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Somerset County Council Pension Fund

Investment Strategy Statement
1. Introduction

The Local Government Pension Scheme (Management and Investment of Funds)
Regulations 2016 require administering authorities to formulate and to publish a
statement of its investment strategy, in accordance with guidance issued from time
to time by the Secretary of State.

The regulations provide a prudential framework, within which administering
authorities are responsible for setting their policy on asset allocation, risk and
diversity. The Investment Strategy Statement will therefore be an important
governance tool for the Somerset Fund as well as providing transparency in relation
to how Fund investments are managed.

The Somerset CC Pension Fund’s primary purpose is to provide pension benefits for
its members. The Fund’s investments will be managed to achieve a return that will
ensure the solvency of the Fund and provide for members’ benefits in a way that
achieves long term cost efficiency and effectively manages risk. The Investment
Strategy Statement therefore sets out a strategy that is designed to achieve an
investment return consistent with the objectives and assumptions set out in the
Fund’s Funding Strategy Statement.

The Fund aims to be a long term investors, it seeks to invest in productive assets
that contribute to economic activity, such as equities, bonds and real assets. The
Fund diversifies its investments between a variety of different types of assets in
order to manage risk.

The Investment Strategy Statement will set out in more detail:

. The Somerset Fund’s assessment of the suitability of particular types of
investments, and the balance between asset classes.

. The Somerset Fund’s approach to risk and how risks will be measured and
managed, consistent with achieving the required investment return.

. The Somerset Fund’s approach to pooling and its relationship with the
Brunel Pension Partnership.

. The Somerset Fund’s policy on how social, environmental or corporate
governance considerations are taken into account in its investment strategy,
including its stewardship responsibilities as a shareholder and asset owner.
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Under the previous regulations the Fund was required to comment on how it
complied with the Myners Principles. These were developed following a review of
institutional investment by Lord Myners in 2000, and were updated following a review
by the National Association of Pension Funds in 2008. While a statement on
compliance with the Myners Principles is no longer required by regulation, the
Somerset CC Pension Fund considers the Myners Principles to be a standard for
Pension Fund investment management. A statement on compliance is included at
Annex 1.

This statement will be reviewed by the Pensions Committee at least triennially, or
more frequently should any significant change occur.
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2. Investment strategy and the process for ensuring suitability of investments

The primary objective of the Fund is to provide pension and lump sum benefits for
members on their retirement and/or benefits on death before or after retirement for
their dependants, in accordance with LGPS Regulations.

In line with the Fund’s Funding Strategy Statement, the committee has set an
objective of the fund being at or above a 100% funding level, as calculated by the
fund’s actuary at the triennial valuation, so that it can meet its current and future
liabilities.

In order to meet these overriding objectives the Fund maintains an investment
strategy so as to:

. Maximise the returns from investments whilst keeping risk within acceptable
levels and ensuring liquidity requirements are at all times met;

. Contribute towards achieving and maintaining a future funding level of 100%;

. Enable employer contribution rates to be kept as stable as possible.

The Fund has the following investment beliefs which help to inform the investment
strategy derived from the decision making process.

. Funding, investment strategy and contribution rates are linked.

. The strategic asset allocation is the key factor in determining the risk and
return profile of the Fund’s investments.

. Investing over the long term provides opportunities to improve returns.

. Diversification across asset classes can help to mitigate against adverse
market conditions and assist the Fund to produce a smoother return profile
due to returns coming from a range of different sources.

. Managing risk is a multi-dimensional and complex task but the overriding
principle is to avoid taking more risk than is necessary to achieve the Fund’s
objectives.

. Environmental, Social and Governance are important factors for the
sustainability of investment returns over the long term. More detail on this is
provided in Section 5.

. Value for money from investments is important, not just absolute costs.
Asset pooling is expected to help reduce costs over the long-term, whilst
providing more choice of investments, and therefore be additive to Fund
returns.

. Active management can add value to returns, albeit with higher short-term
volatility.

The Pensions Committee annually adopts a target return for the investment funds as
a whole. This target return is set with specific reference to the investment return
assumed by the actuary as part of the valuation process and therefore explicitly links
the Fund’s targeted level of return with achieving and maintaining a future funding
level of 100%.
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In order to translate the above objectives and beliefs into a set of investment
mandates for practical management of the investments the Pension Committee have
created a customised benchmark for the Fund. The customised benchmark is an
amalgamation of specific benchmarks for each investment mandate, which is then
given to an investment manager (internal or external) for day to day management.

