently incurred are outlined below:

Fund Fund Fund Fund Fund E Fund Fund Fund Total

A B C D (£000) F G H
(£000) (£000) (£000) (£000) (£000) (£000) (£000) (£000)
Custody Fees 51 N/A — 50 None 157 134 138 117 647
pooled disclosed
funds
only

From the data provided, there are at least 3 named custodians (HSBC, BNY Mellon and
Northern Trust) between the Funds who disclosed custodian fee information.

By looking to procure a single custodian we would expect there to be significant fee
savings to be made, and are aware of incredibly aggressive pricing in recent custodian
reviews.

To give an idea of the order of magnitude; when Norfolk, Hackney and Suffolk went
through a joint process under the National Custodian Services Framework; the three
funds, with combined assets of £5.2bn, disclosed that they are expecting to save a total of
£1.25m over the lifetime of the contracts. A reported £250,000 was also saved in
procurement costs by using the framework.

There are clearly fee savings to be achieved here; but should a decision be made to build
or rent a collective model for Wales we would suggest this forms part of those
considerations as opposed to being considered as a standalone decision.

Other expenses

Other significant expenses relate to consulting, reporting and audit and legal costs.

However, the nature of the costs being incurred are specific to work carried out at a
particular Fund level, and we have therefore not considered the cost savings any further.
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Appendix B

Outline questionnaire for providers

At this stage we have simply provided headline suggestions of areas for initial
guestioning. If required, we would be pleased to forward a draft RFP.

Background

The eight Welsh LGSP Funds have assets under management of £X and collectively
have Y investment manager mandates.

The Welsh Funds are keen to explore collaborative solutions for investing and have the
following goals:

e Improved governance

e Bestin class investments

e Cost reduction and transparency

¢ Robust risk management

Specifically, in the first instance we are looking for a provider who can aggregate our
equity assets under a single structure, whilst fulfilling our 4 stated goals set out above.

Current Mandates
[To add a description of mandates at the time of tender]
Requirements

The investment services provider must be able to document experience in the
management of the above or similar solutions.

(IF THE WELSH FUNDS DECIDE TO OPT FOR OPTION 3, WE WOULD SUGGEST
THE FOLLOWING IS ADDED)

The provider must be able to meet the following minimum criteria at the time of
submission:

e Independent Investment Research — Global investment manager research team
which advises clients of a similar size to Client

¢ No in-house management of individual securities

e Independent Operational Research Team — A dedicated global operational
research team which advises client of a similar size to Client

¢ On-line access to investment manager research and operational risk reviews

e Global operational infrastructure with portfolios that have been implemented

o Demonstrable experience in implementing multi-manager multi asset portfolios

e UK presence with a minimum of two investment relationships with institutional
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investors

e Currently running a fully integrated solution including manager research, advice,
operational risk review, portfolio risk management (based on security level data),
implementation and oversight of all third parties and integration with in-house risk
systems

e Proven success in reducing explicit costs from third service provider (including but
not limited to asset managers, custodians etc)

Further information can be obtained from: [TO INSERT}

SUGGESTED HEADINGS FOR QUESTIONS

e BACKGROUND INFORMATION ON YOUR ORGANISATION
e MANAGER RESEARCH AND ADVICE

e RISK MANAGEMENT SERVICES

e IMPLEMENTATION AND TRANSITION SERVICES

e OPERATIONAL AND COMPLIANCE DUE DILIGENCE

e THIRD PARTY RELATIONSHIPS

e COMPLIANCE & CONFLICTS OF INTEREST

e COSTS, FEES & COMPENSATION

e ADDITIONAL INFORMATION

MERCER
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Draft wording for letter of support from Committee chairs

Dear XXX

We are fully committed to ensuring that the administration and management of the [name of
Pension Fund] is carried out as efficiently and cost-effectively as possible.

In this context, we have been working with our partner funds in Wales to identify ways of achieving
efficiencies in administration and communication over a number of years and more recently,
specifically through collaboration on investing the funds’ assets. A substantial amount of work has
been carried out in this regard and in September 2015, alongside the other 7 LGPS Pension Funds in
Wales, we gave formal approval for the implementation of a number of recommendations regarding
changes to our investment arrangements.

We have noted the recent publication of the Local Government Pension Scheme: Investment Reform
Criteria and Guidance.