The customised benchmark sets out the intended long term weighting to various
types of investment (or asset classes), such as equities, bonds and property and
reflects the Pension Fund’s investment strategy. The customised benchmark seeks
to balance the affordability of contributions with the risk of different types of
investments.

The Investment strategy and customised benchmark are reviewed by the Pensions
Committee annually to ensure they continue to meet the Fund’s investment
objectives.

The Actuary considers the Pension Fund’s assets in broad terms — growth assets
and stabilising assets. The table below splits the customised benchmark between
these categories, along with an overview of the role each asset plays:

Asset Class Strategic | Role(s) within the | Geography Currency
Allocation strategy

Equities

Global Passive 23% Growth Diversified Diversified
Inflation protection

UK Active 23% Growth UK GBP
Inflation protection

US Passive 5% Growth us uUsD
Inflation protection

Europe Active 5% Growth Europe ex-UK Diversified
Inflation protection

Japan Active 3% Growth Japan JPY
Inflation protection

Far East Active 3% Growth Diversified Diversified
Inflation protection

Emerging 5% Growth Diversified Diversified

Market Active Inflation protection

Total 67%

Maximum 100%
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Bonds

UK Gov'’t 4% Stabilising UK GBP
Bonds

UK Gov'’t Index 4% Stabilising UK GBP
linked bonds Inflation protection

Investment 8% Stabilising Diversified GBP
Grade

corporate

bonds

High yield 3 Stabilising Diversified Diversified
bonds

Total 19%

Maximum 100%

Alternatives

Property 10% Growth UK GBP
Inflation protection

Private equity 3% Growth Diversified Diversified

Total 13%

Maximum 25%

Cash

Cash 1% Liquidity UK GBP

Total 1%

Maximum 100%

The Fund’s benchmark currently includes a significant holding in ‘growth’ assets,
specifically equities, reflecting its need for higher returns than from government
bonds in the long term. These long term returns form part of the Actuary’s
assumptions and mean that employer contributions can be kept lower.

Actual asset allocation varies over time through the impact of market movements
and cash flows. The overall balance is monitored regularly by officers and they have
delegated authority to rebalance the assets taking into account market conditions
and other relevant factors. The actual asset allocation and the actions taken by
officers are reported to the Pensions Committee regularly.

As well as monitoring asset allocation officers also regularly monitor the largest
single asset exposures and concentrations to ensure inappropriate exposures do not
occur.
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As there is a strong internal monitoring mechanism in place it is not deemed
necessary to place an upper limit on the exposure of the fund to assets that are
readily realisable such as assets listed on a regulated exchange or pooled funds that
provide daily dealing. This is reflected in the maximum exposures of 100% quoted in
the table above although it is not anticipated that this is likely to occur in anything but
the most extreme circumstances. For assets that are illiquid, such as property and
private equity funds a limit of 25% of the total value of the fund has been set.

Each manager mandate clearly states what assets can be invested in and where
appropriate limits on certain asset types, this is monitored by officers for compliance.
The Fund can invest in the following asset types:

listed stocks, shares and warrants of companies;

listed government and corporate bonds;

futures and options;

spot and forward currency contracts;

cash deposits with suitable banks and building societies;
stock-lending arrangements;

unlisted collective investment schemes such as unit trusts and
investment companies;

limited liability partnerships (LLPs) ; and

e unlisted shares.
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3. Risk measurement and management

Successful investment involves taking considered risks, acknowledging that the
returns achieved will to a large extent reflect the risks taken. There are short-term
risks of loss arising from default by brokers, banks or custodians but the Fund is
careful only to deal with reputable counter-parties to minimise any such risk.

Longer-term investment risk includes the absolute risk of reduction in the value of
assets through negative returns (which cannot be totally avoided if all major markets
fall). It also includes the risk of under-performing the Fund’s performance
benchmark (relative risk).

Different types of investment have different risk characteristics and have historically
yielded different rewards (returns). Equities (company shares) have produced better
long-term returns than fixed interest stocks but they are more volatile and have at
times produced negative returns for long periods.

In addition to targeting an acceptable overall level of investment risk, the Committee
seeks to spread risks across a range of different sources, believing that
diversification limits the impact of any single risk. The Committee aims to take on
those risks for which a reward, in the form of excess returns, is expected over time.

The key investment risks that the Fund is exposed to are:

. The risk that the Fund’s growth assets in particular do not generate the
returns expected as part of the funding plan in absolute terms.

. The risk that the Fund’s assets do not generate the returns above inflation
assumed in the funding plan, i.e. that pay and price inflation are significantly
more than anticipated and assets do not keep up.