We believe that establishing a Welsh pool for Welsh LGPS funds is the most effective way to deliver
pooling arrangements that meet government objectives in terms of cost savings and collective
governance and, at the same time, meet the needs of all LGPS stakeholders in Wales including
members and employers, recognising their specific characteristics, circumstances and needs.

At our meeting on [date], the [name of committee / panel] confirmed their support for the
establishment of the Wales Pool as the best way to maintain momentum towards capturing
efficiencies within the management of the Fund’s assets. We are also confident that this approach is
consistent with the Government’s objectives published in its recent guidance.

Signed

XXXXXX
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Submission to the Department for Communities and Local
Government from the Wales Pool

February 2016
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Our commitment to asset pooling
The proposed pooling arrangement within Wales (“the Wales Pool”) will comprise the following funds:-
e Cardiff and Vale of Glamorgan Pension Fund
e City and County of Swansea Pension Fund
e Clwyd Pension Fund
e Dyfed Pension Fund
e Greater Gwent (Torfaen) Pension Fund
e Gwynedd Pension Fund
e Powys Pension Fund
¢ Rhondda Cynon Taff Pension Fund

Collaboration across the eight LGPS pension funds in Wales is not new. Opportunities for improved efficiency
have been pursued for a number of years within the areas of administration and communications — for example,
through the production of the bi-lingual All Wales Annual Benefit Statement, Newsletters and Factsheets.

More recently, there has been strong support from elected members across all eight funds to explore the
opportunities for achieving efficiencies within the areas of funding and investment by considering issues such as
scheme mergers and collaboration on investments. In fact, the Welsh Funds have already developed and agreed
a detailed business plan which includes joint procurement of passive management and establishment of a pooling
vehicle which will be up and running early in 2017, significantly ahead of the government’s timetable to transfer
liquid assets to a pool by 2018.

We have enclosed in the appendices letters of support from the Chairs of each of the respective Pensions
Committees / Panels (of elected members) for the current asset pooling proposals.

In the next section, we have set out the substantial work which has taken place in recent years. The clear desire
within Wales is to continue the direction of travel we have adopted to date which we believe accords with Central
Government expectations whilst recognising the economic, social, environmental, cultural, regulatory and political
context within Wales, as well as the physical geography.

We believe that the Wales Pool proposal meets all of the criteria set by Government except for that of scale.
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Progress to date

With the universal support from all eight Funds’ Pension Committees / Panels (of elected members), the Society
of Welsh Treasurers (Pensions Sub Group) commissioned a report from Price Waterhouse Coopers (published in
October 2010) to identify if there was a case for closer collaboration or even merger across functions or funds to
support the longer term affordability and sustainability of the Welsh Funds.

Following the final publication of the Hutton Review and consultation on the new LGPS scheme, the Pensions
Sub Group published a substantial report (Welsh Local Government Pension Funds: Working Together’) in
March 2013, which included a formal consultation process.

The report cited evidence that there were potentially significant financial benefits of scale to be found from
working collectively through a common investment approach. The potential benefits for the funds were not
directly related purely to the aggregate size of assets but rather the result of economies of scale that, together
with size, allow improved governance and the potential for increased return through a combination of attributes
that larger funds tend to have such as:

e More internal / specialist resources;

e More internal / hands on management;

Better diversification — asset classes, managers;

More bargaining power on fees;

Better, more responsive governance structures and processes in place enabling speedy decision making.

In 2014, the results of the wider DCLG Consultation on Cost savings and Efficiency were awaited for some
guidance or clarity on how best to proceed.

In early 2015, the Pensions Sub Group commissioned a further report on the development of a detailed business
plan for the establishment of a common investment fund. The recommendations from this report have been fully
endorsed and agreed by all eight Welsh funds and are now being implemented by the Pensions Sub Group,

namely:-

e To pursue a collaborative approach to achieve reduced costs, enhanced governance and operational
management across funds, and to be based on shared principles of governance and collaboration.

e To select a single provider for all of the Funds’ passive assets (equities and bonds).

e To establish a pooling framework to extend collaboration into active management across a range of
assets.

e To adopt a regulated pooled vehicle based on the infrastructure of a third party provider.

Formal decisions were taken in September 2015 by all 8 Funds’ Pensions Committees / Panels (of elected
members) to:-

e Begin a procurement process for a single passive management provider. This exercise is well advanced
and it is anticipated that a provider will have been appointed by the end of March 2016.

e Appoint an external advisor to advise the funds on procuring a provider of an appropriate collective
investment vehicle (CIV). An advisor is now in place and it is anticipated that a CIV will be available for
use in early 2017.
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In parallel to these developments during 2015, the Wales Audit Office initiated at the request of Welsh
Government a value for money review of the Welsh LGPS, under the auspices of the Welsh Government’s
Workforce Partnership Council. There was wide consultation of relevant stakeholders including trade unions.
The report concluded that there was a strong case for the Welsh Government and the Welsh Local Government
Association to support the establishment of a CIV for all eight funds in Wales.

The extent of the detailed work which has already been undertaken in Wales and the widespread support which it
has received is evidenced by the substantial reports already produced which have been included as appendices
to this submission.

There is a clear intent and momentum in developing a Welsh solution capable of achieving efficiency and cost
savings in respect of pension investments. The funds are committed to continuing to implement pooling
arrangements which build on the substantial work which has been done to date and which will also satisfy the
criteria issued most recently by DCLG. The work done to date should allow implementation ahead of the
Westminster Government’s intended timetable.
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Characteristics of the Welsh funds

The group believes strongly that there is a balance to be struck between ensuring strong effective governance
and the level of assets within the pool. A structure which can demonstrate strong cohesive governance will
produce more tangible cost and performance benefits - and more quickly - than an arrangement which might have
more assets but where there is less cohesion amongst participants and therefore weaker governance.

Effective governance will be assured by the common characteristics shared by the current participants.

The administering authorities already have substantial experience of collaborating on other areas of
policy across Wales.

All participating funds have been involved in discussions on collaboration from the outset.

No single fund dominates the pool in terms of asset size. Funds range in size between £0.5bn and
£2.2bn, with an average fund size of £1.5bn.

All funds are required to conform to standards on the use of the Welsh language in terms of their
proceedings and communications.

There is a requirement to respond to Wales specific legislation such as the over-arching “Well Being of
Future Generations Act 2015” which places certain duties on public bodies in Wales to carry out
sustainable development in a social, environmental, economic and cultural sense.

There are similarities in investment approach across funds — in terms of the asset classes used and
investment managers employed. (More detail is provided in the Appendix.)

All funds use an external manager model (minimal internal management functions).
The funds are reasonably close geographically which will be helpful for joint working and governance.
The funds are subject to a different audit regime than funds in England.

There are 22 different unitary authorities across the eight funds which are subject to a different funding
regime than in England.

There is full engagement with elected members.

Establishing a Welsh pool for Welsh LGPS funds is the most effective way to deliver pooling arrangements that
meet government objectives in terms of cost savings and collective governance and, at the same time, meet the
needs of LGPS stakeholders in Wales including members and employers, recognising their specific
characteristics, circumstances and needs.
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Meeting the criteria issued in November 2015

The Government’s expectations are clearly understood in Wales and have been echoed and emphasised by the
Wales Audit Office report commissioned by Welsh Government.

The group has appointed a third party advisor to assist them with developing the detailed proposal for the asset
pooling arrangements for Wales and to support implementation.

The group is confident that each of the specific objectives set out below will be achieved through the Wales Pool.

Asset pools that achieve the benefits of scale
The total value of assets within the Wales Pool at March 2015 was £12.3bn.

Although this falls short of the £25bn mentioned specifically by Government, the group believes strongly that the
level of savings achievable will be very similar to those from forming a larger pool, i.e. that a sufficient scale of
assets has been reached in order to deliver substantial benefits of size.

It is extremely difficult to estimate potential future fee savings with any degree of confidence. However, based on
data provided by investment managers to Project POOL, there is some evidence that the economies of scale on
individual equity mandates, for example, cease at around £500m / £1bn. Larger asset pools will face capacity
constraints within the manager universe and may be obliged to appoint a larger number of managers to cope with
their larger equity pools. Their individual mandates therefore may not be larger. With an active equity pot of
£5.8bn, the group is confident that it can benefit from similar economies of scale from its active equity managers,
which manage 47% of total assets.

In addition, 20% of total assets are managed on a passive basis. The experience of the Midlands Counties
project in 2015 suggests that the economies of scale from passive management can be fully captured by a
relatively small number of funds and assets coming together. A manager selection exercise for a single passive
provider will be concluded shortly.