. That there are insufficient funds to meet liabilities as they fall due.

. That active managers underperform their performance objectives.

At Fund level, these risks are managed through:

. Diversification of investments by individual holding, asset class and by
investment managers.

. Explicit mandates governing the activity of investment managers.

. The appointment of an Independent Investment Advisor.

The external investment managers can control relative risk to a large extent by using
statistical techniques to forecast how volatile their performance is likely to be
compared to the benchmark.
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The Fund is also exposed to operational risk; this is mitigated through:

. The use of a Global Custodian for custody of assets.

. Having formal contractual arrangements with investment managers.

. Comprehensive risk disclosures within the Annual Statement of Accounts.
. Internal and external audit arrangements.

The Fund maintains a risk register which is considered by the Pensions Committee
regularly and updated as necessary. The risk register considers a number of non-
investment risks such as funding risk, employer covenant risk, regulatory risk and
operational risks.

The Fund’s Funding Strategy Statement specifically covers the risks with respect to
Funding and how these are managed by the Fund.
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4. Approach to asset pooling

The Somerset Pension Fund is working with nine other administering authorities to
pool investment assets through the Brunel Pension Partnership Ltd. (BPP Ltd). This
is currently work in progress with the intention of meeting the Government’s
requirement for the pool to become operational and for the first assets to transition to
the pool from April 2018.

Once the Brunel Pension Partnership Ltd. is established the Somerset Pension
Fund, through the Pension Committee, will retain the responsibility for setting the
detailed Strategic Asset Allocation for the Fund and allocating investment assets to
the portfolios provided by BPP Ltd.

The Brunel Pension Partnership Ltd will be a new company which will be wholly
owned by the Administering Authorities. The company will seek authorisation from
the Financial Conduct Authority (FCA) to act as the operator of an unregulated
Collective Investment Scheme. It will be responsible for implementing the detailed
Strategic Asset Allocations of the participating funds by investing Funds assets
within defined outcome focused investment portfolios. In particular it will research
and select the Manager Operated Funds needed to meet the requirements of the
detailed Strategic Asset Allocations. These Manager Operated Funds will be
operated by professional external investment managers. The Somerset fund will be
a client of BPP Ltd and as a client will have the right to expect certain standards and
quality of service. A detailed service agreement is being drafted which will set out
the duties and responsibilities of BPP Ltd, and the rights of Somerset Fund as a
client. Itincludes a duty of care of BPP to act in its clients’ interests.

An Oversight Board will be established. This will be comprised of representatives
from each of the Administering Authorities. It will be set up by them according to an
agreed constitution and terms of reference. Acting for the Administering Authorities,
it will have ultimate responsibility for ensuring that BPP Ltd delivers the services
required to achieve investment pooling. It will therefore have a monitoring and
oversight function. Subject to its terms of reference it will be able to consider
relevant matters on behalf of the Administering Authorities, but will not have
delegated powers to take decisions requiring shareholder approval. These will be
remitted back to each Administering Authority individually.

The Oversight Board will be supported by the Client Group, comprised primarily of
pension investment officers drawn from each of the Administering Authorities but will
also draw on Administering Authorities finance and legal officers from time to time. It
will have a primary role in reviewing the implementation of pooling by BPP Ltd, and
provide a forum for discussing technical and practical matters, confirming priorities,
and resolving differences. It will be responsible for providing practical support to
enable the Oversight Board to fulfil its monitoring and oversight function.
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The proposed arrangements for asset pooling for the Brunel pool have been
formulated to meet the requirements of the Local Government Pension Scheme
(Management and Investment of Funds) Regulations 2016 and Government
guidance. Regular reports have been made to Government on progress towards the
pooling of investment assets, and the Minister for Local Government has confirmed
that the pool should proceed as set out in the proposals made.

Somerset County Council has approved the full business case for the Brunel
Pension Partnership. It is anticipated that investment assets will be transitioned
across from the Fund’s existing investment managers to the portfolios managed by
BPP Ltd between April 2018 and March 2020 in accordance with a timetable that will
be agreed with BPP Ltd. Until such time as transitions take place, the Fund will
continue to maintain the relationship with its current investment managers and
oversee their investment performance, working in partnership with BPP Ltd. where
appropriate.