Importantly, these cost benefits will flow through to the Wales Pool more quickly due to the progress made
already towards setting up a collective vehicle and the strong cohesion between funds which have already been
working together on pooling their investments for some time.

Due to the significant amount of work which has already been carried out by the group, it is proposed that a
collective vehicle will be available for use and to receive assets by early 2017, comfortably ahead of the
Government’s proposed timetable.

Transfers in of listed assets — bonds and equities — could be achieved in H1 2017. The group has yet to decide
on the specific arrangements for more illiquid assets such as property, private equity and infrastructure. Project
POOL showed that there are potentially dis-economies of scale on some asset types such as property and private
equity. The group would also welcome the opportunity to invest in national pools for other asset classes, such as
infrastructure, where regional pools may not deliver the greatest level of savings.

The group will aim to offer an appropriate range of sub-funds across all asset classes within the pool to allow
individual administering authorities to implement their preferred asset allocation.

Strong governance and decision-making

The group has already commissioned a detailed study on the potential approaches to implementation and it is
their intention to appoint a provider who will make available a Collective Investment Vehicle (CIV). Itis expected
that ‘renting’ a CIV from an existing provider will allow for speedier implementation and be more cost effective
given the size of the pool.
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A Governance Committee will be formed to make decisions such as manager selection at pool level and liaise
with the regulated operator of the CIV. The detailed composition of the Committee is still under consideration.

The number of funds participating in the pool (eight) will allow true engagement in investment decision-making by
all participants. All eight funds have been participating in discussions on collaboration for a number of years
already.

Reduced costs and excellent value for money

Analysis of the potential for cost savings on a fund-by-fund basis has yet to be carried out. This will be provided
in our July submission.

Some of the funds are currently engaged with CEM Benchmarking and consideration is being given to using that
firm to monitor the level of cost savings achieved by the group in future years.

As discussed above, it is not possible to estimate fee savings with any degree of confidence as few investment
managers provide even indicative fee scales for much larger mandates. However, at this stage, based purely on
the broad assumptions underlying the Project POOL methodology, aggregate savings for the pool in the
region of £15-20m p.a. might ultimately be achieved once all asset classes have been moved fully into a pooled
arrangement.

The group recognise that transition costs will be a significant feature of implementing new arrangements. It is
anticipated that current mandates will be moved into the pool initially with any restructuring then taking place over
a period of time in order to manage costs and the level of disruption. The group will also seek to liaise with other
asset pools in order to reduce transaction costs as far as possible.

An improved capacity and capability to invest in infrastructure

The group recognises that infrastructure can potentially represent an attractive investment for local government
pension funds.

The current allocation across the funds in aggregate is less than 0.5% of total assets (£40m), though some funds
have commitments in place which will increase that level of investment.

With the increased scale of assets within the pool, it should be possible to consider investing directly into
infrastructure funds and obtain a diversified portfolio without making use of a ‘fund-of-funds’ arrangement. As a
result, the pool is likely to provide a lower cost way of accessing the asset class - which may therefore make it
more attractive from a risk/return perspective. This will lead to individual funds considering a higher allocation to
the asset class than at present.

The group would also welcome the opportunity to use a national infrastructure pool within which investment
management costs might be even lower and which is designed to give access to investment in projects that meet
the risk / return needs of LGPS investors.
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Next steps

The Welsh Treasurers have in place a professional, external project management team which is starting work on
a detailed implementation plan to support our proposals for the July deadline and manage the short term
implementation steps which include:

1) Completing the joint procurement of passive management to deliver quick win savings for all of the funds that
will participate in the Wales Pool;

2) Following through the plans agreed to procure a third party operator to provide a pooling vehicle and make
this operational to allow transfer of liquid assets to the pool by H1 2017.
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Appendices
The following information has also been included.
e Asset breakdown of participating funds

e Copy of ‘Welsh Local Government Pension Funds: Working Together’ — Interim Report (March 2013) —
published by the Pensions Sub Group

e Copy of ‘All Wales Collaboration’ (May 2015) — published by Mercer

e Copy of ‘Review of the Local Government Pension Scheme Funds in Wales: Costs, Structure and
Management’ (May 2015) — published by the Wales Audit Office

e Letters of support from Chairs of Pensions Committees / Panels (of elected members) from each of the
eight participating funds.
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Asset breakdown

Fund AUM (£m) Allocation
Cardiff 1,549 12.6%
Dyfed 1,771 14.5%
Clwyd 1,339 10.9%
Gwynedd 1,396 11.4%
Powys 481 3.9%
Rhondda Cynon Taff 2,228 18.2%
Swansea 1,395 11.4%
Torfaen 2,095 17.1%
Total 12,253 100.0%
Asset Class AUM (£m) Allocation
Active UK equity 1,336 10.9%
Active global equity 4,230 34.5%
Active emerging market equity 236 1.9%
Active equity 5,802 47.4%
Passive UK equity 1,079 8.8%
Passive overseas equity 732 6.0%
Passive emerging market equity 136 1.1%
Fundamental indexation 87 0.7%
Passive equity 2,034 16.6%
Active UK corporate bonds 467 3.8%
Active gilts 171 1.4%
Active fixed income composite 511 4.2%
Active overseas bonds 125 1.0%
Active emerging market debt 23 0.2%
Absolute return bonds 512 4.2%
Private debt 10 0.1%
LDI 298 2.4%
Active fixed income 2,117 17.3%
Passive UK corporate bonds 8 0.1%
Passive gilts 63 0.5%
Passive index-linked gilts 270 2.2%
Passive overseas bonds 16 0.1%
Passive fixed income 358 2.9%
Diversified growth fund 284 2.3%
Property 929 7.6%
Private equity 339 2.8%
Hedge fund 136 1.1%
Infrastructure 40 0.3%
Timberland/agricultural 25 0.2%
Special opportunities 10 0.1%
Alternatives 1,762 14.4%
Cash 179 1.5%
Cash 179 1.5%
Total 12,252 100.0%
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Degree of manager concentration

Fifteen managers 81% of total assets

This level of concentration will increase once the single passive manager has been appointed and funded.
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Eitem 7

CYFARFOD: PWYLLGOR PENSIYNAU

DYDDIAD: 11 CHWEFROR 2016

TEITL: BUDDSODDIADAU ECWITI PREIFAT AC
ISADEILADWAITH

PWRPAS: Gofyn i’r pwyllgor pensiynau penderfynu ar ddau
fuddsoddiad

ARGYMHELLIAD: DERBYN YR ARGYMHELLIAD

AWDUR: CAROLINE ROBERTS, RHEOLWR BUDDSODDI

1.  CYFLWYNIAD

1.1  Cynhaliwyd cyfarfod chwarterol y Panel Buddsoddir Gronfa Bensiwn ar 19

2.1

3.1

4.1

Tachwedd 2015 yn Llundain.

BUDDSODDIAD ECWITI PREIFAT

Trafodwyd adroddiad gan Hymans Robertson ar opsiynau ar gyfer ymrwymiad
bellach i ecwiti preifat. Barn y Panel oedd y dylid buddsoddi €20 miliwn (£15
miliwn) mewn cronfa uniongyrchol ecwiti gyda Partners Group. Gan bod hyn yn
buddsoddiad uniongyrchol nid oes angen mynd trwy broses caffael.
BUDDSODDIAD ISADEILAWAITH

Trafodwyd adroddiad gan Hymans Robertson ar opsiynau ar gyfer ymrwymiad
bellach i isadeiladwaith. Barn y Panel oedd y dylid buddsoddi $43.6 miliwn (£30
miliwn) mewn cronfa uniongyrchol isadeiladwaith gyda Partners Group. Gan bod
hyn yn buddsoddiad uniongyrchol nid oes angen mynd trwy broses caffael.
ARGYMHELLIAD

Gofynnir i’r Pwyllgor cadarnhau buddsoddiadau uniongyrchol gyda

Partners Group Direct Equity 2016 Fund
Partners Group Direct Infrastructure 2015 Fund

yn unol & barn y Panel Buddsoddi.
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Eitem 8

CYFARFOD Pwyllgor Pensiynau
DYDDIAD 11 Chwefror 2016
TEITL Staffio’r Uned Weinyddu Pensiynau

PWRPAS YR ADRODDIAD | Man addasiad i strwythur yr Uned Weinyddu
Pensiynau o’r 1af o Fawrth 2016

AWDUR Nicholas Hopkins — Rheolwr Pensiynau
ARGYMHELLIAD Derbyn strwythur Uned Weinyddu newydd.
1. Ceifndir

1.1 Yn dilyn penodiadau diweddar, er mwyn helpu’r swyddfa i wella’r proses o wirio
gwaith, awgrymir addasu graddfa un swydd o S2 Swyddog Cyfathrebu i radd S3
Uwch Swyddog Cyfathrebu. Y gost ychwanegol i newid hyn fyddai £3,500 y
flwyddyn, yn cynnwys Yswiriant Gwladol a chyfraniad pensiwn cyflogwr.