Following the completion of the transition plan outlined above (approximately 2020),
it is envisaged that all of the Fund’s assets except certain cash holdings will be
invested through BPP Ltd. However, the Fund has certain commitments to long term
illiquid investment funds which will take longer to transition across to the new
portfolios to be set up by BPP Ltd. These assets will be managed by the Fund in
partnership with BPP Ltd. until such time as they are liquidated, and capital is
returned.
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5. Social, environmental and corporate governance policy

The Fund has a fiduciary duty to seek to obtain the best financial return that it can for
its members. This is a fundamental principle, and all other considerations are
secondary. However, the Fund is also mindful of its responsibilities as a long term
shareholder, and the Pensions Committee regularly considers the extent to which it
wishes to take into account social, environmental or ethical issues in its investment
policies. The Fund’s policy is to support engagement with companies to effect
change, rather than disinvestment.

In the light of that overarching approach the following principles have been adopted:

The Fund seeks to be a long term responsible investor. The Fund believes
that in the long term it will generate better financial returns by investing in
companies and assets that demonstrate they contribute to the long term
sustainable success of the global economy and society.

Social, environmental and ethical concerns will not inhibit the delivery of the
Fund’s investment strategy and will not impose any restrictions on the type,
nature of companies/assets held within the portfolios that the Fund invests
in. For example, the Fund will not require any form of dis-investment from
fossil fuels, tobacco or such like.

It is recognised, however, that the interests of investors on social etc.
grounds may coincide with those solely on investment grounds in which case
there will be no conflict of interest. Indeed, the Committee believes that in
the long run, socially responsible and fiduciary investment will tend to come
together since adverse performance on social, environmental or ethical
issues will ultimately be reflected in share prices.

The Fund will seek to engage (through the Brunel Pension Partnership, its
asset managers or other resources) with companies to ensure they can
deliver sustainable financial returns over the long-term as part of
comprehensive risk analysis. In the example of fossil fuels, this will mean
engaging with oil companies on how they are assessing their business
strategy and capital expenditure plans to adapt to changes in cost base and
regulation that will ensure the continued delivery of shareholder returns in
the medium to long term. Engagement with companies is more likely to be
successful if the Fund continues to be a shareholder.

Although social, environmental and ethical issues rarely arise on the
agendas of company Annual General Meetings, where an issue does arise
the Council’s investment managers will vote in accordance with the Fund’s
interest on investment grounds.

The Fund recognises the risks associated with social, environmental and
governance (ESG) issues, and the potential impact on the financial returns if
those risks are not managed effectively. The Fund therefore expects its
investment managers to monitor and manage the associated risks. As the
Fund moves towards the new arrangements for the pooling of investments it
will work with its partners in the Brunel pool and the Brunel Pension
Partnership Limited company to ensure that robust systems are in place for
monitoring ESG risk, both at a portfolio and a total fund level, and that the
associated risks are effectively managed.
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6. Policy of the exercise of rights (including voting rights) attaching to
investments

The Fund recognises its responsibility as an institutional investor to support and
encourage good corporate-governance practices in the companies it invests in. The
committee considers that good corporate governance can contribute to business
health and success by encouraging boards, shareholders and other stakeholders to
answer to each other. Good corporate governance also plays an important part in
encouraging corporate responsibility to shareholders, employees and wider society.

The Fund is fully supportive of the UK Stewardship Code, published in July 2010,
and the Pensions Committee accepts the rights and responsibilities that attach to
being a shareholder and will play an active role in overseeing the management of the
companies in which it invests. The Fund is a signatory to the Code and a copy of the
Funds most recent Stewardship Statement can be found within the Fund’s annual
report on the SCC website: http://www.somerset.gov.uk/information-and-
statistics/financial-information/budgets-and-accounts/

The Funds policy on the exercise of voting rights is:

. To vote on all resolutions at company meetings where the fund holds shares
in UK companies and where practically possible for shares in overseas
companies.

. To give external investment managers the power to vote on our behalf in line
with their own process and policy, which we review, within industry
standards and the principles of this statement.

. For the in-house managed funds, to receive external advice from a specialist
organisation on voting issues and to follow their recommendations in voting
on all resolutions where practically possible. This service is currently
provided PIRC Ltd.

External investment managers are required to report on their voting activity as part of
their standard quarterly reporting. A summary of the Fund’s voting activity is
reported to the Pensions Committee twice a year.

The Fund’s voting rights are an asset and will be used to further the long-term
interests of the Fund’s objectives. As a general principle, votes will be used to:

. Protect shareholder rights.

. Reduce, as far as possible, risk to companies from corporate governance
failing.

. Improve long-term value.

. Encourage corporate social responsibility.