2. Adolygu staffio craidd yr Uned Bensiynau o 1 Mawrth 2016

2.1 | wella effeithiolrwydd yr Uned Weinyddu Pensiynau, bwriedir gwneud man
addasiad i'r strwythur fydd yn lledaenu’r cyfrifoldeb goruchwylio. Argymbhellir
newid ir strwythur newydd sy'n Atodiad 2 (mae’r strwythur presennol yn
Atodiad 1 er gwybodaeth).

2.2 Awgrymir newid swydd ddisgrifiad presennol Swyddog Cyfathrebu (5EE014)
gradd S2 i arwain yn y maes fel Uwch Swyddog Cyfathrebu ar radd S3. Bydd
newid i'r strwythur arfaethedig (Atodiad 2) yn fwy hyblyg wrth arolygu a rheoli
holl weithdrefnau’r Uned.

Graddfa Cyflog Cost
Manylion / teitl y swydd arfaethedig blynyddol ychwanegol
llawn amser
Uwch Swyddog Cyfathrebu S3 £34,892 £3,500

CYFANSWM BLYNYDDOL £3,500

3. Argymhelliad

3.1 Gofynnir i aelodau gymeradwyo’r cynnydd gwariant ar newid strwythur yr Uned,
ar gost o £3,500.

3.2 Cytuno strwythur staff diwygiedig yr Uned Bensiynau yn unol ag Atodiad 2 yn
weithredol o 1 Mawrth 2016.
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ATODIAD 1

STRWYTHUR PRESENNOL

Rheolwr Pensiynau (PS6)

SEE001

Dirprwy Reolwr Pensiynau (PS1)

SEE002

Swyddog Cyfathrebu (S2)
5EE014

Swyddog Cyfathrebu (S2)
5EE015

€eT pniL

Uwch Swyddog Pensiynau (S3)

5EE005

Technegydd Pensiynau (S1)

5EEO003

Technegydd Pensiynau (S1)
5EE004

Swyddog Pensiynau (S2)

SEEOQ16

Swyddog Systemau (S2)
5EE006

(GS5)
5EE009

Cymhorthydd Pensiynau

(GS5)
5EE010

Cymbhorthydd Pensiynau

Cymhorthydd Pensiynau
(GS5)
5EE008

(GS5)

Cymbhorthydd Pensiynau

SEEOQ12

Cymhorthydd Pensiynau
(GS5)
5EE020

Cymhorthydd Pensiynau
(GS5)
5EE007




ATODIAD 2

STRWYTHUR ARFAETHEDIG ADAIN BENSIYNAU O 1/3/2016

Rheolwr Pensiynau (PS6)
5EE001

Dirprwy Reolwr Pensiynau (PS1)
5EE002

Uwch Swyddog Cyfathrebu /
(S3) 5EE014

Uwch swyddog Pensiynau
5EE005 (S3)

Swyddog Cyfathrebu / (S2)
5EE015

Swyddog Pensiynau (S2)
5EE016

vET 'PNL

Technegydd Pensiynau (S1)
5EE003

Technegydd Pensiynau (S1)
5EE004

Swyddog Systemau (S2)
5EE006

Cymbhorthydd Pensiynau
(GS5)
5EE009

Cymbhorthydd Pensiynau

(GS5)
5EE010

Cymhorthydd Pensiynau
(GS5)
5EE020

Cymbhorthydd Pensiynau
(GS5)
5EE012

Cymbhorthydd Pensiynau
(GS5)
5EE008

Cymhorthydd Pensiynau
(GS5)
5EE007




	Rhaglen
	4 COFNODION
	5 Ymgynghoriad Rheoliadau Buddsoddi
	6 Ymgynghoriad Adolygiad Buddsoddi - ymateb cronfeydd Cymru
	Atodiad 1
	Atodiad 2
	Atodiad 3
	Atodiad 4
	Atodiad 5

	7 Buddsoddiadau Ecwiti Preifat ac Isadeiladwaith
	8 Strwythur yr Uned Weinyddu Pensiynau