As part of the Brunel Pension Partnership (BPP) we are actively exploring
opportunities to enhance our stewardship activities. More information is on the BPP
website: https://www.brunelpensionpartnership.org/
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Item 13 — Annex 2

7. Advice taken

This Investment Strategy Statement has been put together by Somerset County
Council’s professional investment officers, supported by the Fund’s Independent
Investment Advisor.

The Fund has committed to pooling investments through the Brunel Pension
Partnership Limited (BPP Ltd.), and advice from the Brunel Client Officer Group
project team has also been taken into account in shaping the Fund’s response to the
pooling initiative and building an investment strategy that can be implemented via
BPP Ltd. once it becomes operational.

The Brunel Client Officer Group has provided support with regard to the impact on
strategy of the investment pooling proposals. The group comprises the investment
officers from the Avon Pension Fund (Bath and NE Somerset Council),
Buckinghamshire CC, Cornwall Council, Devon CC, Dorset CC, Gloucestershire CC,
Oxfordshire CC, Somerset CC, Wiltshire Council and the Environment Agency.

8. Arrangements for reviewing this statement

The guidance requires that the Investment Strategy Statement should be revised at
least every three years, and when any significant changes are made to the Fund'’s
investment strategy.

This Investment Strategy Statement will be regularly reviewed by the pensions
committee, particularly to ensure it continues to meet all regulatory and statutory
requirements. Where there is significant change to the Statement the pensions
committee will consult relevant stakeholders, particularly the Pension Board, prior to
amending the policy.

Approved by the Pensions Committee
Somerset County Council Pension Fund
XXX
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Annex 1
Working in line with Myners

In 2000, the UK Government ordered a review of institutional investment in the UK.
The review was carried out by Paul Myners, the chairman of a large fund-
management group, and his findings were published in March 2001.

Myners sets out a number of principles of best practice and recommends that
pension funds should set out what they are doing to apply these principles. In
response to Myners’ proposals, the Government issued a set of 10 investment
principles in October 2001 that it said it would be taking forward. In November 2008,
the Government published a revised set of principles, following on from this CIPFA
had produced a set of Myner’s principles specifically for Local Government Pension
Schemes and guidance on how to compare compliance with the principles. The
fund’s performance against the CIPFA principles and guidance is set out below.

Principle 1: Effective Decision Making
Administering authority should ensure that:

o decisions are taken by people or organisations with the skills,
knowledge, advice and resources necessary to make them
effectively and monitor their implementations; and

° those persons or organisations have sufficient expertise to be
able to evaluate and challenge the advice they receive, and
manage conflicts of interest.

The fund is fully compliant with this principle but must continue to work to
ensure that the knowledge base of officers and committee members remains
comprehensive and current.

Principle 2: Clear Objectives

An overall investment objective(s) should be set out for the fund that
takes account of the scheme's liabilities, the potential impact on local
tax payers, the strength of the covenant for non-local authority
employers, and the attitude to risk of both the administering authority
and scheme employers, and these should be communicated to
advisors and investment managers.

The fund is fully compliant with this principle. The fund will look to make
additional progress by further consideration of the needs of the disparate
employers within the fund and how their differing needs are reflected in the
objectives of the fund as a whole.
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Principle 3: Risk and Liabilities

In setting and reviewing their investment strategy, administering
authorities should take account of the form and structure of the
liabilities.

These include the implications for local tax payers, the strength of the
covenant for participating employers, the risk of their default and
longevity risk.

The fund is fully compliant with this principle.
Principle 4: Performance Assessment

Arrangements should be in place for the formal measurement of
performance of the investments, investment managers and advisors.

Administering authorities should also periodically make a formal
assessment of their own effectiveness as a decision making body and
report on this to scheme members.

The fund is fully compliant with this principle with respect of measurement of
investment performance and investment managers. The fund needs to
consider more formal arrangements for the measurement of performance of
other advisors and particularly formal assessment of the pensions
committee’s performance.

Principle 5: Responsible Ownership
Administering authorities should:

o adopt, or ensure their investment managers adopt, the
Institutional Shareholders’ Committee Statement of Principles
on the responsibilities of shareholder and agents

° include a statement of their policy on responsible ownership in
the statement of investment principles

o report periodically to scheme members on the discharge of
such responsibilities.

The fund is fully compliant with this principle.
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Principle 6: Transparency and Reporting
Administering authorities should:

o act in a transparent manner, communicated with stakeholders
on issues relating to their management of investment, its
governance and risks, including performance against stated
objectives

o provide regular communication to scheme members in the form
they consider most appropriate.

The fund is fully compliant with this principle.



